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CUSTOMEREQUITY DASHBOARD

Reading the Signs
of Your Customer Value

By JULIAN VILLANUEVA

ntheir fightfor readership, more and more

magazines and newspapers have resorted

to giving away free CDs, DVDs and other

enticements as part of a desperate grab
for business. For many publishers, these kinds
of promotions have become a business in their
ownright,and yet, as amarketing strategy, they
have done little to halt the relentless decline
in circulation and advertising sales in Western
markets.

A report in The Wall Street Journal once
quoted a British newspaper marketing director
asadmitting thatthe cost of disc manufacturing,
rights, packaging and associated advertising,
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justtoincludeafree CD with the paper, wasvery
expensive, with the entire promotional effort
costing as much as $1.8 million. Meanwhile, the
evidence indicates the most these promotions
have succeeded in doing is slow the decline,
rather thanreverseit. If givingawaya CD boosts
sales by an estimated 500,000 copies, and the
average cover price of the paper is 87 cents, has
anyone actuallydone the math to determine the
real value of these so-called freebies?
Publishers are emblematic of many com-
panies today: They have underlying problems
with their business models, insufficient finan-
cial muscle and no clear strategy. As such, they
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areliable to make decisionsfor short-term gain,
without fully appreciating how those decisions
will affect their customer base in the long run.
Without any reliable information about con-
sumers and what theywant or need, these com-
panies’ marketing efforts will be in vain.

Companies that don’t pay attention to
customer lifetime value risk making some bad
choices. They may spend too much on acquir-
ing customers who are ultimately unprofitable
or who do not remain loyal to the brand. They
may waste money on activities that have little
or no influence on consumer behavior or buy-
ing decisions. They focus exclusively on over-
all revenue, without considering the impact
of customer acquisitionand retention on the
bottom line.

Executives need tools to measure how much
their company’s customer relationships are
worth. Many companies use financial reports
or dashboards that contain relativelylittle mar-
keting information, partly because the reports
and metrics provided by marketing managers
often omit the language that senior executives

# EXECUTIVE SUMMARY

Companies sometimes
make short-term marketing
decisions without
understanding the longer-
term implications for their
customer base. A company
that does not know the
value of its customers risks
overspending on acquiring
low-value customers or
pursuing activities that have
little influence on customer
behavior; it may concentrate
on revenue without taking
acquisition and retention
costs into account.
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In this article, the author
explains how to design and
implement a customer equity
dashboard that will serve to
pinpoint exactly where the
company is gaining and losing
value. A good customer
equity dashboard will be of
service, not only to sales and
marketing professionals, but
also to senior executives,
boards of directors, investors
and creditors, as sales and
marketing expenditure is
linked to overall financial
performance.

Reading the Signs of Your Customer Value

[ advocate the use of a marketing dashboard based
on the concept of customer equity, to make the vital
link between marketing and finance, in language that
senior executives understand: the concept of value.

understand: the concept of value.

Inthisarticle, Iadvocate the use of amarket-
ingdashboard based onthe conceptof customer
equity, to help make the vital link between mar-
keting and finance.

This is based on my own research into the
different models available for measuring cus-
tomer lifetime value, as well as my own obser-
vations of seeing customer equity dashboards
beingused across awide variety of firms.

What Does Customer Equity
Measure?

Ifanonlineretailer tries to expand its customer
base by offering price reductions and boost-
ing its advertising spend, top management will
naturally want to know whether these actions
will push up customer acquisition costs, and
whether they will result in a more valuable cus-
tomer base.

Will competitors hit back by cutting their
prices? Ifthe companyactsfast,and its competi-
tors are slow to react, it might be able to make
a quick gain in market share, but at the cost of
erodingits margins. Is this a profitable strategy
inthelongrun?

The only way to find out is to measure the
impact of this strategy on the overall value of
the firm, rather than just on the number of new
customers acquired through this one action or
onthe current year’s profit.

Customer equity is the estimated present and
future value of a firm’s customers, calculated
from the cash flows they are expected to gen-
erate, as described by Robert C. Blattberg and
John Deightonin their seminal article, “Manage
Marketing by the Customer Equity Test,” pub-
lished in Harvard Business Review in 1996.

To calculate customer equity, you need to
take customer lifetime value (CLV) - which is
measured using the three indicators of margin,
retention rate and discount rate - and multi-
ply it by the total number of customers. If both
present and future customers are taken into
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account, customer equity should approximate
to the estimated value of the firm, as most of a
firm’s cash flows will come from its customers.
Just as we can value a firm by discounting pro-
jected cash flows, so we can calculate the net
present value of a customer relationship.

To monitor changes in customer equity,
we must add five other indicators: the number
of customers at the start and at the end of the
measurement period, the number of customers
acquired, the cost of acquisition and the cost of
retention.

One problem with customer equity is that it
useshistorical datato project futureresults. Itis
an estimate of what our customers will be worth
tousinthe future, whichismore orlessreliable,
but not foolproof. The most interesting use of
such valuations is not so much the absolute val-
ues of the variables, but rather the possibility
of tracking how the variables — and with them,
customer equity - change over time.

Acquisition vs. Retention

Many companies allocate their spending differ-
ently among existing customers and potential
future customers. Most tend to overspend on
acquisitionand underspend onretention. Then,
theyneed to retain the customers they have ac-
quired, and that’swhere value all too often gets
destroyed.

To stop this from happening, companies
need to monitor how new customers behave
in the first few months of the relationship, so
as to compare their behavior with that of lon-
ger-standing customers. As a market matures,
the customer defection rate tends to increase,
while the quality of first-time customers tends
to deteriorate.

Julian Villanuevais a
professor of Marketing
and head of the Marketing
Department at IESE.

He earned his PhD in
Management (Marketing)
from the University of
California, Los Angeles
(UCLA) and an MBA

from IESE. His specialties
include customer portfolio end marketing strategies.
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execution of market studies
to the development of end-to-
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Customer equity from acquisition measures
the profitability of spending on customer ac-
quisition over agiven period.

(Thenumber of new customersacquiredx CLV)
—the cost of acquisition

Let’s say an online retailer has acquired
20,000 new customers over the past month. It
hasa CLV of $1,000 and it has spent $15 million
on customeracquisition.

(20,000x $1,000=$20,000,000) - $15,000,000

In this case, the company’s customer equity
from acquisition would be $5 million.

It is also vital to know how marketing ac-
tions affect customer retention. Let’s say the
same online retailer started the last month with
200,000 customers and lost 10,000 customers
during the period, despite spending $2 million
onaloyalty program. Customer equity from reten-
tion is calculated using a formula similar to the
previous one.

(The number of customers retained x CLV) —
the cost of retention
or
(200,000 - 10,000 = 190,000 X $1,000) -
$2,000,000

In this case, the company’s customer equity
from retention would be $188 million.

Whatis the net effect of this? The difference
between the $200 million that you had before
youlostthe 10,000 customers, and the $188 mil-
lion you had after, leaves you with a $12 million
loss from attrition.

So, comparing the $5 million gain you expe-
rienced from acquisition with the $12 million
loss from attrition, what you end up withisa $7
millionloss of customer equity.

A Tool for Decision Making

Monitoring metrics like this onamonthly basis,
usingacustomer equity dashboard, will give you
a better idea of how well your sales strategy is
working and which variables maybe causingyou
problems. Are youlosing margin per customer?
Is the retention rate falling? Is the acquisition
ratetoolow? Are acquisition and retention costs
rising too fast? These indicators can serve as
warning signals.
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