International Journal of

Research in
Marketing

Intern. J. of Research in Marketing 14 (1997) 473-486

Loyalty programs and their impact on repeat-purchase loyalty
patterns

Byron Sharp *, Anne Sharp

Marketing Science Centre, University of South Australia, City West, North Terrace, Adelaide 5000, Australia

Abstract

Loyalty programs are currently increasing in popularity around the world. This paper discusses the potential of loyalty
programs to alter the normal market patterns of repeat-purchase behaviour which characterise competitive repeat-purchase
markets. In line with this thinking, a large scale loyalty program is evaluated in terms of its ability to change normal
repeat-purchase patterns by generating ‘excess loyalty’ for brands in the program. Panel data were used to develop Dirichlet
estimates of expected repeat-purchase loyalty statistics by brand. These estimates were compared with the observed market
repeat-purchase behaviour. Overall a trend towards a weak level of excess loyalty was observed, although the expected
deviation was not consistently observed for all the loyalty program brands. Only two of the six loyalty program participant
brands showed substantial excess loyalty deviations. However, these deviations in repeat-purchase loyalty were observed for
non-members of the loyalty program as well as members and appear likely to be at least partially the result of other loyalty
efforts particular to these brands. © 1997 Elsevier Science B.V.
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1. Introduction not be true) that marketing has not paid sufficient
attention to customer retention (Kotler, 1992), that
increased rates of retention lead to significantly in-
creased profitability (Reichheld and Sasser, 1990),
and that decreased differentiation and increased con-
sumer cynicism has led to an overall erosion in
loyalty levels which, therefore, require special mar-
keting attention to restore.

Do loyalty programs increase loyalty? This article
reports a major scientific empirical investigation of
the success /failure of a loyalty program in bringing
about increased levels of behavioural loyalty. We
begin with a brief discussion of the rise in popularity
of loyalty programs. We then distinguish two poten-
tial alternative effects of marketing efforts: (a) a
** Comesponding author. Tel.: +61-8-83020715; fax: +61-8- normal market share gain, and (b) an abnormal gain
83020442; e-mail: byron.sharp@unisa.edu.au. in excess repeat-purchase loyalty, which may or may

In recent years there has been a rise in the use of
loyalty programs by marketers and academic interest
in measuring loyaity, as evidenced by this special
edition of IJRM. Loyalty programs, which provide
customers with loyalty incentives such as points
redeemable for prizes or discounts, are back in the
marketing spotlight. The airlines’ frequent flyer
schemes were amongst the first in this new wave of
very large scale consumer oriented programs. Now
there are programs offered by supermarkets, finan-
cial institutions and all sorts of retailers. This change
has been stimulated by beliefs (which may or may
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not be accompanied by a market share gain. We
argue that highly defensive activities, such as loyalty
programs, are differentiated from other marketing
efforts by their emphasis on increasing repeat pur-
chase loyalty rather than purely on gaining market
share. In line with this view, a methodology for
assessing the impact of loyalty programs on repeat-
purchase loyalty is outlined. The approach is used to
examine Fly Buys, the largest consumer loyalty pro-
gram in Australia and one of the largest in the world.

2. The rise of loyalty programs

The customer service and quality movement of

the 1980s has, to some degree, been replaced by
enthusiasm for loyalty /relationship marketing. The
idea of a company developing a relationship with its
customer is not new, it has been examined for many
years in the area of channel and distribution manage-
ment and more recently has been reflected in the
sales management literature which now presents the
role of salesperson as a relationship builder rather
than a ‘sales’ person (Swan et al., 1985; Manning
and Reece, 1992: Patton, 1993). Even the formalisa-
tion of marketing strategies which reward customers
for that relationship, which is the basis of loyalty
programs marketing, is not new but the scale and
prevalence of such programs have increased dramati-

cally in just a few years across a widening range of

industries.

