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Addressing the challenge
of retaining customers
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How to understand your
customers and retain them

US academic and business expert Dr Robert L Phillips believes that with
1.4m mortgage loans up for review in a very tricky market, UK lenders
should be reevaluating their strategies for acquisition and retention pricing

he UK mortgage industry is expe-

riencing an unprecedented and

significant event. According to

estimates from the Council of

Mortgage Lenders, 1.4m loans —
almost 4,000 a day —are due to mature and reset
to the standard variable rate in 2008.

If nothing is done, these mortgage holders
will see substantial jumps of 20%, or even as
much as 60% with loading fees, in their
monthly payments. This equates to an average
increase of £210 per month. The large number
of customers shopping for mortgages will
present lenders with both an opportunity and
a challenge.

For banks there are a number of questions
that must be addressed. How should they price
their retention products? How should they seg-
ment their customer base? Which customers
should they aggressively approach? How
should they respond to customers who
approach them for a new offer?

The banks that are able to adopt the best

processes and methodologies to address these
burning issues will be the ones best able to
navigate through this unprecedented situa-
tion. Those that sit back and rely on old and
outdated approaches will find themselves los-
ing both profitability and volume.

Visionary executives understand that often
the quickest way to improve bottom line results
is to get pricing right and they want to improve
their pricing practices and processes in order
to capitalise on this opportunity in 2008.

Pricing optimisation is a key technology
that provides banks and lenders with insight
into customers’ response to pricing and reten-
tion-pricing decisions enabling lenders to
drive improved business performance. It also
enables them to determine which customer
segments are worth aggressively pricing to
retain and which ones are not.

In a 2007 survey of pricing managers across
the top 30 banks and finance companies in the
UK, 86% felt that their pricing process was in
need of improvement. While executives under-

stand that they have some pricing power, they
lack the tools to translate business strategy
and corporate goals into the operational pric-
ing and retention pricing of mortgages and
personal loans.

In fact, it is not uncommon for banks to
manage their pricing with Excel spread-
sheets. The lack of analytical sophistication
in pricing may be surprising since banks
have long recognised that quantitative

Many banks have not
invested enough in
understanding how
customers respond to their
prices and how they can use
that understanding to drive
better results




analysis in such areas as risk management
is critical to success. The ratio of risk ana-
lysts to pricing analysts in the typical bank
is probably five to one or higher. Many banks
have invested significantly in risk-manage-
ment technology but have not made compa-
rable investment in understanding how
customers respond to their prices and how
they can use that understanding to drive bet-
ter results.

Flawed pricing processes

The pricing and retention pricing processes
at many banks suffer from one or more of the
following short-comings:

® There is no clear understanding of profit
and volume trade-offs.

® Pricing managers often only focus on a
handful of headline rates. Out of hundreds or
thousands of pricing cells, most managers will
only perform analysis on 5-10 key rates. The
majority of the rates receive no explicit analy-
sis or consideration.

® 80% of rates are too high or too low because
price response is poorly understood. Most
pricing managers don’t have the tools to deter-
mine the impact of afive or 10 basis point rate
increase or decrease on customer demand for
a particular mortgage.

® Once headline rates have been established,
other rates are often calculated using simple
rules of thumb. For example, 80-90% LTV cus-
tomers always have rates exactly 10 basis
points higher than the corresponding <80%
LTV customers.

® Even when price response models exist,
there is no infrastructure to optimise all rates

simultaneously across products, markets, cus-
tomer segments, and channels.

® 3-5% of all prices are erroneous because
they were manually coded into loan origina-
tion or deposit processing systems.

Without a rigorous performance tracking
process, the pricing and profitability team has
a difficult time determining whether or not
performance targets were met. And, if they

We (the 'el'lder)

were not met, the pricing team is often unable
to identify the reasons why performance var-
ied from plans, which could help the team
make better pricing decisions in the future.

The first area for improvement

Understanding customer response in the pric-
ing process is the first area for improvement.
Ultimately, most banks and finance com- »

How does pricing optimisation fit in?
Bank executives struggle with:
Managing increasing loss rates >

Achieving profit improvements by the
end of 2008

Continuing to increase shareholder
value despite decreased lending volume =»
and tighter underwriting guidelines

Creating a more favorable credit mix
and understand long term impact of
current credit mix on portfolio

Identifying opportunities for growth in
a volatile lending environment >

Pricing optimisation helps by:
Measuring and managing adverse selection

Being accretive in 6-8 months

Achieving 10-20% profitability
increases without volume decreases

Enabling simulation and optimisation
of tradeoffs across credit tiers and
segments

|dentifying competitors’ pricing and
underwriting trends and optimising
responses to competitors

The most common pricing approaches

Most banks and finance companies use one or a combination of approaches to guide

pricing decisions to determine rates and fees:

1. Cost or risk-based pricing: rates and fees are set based on cost (cost of funds plus risk

plus fixed margin). This approach ignores competitive pricing, as well as the differential price

response of different types of customer.

