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We attribute this phrase to our aeademic colleague, Leonard Lodish
of the Wharton School at the University of Pennsylvania
“CEO Agenda: Corporate Prierities for 2003, White Paper, The
Econondst Intelligence Unie,
A joint research program conducted by the Cap Gemini Ernst &
Young Center for Business Innovation and the Wharton Research
Program on Value Creation in Organizations.

The Newe York Times, March 31, 1993,

frett Trueman, ML Franco Wong, and Nino-Jun Zhang, ¥ The Eve-
halls Have [t Searching for the Value in Internet Stocks,” Jonrnal of
Accenmnting Resecerch, 38 {2001, pp. 137162 Suppl. S 2000,
“"Where Mary Mecker Went Wreng,™ Fortirne, May 11, 2001 pp 69-
K2,

Elizabeth Demers and Baruch Lev, = Rude Awakening: Internet
Shakeout in 20007 Working Paper, University of Rochester (2001).

A joint research program conducted by Cap Gemini Ernst & Young
Center for Business Innovation and the Wharton Rescarch Program
on Value Creation in Organizations.

Twa recent books i this areaare (1) Robert G Blattberg, Gary Guetz.
and Jacqueline Thomas, Customeer Faquity (Boston: HBS Press.
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2001 ); and (2) Roland T. Rnse, Valarie A. Zeithaml, and Katherine N,
Lemon, Driving Customer Equite (New York: Free Press, 2000),

[

0.

-1

9,
10,

Figure 2.1, Figure 2.2, and this discussion are adapted frem Freder-
ich Reichiheld, The Lovaloy Effect (Bostan: HBS Press, 1996).

Present value is S42/41.12) + 8067112 + $70/(1.12)% + .+ $10&/
(1.12)7 = 8401.29

I vear &, 100 customers are acquired. However. in year 1 only 82
customers are still doing business with the firm, each providing
profit of $32, for a total of 842 x 82 = 83,444, However, we need to
aceount for thne value of money. Therefore, using a 12% discount
rate on 83,444, the customers in year 1 are worth only 83.444/(1.12)
or 83,075, Similarly, the present value of 76 custonters’ profitin vear
2is (Sc6/customer) x (76 customers)/(1.1 2)‘2 = 83,998.72, and soon.
The present value of 100 acquired customers is then 83,075 +
EIO0872 4+ .= 824,173 10.

See Frederick Reichheld, The Lovaley Effeet (Boston: HBS Press.
1996).

See, for example, George Day, *Winning the Competition for Cus-
tomer Relationship,” Working Paper, The Whartan School, Univer-
sity of Pennsvlvania (2002); J. Caulfield, “Facing up 1o CRM,”
Business 2.0 (August-September, 2001), pp. 149-150; L. Dignan. “Is
CRM Al It's Cracked up to Be,” CNET, April 3, 2002, Adrian Mello,
“CRM Failures: Don't Blame the Toals,” December 18, 2002, avail-
able at hep Atechupdate zdnet.com.

Proceedings of the CMO Summit, sponsored by the Marketing Sei-
ence [nstitute, MeKinsey and Company, and the Wharton Sciwnl,
September 1920, 2002,

“Capital One Reports Record First Quarter Earnings per Share.”
available at \\'\n\'.c:ipit:llnm:.c()111/al)()11l}in\'es&/:mnu:il_roports./ll S
“The Hot News in Banking: Bricks and Mortar,” Business Week, April
21, 2003, pp- 831-584.

Thid.

a5 Banks Elbow for Consumers, Washington Mutual Thrives.” The

Wall Street Journal, November 1, 2003, p. AL
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16,

15,
19,

20

See Richard AL Brealey and Stewart G Myers. Principles of Corpo-
rare Finenee, 70 Edition, (New York: McGraw-UHill. 20023, Also see
Aswath Damodaran, The Deark Side of Valuation: Valuing Old Tech,
New Tech, and New Econony Companies (Upper Saddle River, NJ:
Prentice Hall, 2001).

We are using the terms margin, contribution margin, and profits in-
terchangeably.

Frederick Reichheld, The Lovaley Effecr (Boston: HBS Press, 1996).

