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Preface

With 18 Olympic gold medals, Michael Phelps is the most decorated athlete
of all time. It isn’t surprising to learn that his training regimen would
challenge demigods. At peak season, he clocks 50 miles per week in the pool
and yet more hours in the gym. For other athletes wishing to join Phelps’s
ranks, this all sounds like a simple enough formula to replicate: train hard,
eat smart, get stronger, perform better, win Olympic gold. The problem is
that training and nutrition alone can't guarantee Phelpss impressive
collection of Olympic bling.

Why not? If you train hard enough, you can achieve anything, right? In
short, no. As a physical specimen, Michael Phelps was born to swim. His
double-jointed ankles and size 14 feet work in conjunction with a double-
jointed rib cage, meaning that his kick starts in his chest, generating a
tremendous dolphin-like thrust. And even though Phelps is 6" 4", his arms
measure 6' 7" from fingertip to fingertip, extending from a large and
powerful torso that would be proportional for a man several inches taller
than he stands. To add insult to injury for the mortals in the adjacent lanes
wishing to challenge Phelps to a race, he produces less than half the lactic
acid of other athletes, meaning he can quickly recover from physical
exertion. Biomechanically and metabolically, Phelps was born with a
substantial and natural advantage in the pool.

So what does Michael Phelps have to do with customer centricity? Well,
his inherent goodness as a swimmer is an analog for one of the pillars of a
customer-centric marketing strategy: Even before a customer makes their
first purchase with you, much of their potential value is already there, just as
Phelps’s natural physical advantages were there when he was born. Sure, you



can drag customers into the marketing and sales gym to develop their value
a bit further, but by how much really depends on a number of
predetermined factors that you don’t have much, if any, control over. You
certainly won't be able to transform the vast majority of your base into your
best, most Phelps-like class of customer. On the other hand, knowing who
your best customers are is not as clear as separating the winners from the
losers in a quick swimming race. To get the clearest picture of a customer’s
value means harnessing the insights that come from playing a long game—
one that projects their entire lifetime with you. That’s what this book is
about.



Introduction

We begin with a company that has been around for about 36 vyears,
predating any modern notion of customer data analytics.! Back in 2013, it
was loathed so intensely by its customers that it was named the worst
company in America—for the second year in a row.2 From the outside, this
company appeared to be in such serious trouble that its days were surely
numbered. Yet, over the past six years, its stock value has rebounded
1,000%,? and in 2017 it managed to clear a billion dollars in profit.* Would it
surprise you to learn that the company in question is global gaming giant
Electronic Arts (EA)?>

Sparking EAs miraculous turnaround was the company’s realization that
even if customers look the same on the surface, not all customers are the
same—a principle that is fundamental to customer centricity. Today, we
count EA in an elite class of companies that turned themselves around
thanks to their steadfast commitment to their customer-centric strategy. We
say steadfast because the turnaround has taken more than a decade to gain
outward visible momentum, as reflected on Wall Street.

EAs turnaround actually began five long years before its stock price
started to climb again, when a few data nerds working on the sales planning
team decided to follow a hunch. They believed that the company was
wasting vast resources in the way it invested its marketing budget—22% of
revenue was spent on marketing at the time. Following this thread, the
analysts wanted to see if they could use data to find a better way to advertise
EAs games. Back then, much of the budget was spent right before a game
launch and went to TV ads and other broadcast spray-and-pray approaches,



but no one at EA had any clear goals in mind for how to measure the returns
on this spending.

Figure 1.1. EA NASDAQ Stock Prices, January 2012-July 2018
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By optimizing a marketing mix algorithm, the data team was able to
provide indisputable evidence to the decision makers at EA that the
company was, indeed, spending its marketing dollars inefficiently. And
thankfully for EA, the decision makers paid close attention when presented
with alternatives. The result was a universal decrease in marketing dollars
spent, with no negative impact to efficacy. This provided the first proof to
EA that by leveraging data insights, it could forge a path to more successful
decision making.

When EA purchased Playfish, a digital-first gaming company, in 20009,
one of those data nerds from the sales planning team—Zachery Anderson—
was appointed to lead the analytics and insights arm of EA Digital. This
team made it their mission to mine whatever data they could find. By
standardizing metrics, they created a unified, reliable way for the company
to analyze hundreds of data points. The company was abuzz with the
possibilities that these newfound insights heralded, but many EA employees
also worried about the company’s identity in light of this new flood of
information. As Benjamin Tisdale, senior director of business analytics,
reflected, many employees were asking, “Is data going to decide everything



for us now? Were a creative company, and we didn’t want to lose sight of
who we are.”

Then, in 2013, Andrew Wilson was named EAs new CEO. Wilson
decided to address head-on the tension between data-driven decision
making and the need to protect the creativity of the game studios. By
leveraging some key correlations that the Digital team’s analysis revealed
around engagement and customer value, Wilson championed a “Player
First” mantra that translated into marching orders for the entire company to
understand what exactly leads to higher player engagement.