Loyalty program adoption is a part of a new
emphasis on defensive marketing, that is, activities
which focus on holding on to existing customers and
getting more custom from them, in contrast to activi-
ties which focus on winning new customers. While
much marketing activity, such as advertising, price
reductions and increases in service quality, can have
a positive effect on repeat-purchase loyalty any in-
crease in repeat-purchase loyalty is incidental rather
than being a direct objective '. The primary objec-

' Much marketing activity can also be classed as defensive in
that, due to competitive activity, the net result is market stationar-
ity. However, the objective of new marketing initiatives is usuvally
to gain market share, and when marketing actions do result in
share gains we know that this comes about mainly through new
customer acquisition.

tive is usually a sales or market share gain, which we
know occurs mainly through customer acquisition
with only small gains in average purchase frequency
(Ehrenberg et al., 1990). Loyalty programs are dis-
tinguished by their degree of emphasis on lifting
average purchase frequency and other aspects of
repeat purchase loyalty. They explicitly reward cus-
tomers for consolidating their purchases and reduc-
ing the size of their brand repertoires.

3. Evaluating a loyalty program
3.1. Changes in behavioral loyalty

Loyalty programs are structured marketing efforts
which reward, and therefore encourage, loval be-
haviour: behaviour which is, hopefully, of benefit to
the firm. The effectiveness of loyalty programs which
reward specific types of consumer behaviour should
be evaluated in terms of the type of behavioural
changes they aim to bring about 2. Loyalty program
members (customers) should show changes in re-
peat-purchase loyalty which are not evident amongst
non-program members, specifically:

- decreased switching to non-program brands
- increased allocation of share of requirements to
the program brand(s)

increased repeat-purchase rates (for the program

brand(s))

increased usage frequency (for the program

brand(s))

+ greater propensity to be exclusively loyal (to the
program brand(s))

greater propensity to switch between program

brands and less propensity to switch to non-pro-

gram brands

Loyalty programs, through their emphasis on
building repeat-purchase loyalty, operate differently
from other marketing efforts such as advertising
campaigns and sales promotions and potentially may

% We are concerned with behavioural loyalty rather than attitu-
dinal loyalty because, in practice, loyalty programs only reward
behaviour. Customers are not given points, prizes, discounts or
any other reward /incentive for changing their attitudinal loyalty.
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achieve distinct benefits for the firm. Loyalty promo-
tions can be distinguished from sales promotions by
their degree of defensive orientation and their longer
term nature. When the promotion finishes, there is
nothing to stop consumers from reverting to their
previous behaviour patterns and indeed this is what
appears to happen (for empirical evidence see Ehren-
berg et al., 1994). Loyalty programs, through the
equity the customer builds in the program (e.g., via
points collection), aim to lock customers in 3

A loyalty program could have an effect like a
long term promotion, that is, it could increase market
share and this market share gain could come about in
the normal manner, that is through a substantial gain
in penetration (number of customers) and a small
increase in average purchase frequency (and other
repeat purchase loyalty measures) (Ehrenberg et al.,
1990). However, a more likely effect, given the
nature and objectives of loyalty programs, is that the
result would be an increase in repeat-purchase loy-
alty without the expected degree of increase in pene-
tration. Thus the result could be referred to as a
‘large’ increase in repeat-purchase loyalty for a
‘small’ (even zero) increase in market share.

It is worth considering that a loyalty program may
be effective on a number of repeat-purchase loyalty
measures, as listed previously, while market share
and overall sales remain relatively stable or even
perhaps decline. Such behavioural change may be of
great benefit to the firm in spite of not bringing
about increases in revenue. Increased repeat-purchase
loyalty may allow the formation of closer relation-
ships with customers, allowing the firm to become
more knowledgeable about its clients’ needs and
wants and thus able to provide better service at a
lower cost. It may also reduce marketing costs, in
that the firm need spend less on convincing cus-
tomers to return. And it may raise barriers to entry to
the market, lessening the chance of future competi-
tive threats; for example, it is more difficult to enter
the airline industry today because of the additional
requirement of having a frequent flyer program.

! They also potentially lock in the firm because such programs,
even unsuccessful ones, are difficult for firms to withdraw from
without upsetting large numbers of customers. Interestingly, at the
time of writing, Telecom Australia has announced its intention to
withdraw from the Fly Buys program in Australia.