Grahame R Dowling and Mark Uncles, *Do Customer Lovaley Pro-
grams Really Work™™ Sfoan Managemene Reciewe, 38 (Summer
FOO7), pp. T1-82.

Werner Reinartz and V. Kemar, “The Mismanagement of Customer
Lovalty,” Harvard Business Beviewe (July 2002), pp. 86494, Also sec
Werner Reinartz and V. Kumar, "On the Profitability of Long-Life
Customers in 4 Noneonteactual Setting: An Empirical Investigation
and Implications for Marketing,” Journal of Marketing, 63 (October
20000, pp. 17-35.

Data are provided for the first 23 months of customer tenure, sinee

the churn rate in this industry is very high.

“They Love Me, They Love Me Not,” Wireless Reviewe 17: 21 (No-
vember 1, 2000). pp. 38-42; “Standing by Your Carrier,” Telephony
Online, March 15, 2002, available at hoep:/telephonvonline con/
homefindex htm.

Ihid.

SceJames 1 Heekman, “Micro Data, Heterogeneity, and the Evalu-
ation of Public Policy: Nabel Leeture, " Journed of Political Economy,
val 109, no 41 (2001), pp. 673-748. Also sce James J. Heekman and
George | Borjas, "Does Unemployviment Cause Future Unemploy-
ment® Definitions, Questions and Answers from a Continuous Time
Model of Heterogeneity and State Dependence,” Economica, vol, 47,
ne. 187 (1980), pp. 247-283.

Consider a cohart of 3,000 cnstomers. Assunie there are two seg-
ments. Segment 1 has a 20% share (or 1,000 customers) and seg-
ment 2 has 80% share (or 4,000 customers). Further, segment 1 has
a 10% defection rate—i ., 10% of 1,000 custoniers leave this seg-
nentin time 1 (Jeaving %00 customers), 10% of 900 customers leave
attime 2 (leaving S1O customers), and so on. The defection rate for

segment 2 is 30% Thus, the number of customers leftin cach seg-
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Adgregate defection rate for o period is estimated by finding the
number of custonters who are left between the kst period and this
period and dividing by the number of customers we started with in
the last period. For examiple, for time 1. aggredate defection rate is
(3,000 < 3,700 / 3000 or 20%.

For example. see David € Schmittlein and Robert Peterson, “Cus-
tenter Base Analvsis: An Industrial Purchase Provess Application.”
Muarketing Scicnee. 13 {Winter 1993) pp 4167

In using a customer life of five to seven vears, many studies implic-
itly assume that a evpical customer is expected to stay with the fiem
for five to seven vears with certainey, and then with equal certainey,
the firm is going to lose this customer. In reality. the customer re-
tention process is probabilistic, It is easy to show that while S0% re-
tention rate translates into an expeeted life of five vears, usind a
cerrain life of five vears provides a significant overestimate of CLY
compared to the case when we consider probabilistic retention of a
custoner vach vear.

JP Morgan and MeRinsey and Company. Broadband 2001: A e
prehensive Analvsis of Demend, Supply. Econonues, and Industry
Denamics i the U8, Broadband Market (2001}

This happens because an 8% inerease on S 106 s 85 However, next
vear an 8% ineraiase on 2108 will be 88 604, or more than 85,

This is similar to the notion of half-life vsed in physics.
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Peter Carrell and Sanford Rose, "Revisiting Customer Retention,”
Jowrned of Retail Bunking, vol XV no. 1 {Spring 1993), pp. 7-13.

“Why Service Stinks.” Business Week, October J5, 2000

We thank Professor Rajiv Lal of the Harvard Business School for this
insightful example.

Fudgene W. Anderson, Claes Fornell, and Donald R, Lehmim, "Cus-
toner Satistaction. Market Share and Profitability: Findings from
Swoeden Journal of Merketing, 38 {(Tuly 1994), pp. 33-06.

Danny Hakim, "Big Three Hope Rising Economy Will Lift All Vehi-
eles.” The New Yerk Times, Japuary 10, 2004, p €1,

Shijin Yoo and Dominique Hanssens. "The Impact of Marketing on
Custemer Equity: From Relationship Marketing to Product Market-
ing.” Working Paper, UCLA Anderson School of Managentent
{2004).

