Waste not, Want not

Part 1 – Making More Money from your Customers

There are many methods for predicting the future. For example, you can read horoscopes, tea leaves, tarot cards, or crystal balls. Collectively, these methods are known as "nutty methods." Or you can put well-researched facts into sophisticated computer models, more commonly referred to as "a complete waste of time."   Scott Adams, The Dilbert Future

This series of three articles explains how you can improve profitability by wasting fewer catalogues.   Part 1 examines the importance of optimising your circulation to your customer base.   Part 2 will show you how a poorly maintained database of customers wastes money and what you can do to fix it.   The final part of the trilogy deals with reducing the cost of new customer recruitment by mailing smarter.

Mailers everywhere make three mistakes when executing a catalogue campaign:

1. They mail customers who are not going to buy again, wasting the cost of the catalogue.

2. They fail to mail customers who would have bought if they had received a catalogue, missing out on the profit from these sales.

3. They send the wrong number of catalogues during the campaign, either remailing too much or not enough.

Obviously the main determinant of circulation is the likelihood a customer will buy again and how much he or she will spend.   Before we investigate how to predict customer behaviour let us consider the margin and cost structure of the business and how these factors affect the mailings to the customer base.

Other things being equal, the higher the Refund Rate, the lower the number of catalogues you can mail.   The higher the Margin, the more you can mail.  The higher the Cost of your Catalogue, the less you can mail.

So a low refund, high margin business with a low catalogue cost can be very aggressive in its circulation strategy, mailing deeper and more frequently into its customer file to maximise profits.   The low break-even sales per book means that such a business is not risking much by mailing a marginal catalogue (just the cost of the book) but the potential reward is significant.

On the other hand, a high refund, low margin business that has an expensive catalogue has to be more cautious in its circulation.  Assuming such a business can survive, the high break-even sales per book means that by mailing a marginal customer risks the substantial book cost for a low return.

So just how do you decide who to mail and how many catalogues to send them?   We have found the following principles to be the most important:

· Work with clean data – that means identifying duplicate records, correcting addresses, correctly assigning past transactions and paying attention to the customers’ mailing preferences.

· Use all the data.   Many companies who use RFM segmentation write off lapsed customers without searching for the ones that have the best chance of buying again.   Using all the customer history maximises your chance of identifying a worthwhile customer.   When you make a computer system switch it is imperative you transfer all the transaction data from the old to the new software.

· Where significant, use returns information.   Most mailers only concentrate on  customers’ purchase decisions.   But they can also make two other decisions – to exchange items or to return them and request refunds.   This additional information can make a difference in your predictions of customer behaviour.

· A one dimensional continuous ranking of customers is better than  multi-dimensional segmentation.  The model we have developed ranks customers from the best to the worst  which we then divide  into twenty-five equally sized segments.   We know segment 14 is better than segment 15 and so on.  We also know that customers in the better segments can be mailed more catalogues.   RFM uses three dimensions and the user has to decide if a two-time, 13-18 month buyer is a better mailing prospect than a one-time, 7-12 month buyer.   In some cases this may be a simple decision but often it is not, particularly where past experience of certain segments is limited.   The continuous ranking makes it easy to select or de-select customers.      It also identifies your best customers and allows you to give them VIP status, treating them differently from the rest of your file.

· Customers are creatures of habit and the past is a very good guide to the future if you know how to use it.   In our tests on six catalogue businesses, we have seen  consistent declines in recency, frequency and average order values as we have moved from the top to the bottom of the ranking based on historical data.   When it comes to the actual campaign, average order value, response rate and sales per book follow the same pattern with near perfect consistency.

· The past allows you to test the effectiveness of a new model over your current approach.   There are plenty of companies out there that will build you a model for thousands of pounds.   Some of them may even work.   The key is to test the model on previous years’ data and identify if it can make a difference.  If the model might, then reward the modeller on the basis of actual results in the next campaign by using the model on part of the mailing to test it.

· Statistical methods may be open to the charge that they can be used to prove anything.  However,  they can be very useful in determining whether or not something happens by chance.   Whilst the application of probability theory is not something you need to know about, it does drive correct decision making.   It is particularly useful when deciding how many catalogues to send to a customer in a campaign.   For example, if you usually send two catalogues to a customer, the decision of whether to send another catalogue should be analysed by comparing the expected additional margin against the cost of mailing one more book.

Our view is that for those companies with more than 100,000 customers in their total database and more than four years of consistent purchase history there is a case for using a more sophisticated model than traditional RFM.   That is not because RFM is a bad method of segmentation.  It can, however, be improved upon.   You just have to be careful that the expense and time you spend on an improved model is justified by the additional profit it delivers.

Whether or not you change your method of selecting which customers to mail, the quality of the underlying data is of paramount importance.   Assessing that quality and implementing procedures to improve it is something all direct marketing businesses can do without huge cost.   That will be the subject of our next article.
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