Morcover, a loyalty program need not lift sales
revenue to be a success in financial terms. From a
finance theory perspective, a firm’s value is deter-
mined by its future net income streams and the risk
associated with those income streams (Copeland et
al., 1990). Loyalty gives something of a guarantee of
future earnings; even if current earnings are high, a
low level of loyalty means that the future earnings
may be at risk (Pearson, 1994). If a loyalty program
increases the certainty of future income flows,
through decreasing the risk of losing customers (rev-
enue providers), then it may have a real, and perhaps
substantial, impact on shareholder value without af-
fecting current revenue or market share levels.

It is not sensible, therefore, to use market share
gain alone to evaluate a loyalty program. Even if a
sales increase can be directly attributable to a loyalty
program, and not some other influence, it is ques-
tionable whether this is an appropriate aim for a
loyalty program as there are many other more simple
and less risky paths to achieving this objective.
Indeed, substantial sales gains may be an indication
that the program is giving away too much value to
the customer, to the firm’s financial detriment. Like-
wise, there is the danger that a good loyalty program
might be incorrectly judged a failure if sales were
not improving even though other benefits were ac-
cruing to the firm.

In this article we focus on assessing the impact of
a loyalty program in terms of it bringing about
unusually high repeat-purchase loyalty without giv-
ing the firm corresponding large numbers of cus-
tomers (increasing market penetration), This may
occur with or without a gain in market share, al-
though the former is more plausible. The simpie
issue of market share gains (with corresponding nor-
mal increases in repeat-purchase loyalty) is easily
addressed via traditional market research or pooled
sales data, whereas determining whether excess loy-
alty has been generated requires an understanding of
what level of repeat purchase loyalty is normal for
any brand. Fortunately an existing theory of buyer
behaviour provides this understanding.

3.2, Loyalty benchmarks

In order to test if a loyalty program is having an
effect on repeat-purchase loyalty, it is necessary to
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know what levels of performance should be normally
expected for each brand in each industry, given its
level of market share at any point in time. These
benchmarks are provided by the Dirichlet and NBD
models of repeat-purchase patterns (Ehrenberg, 1988,
Ehrenberg and Uncles, 1997; Goodhardt et al., 1984)
which provide a natural baseline (Fader and Schmit-
tlein, 1993; Dowling and Uncles, 1997) for the re-
peat-purchase loyalty each brand should enjoy. These
models and the empirical generalisations associated
with them have been widely tested and supported in
marketing (Uncles et al.,, 1995), having been ob-
served for over 30 years and across European, US,
Asian and Australasian markets.

These models allow repeat-purchase loyalty per-
formance figures to be accurately predicted for sta-
tionary markets, which is most markets most of the
time, but they also have been shown to hold for only
approximately stationary markets (Ehrenberg and
Uncles, 1997). An assessment can be made of the
performance of the brands in the loyalty program
against the loyalty baselines given by the repeat-
purchase models. Specifically, deviations from these
baselines for brands linked to the loyalty program
would provide early indications of the program’s
impact.

A number of key performance measures can be
predicted using the Dirichlet and NBD models:

(1) Penetration: the percentage of consumers
buying from the total product/service category at
least once in a specified time period and the percent-
age of consumers buying the various individual
brands at least once in a specified time period.

(2) Purchase frequency: the number of purchases
per buyer of the total product/service category in a
specified time period and the number of purchases
per buyer of individual brands in a specified time
period.

(3) Repeat-buying: the percentage of buyers who
continue to buy the same brand in two equal-length
time periods.

(4) Incidence of sole buyers: the percentage of
buyers who only buy the one specified brand within
the specified time period.

(5) Brand-duplication: the percentage of buyers
who buy another brand within the specified time
period, conditioned on having bought a specified
brand.

If a loyalty program is having a loyalty effect on a
brand some expected discrepancies will occur be-
tween the model predictions and observed figures for
the key performance measures listed above. This is
because the model describes a normal stationary
market, that is, the Dirichlet model provides predic-
tions for a normal, competitive, repeat-purchase mar-
ket where no substantial changes to repeat-purchase
patterns occur overall. As is discussed further in the
following section, the Dirichlet model therefore pro-
vides the baseline against which to evaluate the
changes a loyalty program might bring about. This
baseline allows effects to be evaluated without using
a classic before and after (loyalty program launch)
experimental design. This is a very practical advan-
tage since pre-launch data is often not available and
can not be collected post hoc, as was the case for the
loyalty program we examine in this article *. This is
Jjust one illustration of the benefit and importance of
developing empirical generalisations (and models
such as Dirichlet) in marketing.