RKamel Jedidi, Carl F. Mela, and Sunil Gupta, "Managing Advertising
and Promotion for Long-Run Profitabilite,” Marketing Scicnee, 18
L1999), pp. 1=220 Also see Koen Pauweds, Jorge Silva-Risso, Shuba
Srinivasan, and Dominigue M. Hanssens, “New Urodocts, Sales Pro-
moticns and Firm Value, with Application to the Automabile Indus-
try.” Working Paper, UCLN Anderson School of Management
{2003),

“Buying the Buyers: The Goal These Dayvs Seems to Be to Mract
Customers, Whatever They Cost You.™ The Wall Sereet Jowrnal, No-
vember 22, 19499,

Jane Goldman, “"War of the Roses,” The Indusory Steenderd, Augost
9, 1999 and Sunil Gupta and Donald R, Lehmann, *What Are Your
Custamers Worth.” Optimize, May 2002,

Based on annual reports and other financial statementts, we estinit-
ed acquisition cost as total marketing expenditure in a period (o g..
a quarter) divided by the number of new customers in that period.
Wendy M. Becker. Luis Enriguez, and Lita J. Svader. "Reprogram-
mingd European Calle,” The McRinsey Quarterly, na. 4 (2002)
Rajat Dhawan, Chiris Darian, Rajat Gupta, and Sasi K. Sunkara,
“Comceeting the Unconnected,” The MeRinsey Quarteriv, no. 4
{2001}
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Gary Loveman, “Diamonds in the Data Mine,” Harcard Business
Reviese (May 2003), pp. 109-115.

For an example of this, sce Ravi Dhar and Rashi Glazer, “{ledging
Customers.” Harcard Business Reciere (May 2003), pp. 5693

Joe Ashbrook Nickell, “Welcome to Ilarrah’s,” Business 2.0, April
2002

Adrian J. Slvwotzky and David J. Marrisen, The Profit Zone (New
York: Random House, 19U7).

e should be careful about interpreting these results. While it is
possible that cross-sclling inereases customer lovalty, it is also pos-
sible that loval customiers choose multiple services, Therefore, a
compuny should rule out the reverse causality before investing,
heavily in selling bundled services or producets for the purpose of im-

proving customer retention.

hitp/media.corporate-ir.nevmedia_files/NYS/cox/presentations/
WElune2003DP.ppt.

Strictly speaking. we should track nrargin for the same coliort of cus-
tomers over time, Otherwise, itis possible that even if margin for old
customers is inereasing due to cross-selling, the acquisition of low-
MArSin new customers may nake the average margin constant over
time. However, such data are not publicly availabite. Nevertheless,
the data raise some doubts about the effectiveness of cross-sctling at
Amnzon.

Frederick Reichiheld, The Loyalny Effece (Boston: HBS Press, 1996).
Tt is easy to extend this to include multiple competitars by collapsing,
them into two groups: us {the target company) and tham (all other
competitors). In technical jargon, these retention-defection matri-
ces are called first-order Markov clains,

standard and Poor’s Industry Surveys: Auto and Auto Pares, Decern-
ber 25, 2003, p. 10,

Frederick Reichheld and W. E. Sasser, "Zero Defection: Quatiy
Comes to Service,” Harvard Business Revivw, 68 {Septemboer-Oe-
tober 1990), pp. 105-111.

Cellular Telecommunications and Internet Assoviation’s Semi-An-
nual Wireless Industry Survey, 2003.

See Gary Lentke, "CRM Trends: Learn from Churn or Burn!™ Cris-
toner Support Management, October 1, 2001, " Teradata and (m-
niChoice Partner to Provide Rate Plan Optimization.”
Teradata.com, News, January 13, 2003
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27. Reichheld and Sasser suggest thar a 3% improvement in retention
can increase profits by 35% to 93%. Our estimates, which assume
CONSTANT MAr£in over tine, suddest [ower percentage illlprn\'cmcnl
in prodits. Even if we use margin growth, our estimates are still lower
than those suggested by Reichheld and Sasser. Some other studies
{e.g., Stephanie Coxles and Timothy Gokey, "Customer Retention s
Net Enough.” McKinsey Quarrerlv, no. 2 [2002] Yreport profit im-
provements that are similar to what we indieate here.