2. Market-based pricing: rates and fees are set based on competitive prices, which doesn't

take into account the value a customer places on the product or service or the profitability of

the loan.

3. Anecdote-based pricing: rates and fees are set based on rules of thumb, which does not

take into account current market and competitive realities.




panies have not managed to connect pric-
ing strategy to a balanced understanding of
profitability and market demand. A few inno-
vative banks have invested in the ability to
understand customer response (or price elas-
ticity), and they leverage that information to
make better pricing decisions to drive both
acquisition and retention.

Although this significant opportunity for
improvement in pricing practices and process
is available across all lines of business within
a bank, there are four keys areas on which
mortgage lenders should focus:
® Improving their understanding of how
customers respond to their pricing to make
more informed pricing decisions. Lenders need
to look beyond a simple ‘market-based pricing
approach’ and incorporate customer response
as a key input for all pricing decisions, both
acquisition and retention.

Mortgage rate shock, when a rate resets to
SVR, is both an acquisition and a retention
challenge since customers who are not
retained by one bank will be acquired by
another. Pricing optimisation allows lenders
to determine which customers are worth
acquiring, and gain a stronger handle on long-
term loan performance.

Examples of typical pricing approaches
used by banks and finance companies are
shown in the box ‘The most common pricing
approaches’.

@ Understanding their customer segments. As
banks have experienced, customers vary

widely in their response to their rate resetting

to SVR on a discount or fixed mortgage. Some
will immediately seek to refinance with their
current mortgage provider. Some will refi-
nance elsewhere without even contacting their
current provider. Others, especially those with
small balances and/or poor credit, may con-
tinue on SVR for a very long time.

The first step towards an intelligent
retention strategy is to understand the cus-
tomers within your current portfolio and

how they are likely to react when their rate

The next few years are
going to be critical ones for
British mortgage lenders.
There is going to be
continuing focus on
retention and customers are
likely to be shopping their
rates as never before

resets to SVR. This is a problem of cus-
tomer segmentation.

Customer segmentation for mortgage reten-
tion is an on-going process. The first step is per-
forming an initial segmentation based on how
different customers with different product
holdings have behaved in the past. However,
customer segmentation needs to be continually
updated to ensure it is consistent with the most
recent market conditions. Pricing optimisation

incorporates a process of continuous updates
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and improvements to ensure this takes place.
® Calculate and utilise the basic retention
trade-offs. Mortgage retention poses two ques-
tions related to customers whose mortgages
are maturing:

— Which customers do we pro-actively
approach and what offer do we make?

— Which customers do we not approach and
what offer (if any) do we make when they con-
tact us (if they do)?

The idea behind pricing optimisation is to cal-
culate the trade-offs explicitly for different cus-
tomers segments and, based on that calculation,
determine the right action set for each customer
segment. For some segments, the best action
will be to do nothing - these customers are likely
to stay on SVR or are not anticipated to be suffi-
ciently profitable. For some segments, the best
action will be to proactively approach them with
an attractive offer. For the remaining segments,
the most profitable action would be to wait for
them to contact you.
® Develop a consistent segment-focused strat-
egy. The final output of the pricing optimisa-
tion process is a consistent strategy across
touch-points for all customers in the portfolio
who are coming up for renewal. It specifies
which customers should be proactively con-
tacted to receive an offer and which offer each
one of them should receive. For the remaining
customers, it specifies exactly what offer they
should receive if they should contact the bank
either by phone or at the branch.

Need for a consistent approach

Using a consistent, repeatable and efficient pric-
ing process is critical. For any bank to obtain
the maximum profit and volume from its reten-
tion pricing, it must establish a disciplined
process that updates continually over time.

At any time, pricing decisions should be
based on the best understanding of the prof-
itability and responsiveness of different cus-
tomer segments. As information about
customer response is received over time, the
parameters of all the statistical models need to
be updated to reflect current reality. These will
change over time as the underlying cost of
funds change, as competitors change their
rates, and as the housing market itself changes.

The next few years are going to be critical
ones for British mortgage lenders. There is
going to be continuing focus on retention and
customers are likely to be shopping their rates
as never before. The banks that will thrive in
this environment will be those that under-
stand how their different customers will
respond to their offers and how to use that
information to determine the best action and
offer for each customer. LS