3.3. The expected impact of a successful loyalty
program

When marketing effort is successful in increasing
a brand’s market share it has a positive effect on a
brand’s penetration and a much smaller positive
effect on average purchase frequency (Ehrenberg et
al., 1990). This empirical generalisation is captured
in the Dirichlet model, a single parsimonious model
which states that all brand loyalty measures tend to
vary together from one brand to another in line with
the brand’s level of penetration or, in effect, market
share (Ehrenberg and Uncles, 1997). Moreover, all
brands have similar repeat-purchase loyalty, but big-
ger brands have slightly more than smaller brands (a
Double Jeopardy effect — see Fig. 1).

Loyalty programs, in contrast to other marketing
efforts, should have more of an effect on the average
purchase frequency and share of requirements mea-

4 Although the decision to use the Dirichlet rather than a simple
before and after approach had been made prior to the launch of
Fly Buys (outlined in the ARC Collaborative Grant application
‘Assessing the impact of marketing programs on customer reten-
tion /loyalty’).
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sures than on penetration. This is because loyalty
programs are most attractive to existing buyers of the
brand and heavy buyers of the category, who also
tend to be existing buyers of the brand given that
heavy buyers tend to maintain larger repertoires of
brands (Ehrenberg, 1988). These buyers are already
highly likely to have bought at least once during any
given period and so penetration is unlikely to rise.
Conversely, lighter buyers of the category or brand
can still be attracted by promotions when they buy,
whereas loyalty programs are not as attractive fo
them. The substitution of promotions for a loyalty
scheme, particularly when competitors continue with
promotions, may potentially even result in a decline
in the penetration statistic for loyalty program brands.

In line with this reasoning, an effective loyalty
program should have a greater impact on a brand’s
average purchase frequency (and other related loy-
alty behavioural measures) than it has on the brand’s
penetration level, causing the brand to achieve ‘ex-
cess loyalty’ (see Fig. 2). This means that the brand
will have a higher average purchase frequency than
would be expected given its level of penetration.
Alternatively, this can be expressed as the brand
having a lower than expected penetration given the
brand’s average purchase frequency. Effectively, the
brand is selling more often to the same people than
would be the norm.

It is an accepted empirical generalisation that in
competitive repeat-purchase markets people gener-
ally show ‘divided loyalty’, they shop from a reper-
toire of brands and are rarely 100 percent loyal, a
generalisation captured by the Dirichlet (see Ehren-
berg and Uncles, 1997). Loyalty programs should

Average _*,,-*"'_"
Purchase
Frequency

100%
Penetration of the market

Fig. 1. Double Jeopardy.
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100%
Penetration of the market

Fig. 2. Excess repeat purchase loyalty.

affect this behaviour and increase the share of re-
quirements the participant brand accounts for and
increase the number of solely loyal buyers. Thus,
average purchase frequency in Fig. 2 could be re-
placed with share of requirements (SCR).

In addition to these deviations from Dirichlet
repeat-purchase loyalty predictions, there should also
be a higher than normal duplication of purchase
between the participant brands in the same industry
and far less switching to non-program brands, that is,
the loyalty program should create a degree of market
‘partitioning’. This would result in a deviation from
the duplication of purchase law (captured by the
Dirichlet model). The duplication of purchase law
states that the dominant effect on duplication of
purchase is simply a brand’s penetration or, in effect,
its market share. Thus, any brand has many of its
buyers also purchasing from the large share brands
and only a few of its buyers also purchasing from
small share brands. What percentage of buyers two
brands will share with each other depends primarily
on their relative market shares rather than on their
‘positioning” (Ehrenberg, 1988). Deviations from the
duplication of purchase law, i.e., market partitioning,
tend to be the result of major functional
differences /similarities between brands. A loyalty
program, if it were affecting repeat-purchase loyalty
might be expected to bring about such a deviation.