28, This assumes that improving margin does not have any impact on
retention. In some cases, as illustrated by Cox Conununications,
cross-selling can help improve both margins and retention. therefore
henefiting from hath effects.
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Market values are reported at the end of Mareh 3. 2002, However,
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ket values of these firms even within a quarter. For example, while

our customer value estimate of $£171 hillian for Capital One may seem
far frone its market value of $14.08 billion, it is within the range of

market value for that quarter, which varied from alow of 89.5 hillion
to a high of $£14.3 billion.

As of Janvary 14, 2004, market vilue was 822 hillion for dmazon
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L. A any dime tothe margin is muldiplicd by the retention and diseount

factor /01 + 0)]'—see cquation (A1) This factor can by rewritten
as (141 + ) where ke = (1 + - ridr, Instead of annual discounting
il retention rates. we can convert and rooand henee k. inte quar-
rers. months, or any siadl period s, as [14CL + Vo When s ap-
proaches intinity, we get the continuons counterpart of this factor.
It is welt known that as s approaches infinity, [LACL + KV ap-
proaches oM For details. see Richard A Brealey and Stewart €2 My-
ers, Privciples of Corporate Finance, 79 Edition. (New York:
MeGraw-Iill, 2002y
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1. As discussed in Chapter 2, we assume that retention rates remain

constant over time, This greatly simplifies the model. Orir data for
several companies supports this assumption.

We have assumed that cach customer cohort fallows the sate
paktern of margins (e, we g, b While itis possible to make this
pattern vary across cohorts, this increases the model complexity
significinty. In addition, literature lacks theoretical justification for
a specifie pattern. Finally, most datasets are insufficient
cmpirieally validate a specific pattern

Details on model estimation and related issues can be found in Suil
Gupta, Donald R. Lehmann, and Jennifer Stuart, “Valuing
Customers,” Journal of Marketing Rescarch, February, =18, 2004

278






Wharton School

Publishing

et Sl Slgagd Lagudye (B daaY dgjlay plagals Lgs Jas’
O ssaadl o plasally Baguddl Jsa dallall 3501 (A (alggually
Bagudl (g sNandl o U Ldlgal O dSjua i) LSS LS il
Olagady Liugé asly Liag 4l panyg Jlall julaa syuad ag
rllall pdgipusally Bagusidl #lpsal rawliall Bagdailly & il
Tlelgu 3a e Gaaeni )

Qs By LV T 5 e yae 3\ Glaal s —

Marketing And The Bottom Line J\3S a\ga g

Aslasll Lwsall Lagdy Joandl Lasd by, LaS 4
C)._A.La\..’..“‘, ab[S)ZJ' ;b.}.a_, ‘u:_a:b.\._n.ﬂ.ﬂi.“ ;bJA.U L_le‘- .‘.JL-_I-\-E:D ‘
sJsantl Lddall Ladll oo La

iley SLed Ll ¥ Suline pas alasiul (g Lassaad dliSey i
S yaall ellsy Jais ol o

= Slsall "o ¥ AL gl ol LaiilS e daadl S 1l GBS 380 Ga
olla YL Ll Ly

Slashan Sl Jyaall b duelus Ll 535 Uy Ui plaiin
gug&ﬂuéwmwmgmmbgw:
idae pe dliiMe ol giws pdy M golsaw Lae = S o Laagas
515 e elis s ol Jeaall Laxd) (Say S plasin LS
S anadsy dlailly 7 LoV Slalasy dalasall
m,d._um&kuumum....yﬁgoi;g;ﬂQ;L,;,,J,agc__u?ll