4, The Fly Buys case

Fly Buys is Australia’s largest consumer loyalty
program and one of the world’s largest in terms of



478 B. Sharp, A. Sharp / Intern. J. of Research in Marketing 14 (1997) 473-486

coverage. The retail outlets involved represent more
than 20 percent of Australian retail spending and
cover not just store patronage but also credit card
usage and petrol sales. The program offers points to
shoppers (for store patronage) that can be redeemed
for free air travel or accommodation. Typically cus-
tomers earn one point per every $20 spent, though
the points barriers vary across the store chains.

The program was launched on August 29, 1994
accompanied by considerable promotion and press
interest. It was considered by many to be the
‘marketing event of the year’ (Anonymous, 1995).
Fly Buys aimed to have 350000 members in its first
week of launch, 1 million by the end of the year and
1.6 million members by its second year of operation
(Mann, 1994). 10.8 million brochures were printed
for the launch, the largest print run in Australia since
the last census, and 2.4 million plastic (magnetic
swipe) membership cards, the largest production run
since the introduction of Medicare (the national pub-
lic health program). Fly Buys’ operating budget is
consistently reported to be in excess of A$20 million
per annum (Mann, 1995; Shoebridge, 1995) a figure
which does not include customer rewards (.e.
travel).

At the beginning of 1996, Fly Buys had a mem-
bership of over 3 million, or one in four Australian
households. It achieved this penetration very quickly.
ahead of objectives, with membership plateauing
within a few months of its launch.

The program covers all purchases made at partici-
pating stores (or with the participating credit card).
Consumers are required to present the Fly Buys card
along with payment to collect the points. The Fly
Buys card therefore enables the collection of con-
sumer behaviour data for the participant brands.

4.1. Survey methodology

As Fly Buys concerns store patronage, rather than
the purchase of fast-moving consumer goods brands,
commercial panel data on consumer behaviour were
not available. It was necessary to set up a consumer
panel to collect the required behavioural data. A
representative sample of 745 households was drawn
from the Adelaide metropolitan area, a popular test

market. The sample was representative in terms of

Adelaide metropolitan demographics and the propor-
tion of Fly Buys members nationally.

Behavioural data were collected in relation to
purchasing behaviour at the different retail store
brands and purchase frequency. Information from the
three key industries of retail fuel, department stores,
and supermarkets was gathered, these data included
every purchase occasion for the category and a record
of which brand/store respondents shopped at. Re-
spondents were posted diaries in which to record
their purchase behaviour. Each week the data were
collected via telephone interviews conducted by
IQCA (Interviewer Quality Control of Australia) ac-
credited interviewers.

The panel data were analysed primarily via
Dirichlet modelling. The applicability of the Dirich-
let and NBD model to store choice has been shown
(Wrigley and Dunn, 1984a; Wrigley and Dunn,
1984b) and panel data records of consumer be-
haviour have been shown to be very reliable (Ehren-
berg, 1988). Panel data provide all the necessary
inputs to calculate the Dirichlet Model and to com-
pare observed data to Dirichlet predictions. Though
the number of input variables required is fairly low,
the longitudinal panel typically produces vast vol-
umes of raw data upon which the calculations are
based.

The panel ran from just after the launch of Fly
Buys until the week before Christmas, 1994. It
recommenced in mid January 1995 and ran until mid
April. The drop-out rate between these two periods
was extremely low, with approximately 90 percent of
first panel members being members of the second
panel. However, there was considerable drop out in
the period just prior to Christmas and respondents
required a re-training period for their diary usage.
This resulted in one useable 9 week panel prior to
Christmas and a twelve week panel after Christmas.
As the composition of the two panels varied slightly
and in order to keep sampling error variations to a
minimum, the results are examined as an average of
two nine week panels.

A third measure of behaviour was a survey using
probabilistic measures to calculate Dirichlet parame-
ters in September 1995 (for details see Wright et al.,
1996), this confirmed the results of the previous
panels but is not reported here.

In order to gain greater insight into causality,