T

2925

9

w.neelwafurat.com

1 S0 Yeat
A)g pids A2 ya0
Syl 58 dIY
ASm 5o Sl

a2l Ao il 9




	idara0003
	idara0004
	idara0005
	idara0006
	idara0007
	idara0008
	idara0009
	idara0010
	idara0011
	idara0012
	idara0013
	idara0014
	idara0015
	idara0016
	idara0017
	idara0018
	idara0019
	idara0020
	idara0021
	idara0022
	idara0023
	idara0024
	idara0025
	idara0026
	idara0027
	idara0028
	idara0029
	idara0030
	idara0031
	idara0032
	idara0033
	idara0034
	idara0035
	idara0036
	idara0037
	idara0038
	idara0039
	idara0040
	idara0041
	idara0042
	idara0043
	idara0044
	idara0045
	idara0046
	idara0047
	idara0048
	idara0049
	idara0050
	idara0051
	idara0052
	idara0053
	idara0054
	idara0055
	idara0056
	idara0057
	idara0058
	idara0059
	idara0060
	idara0061
	idara0062
	idara0063
	idara0064
	idara0065
	idara0066
	idara0067
	idara0068
	idara0069
	idara0070
	idara0071
	idara0072
	idara0073
	idara0074
	idara0075
	idara0076
	idara0077
	idara0078
	idara0079
	idara0080
	idara0081
	idara0082
	idara0083
	idara0084
	idara0085
	idara0086
	idara0087
	idara0088
	idara0089
	idara0090
	idara0091
	idara0092
	idara0093
	idara0094
	idara0095
	idara0096
	idara0097
	idara0098
	idara0099
	idara0100
	idara0101
	idara0102
	idara0103
	idara0104
	idara0105
	idara0106
	idara0107
	idara0108
	idara0109
	idara0110
	idara0111
	idara0112
	idara0113
	idara0114
	idara0115
	idara0116
	idara0117
	idara0118
	idara0119
	idara0120
	idara0121
	idara0122
	idara0123
	idara0124
	idara0125
	idara0126
	idara0127
	idara0128
	idara0129
	idara0130
	idara0131
	idara0132
	idara0133
	idara0134
	idara0135
	idara0136
	idara0137
	idara0138
	idara0139
	idara0140
	idara0141
	idara0142
	idara0143
	idara0144
	idara0145
	idara0146
	idara0147
	idara0148
	idara0149
	idara0150
	idara0151
	idara0152
	idara0153
	idara0154
	idara0155
	idara0156
	idara0157
	idara0158
	idara0159
	idara0160
	idara0161
	idara0162
	idara0163
	idara0164
	idara0165
	idara0166
	idara0167
	idara0168
	idara0169
	idara0170
	idara0171
	idara0172
	idara0173
	idara0174
	idara0175
	idara0176
	idara0177
	idara0178
	idara0179
	idara0180
	idara0181
	idara0182
	idara0183
	idara0184
	idara0185
	idara0186
	idara0187
	idara0188
	idara0189
	idara0190
	idara0191
	idara0192
	idara0193
	idara0194
	idara0195
	idara0196
	idara0197
	idara0198
	idara0199
	idara0200
	idara0201
	idara0202
	idara0203
	idara0204
	idara0205
	idara0206
	idara0207
	idara0208
	idara0209
	idara0210
	idara0211
	idara0212
	idara0213
	idara0214
	idara0215
	idara0216
	idara0217
	idara0218
	idara0219
	idara0220
	idara0221
	idara0222
	idara0223
	idara0224
	idara0225
	idara0226
	idara0227
	idara0228
	idara0229
	idara0230
	idara0231
	idara0232
	idara0233
	idara0234
	idara0235
	idara0236
	idara0237
	idara0238
	idara0239
	idara0240
	idara0241
	idara0242
	idara0243
	idara0244
	idara0245
	idara0246
	idara0247
	idara0248
	idara0249
	idara0250
	idara0251
	idara0252
	idara0253
	idara0254
	idara0255
	idara0256
	idara0257
	idara0258
	idara0259
	idara0260
	idara0261
	idara0262
	idara0263
	idara0264
	idara0265
	idara0266
	idara0267
	idara0268
	idara0269
	idara0270
	idara0271
	idara0272
	idara0273
	idara0274
	idara0275
	idara0276
	idara0277
	idara0278
	idara0279
	idara0280
	idara0281
	idara0282