As part of Wilson’s “Player First” initiative, Anderson was asked to head
up a new group called Global Analytics & Insights, which started to
consolidate the company’s understanding about players, showing that in-
game engagement was a good proxy for the future value of individual
players. In fact, engagement was the single best predictor for whether a
customer would purchase other games in the future. This finding may seem
obvious now, but for a company that was not digitally native and had spent
most of its history thinking about its customers monolithically, this pivotal
insight ignited a transformation that has touched every aspect of how the
company thinks about its customers and how it designs games tailored to
attract and retain its best customers.

EAs culture has since matured to a point where it values data and
creativity equally, recognizing that these two approaches are symbiotic. The
game designers embrace the insights data provide about player engagement,
which helps inform what specifically is working and what needs to improve
in the games they’re producing. The studios aren’t necessarily living and
breathing in data in the same way the data teams are, but they are using
these insights as guideposts to help scaffold ideas as they brainstorm new
game ideas.

Certainly, the financial health of the company tells us this approach is
working—really well! But if player engagement is one of the best indicators
of the future value of EAs customers, then the recent stats about the
popularity of EA’s games are the best news of all. EA’s 2017 end-of-year fiscal
report stated: “EA was the #1 publisher on PlayStation®4 and Xbox One
consoles in the Western World for fiscal 2017, based on available sources
and EA estimates.”



EA is an almost-perfect case study in implementing a successful
customer-centric business strategy. EA shows us how a firm can maximize
its long-term financial value—and set itself up for long-term success—by
drawing on the current and future needs of customers to guide the
development and delivery of a company’s products. Granted, the route to
becoming a customer-centric company is not always simple or direct; in fact,
some companies that think they’re already customer centric don't even have
a clear understanding of what customer centricity actually is, much less how
it should be executed effectively.

Thankfully, that’s where The Customer Centricity Playbook comes in.

About This Book

The Customer Centricity Playbook will guide you through the specifics of
many customer centricity success stories, providing you with a 360-degree
analysis of all the elements that support customer centricity in an
organization. You will learn to

« develop a customer-centric strategy for your organization;

« understand the right way to think about customer lifetime value
(CLV);

« make informed investments in sales, marketing, and customer service
based on the customer life cycle;

« foster a culture that sustains customer centricity;

o understand the link between customer lifetime value and market
valuation; and

 understand customer relationship management (CRM) systems, as
they are a vital underpinning for all these areas through the valuable
insights they provide

We lay out a straightforward methodology and set of concepts that are
essential considerations for any organization looking to become customer
centric. In fact, the goal of wanting to better explain the underlying
principles of customer centricity is what brought us, your authors, together
as collaborators.



Why We Wrote This Book

When we met in 2013, Peter’s first book, Customer Centricity: Focus on the
Right Customers for Strategic Advantage, had recently been published. It was
one of the first on the subject intended for a general business audience, and
it had also been translated into Chinese, Korean, and Portuguese, revealing
global interest in the topic.

Peter was on the hunt for a capstone experience for students of his
customer centricity MBA course at The Wharton School that would bring all
the concepts of the course together in a challenging and realistic way. Sarah
had recently become the director of Whartons Al West Jr. Learning Lab, a
collaborative incubator for driving the development of groundbreaking,
award-winning, high-tech applications in education. When Sarah heard
about Peter’s desire to create an immersive learning experience for his
students, she jumped at the chance to collaborate with him. She started by
reading Customer Centricity.

Together, we created Wharton’s Customer Centricity Simulation, a game
that realistically simulates the acquisition, retention, and loss of thousands
of customers and allows learners to put the customer centricity essentials
they have learned into practice to win over those customers. It took more
than two years to develop, and in 2015 we successfully launched it. During
this time, we learned a great deal that we realized could also help those
outside the classroom who are struggling with these issues in their
organizations.

We soon decided to write a book that would be a true playbook for
developing a customer-centric organization. Whereas Peter’s first book,
Customer Centricity, makes the case for moving away from a product-centric
strategy to a customer-centric strategy, The Customer Centricity Playbook
shows customer-centricity converts where to start to develop and implement
a winning customer-centric strategy.

What’s Next

Chapter 1 lays a foundation for the book by defining customer centricity, a
term that is used widely but often incorrectly. In this first chapter we discuss
the importance of customer heterogeneity and explain the right and wrong
ways to think about CLV—a key building block for a customer-centric



strategy. Chapter 2 delves into the first step in the customer journey—
acquisition—and explores various strategies and tactics. We also discuss why
personas and demographics are archaic customer acquisition approaches
that should be retired. Chapter 3 shifts the conversation to fine-tuning
retention and development activities by leveraging CLV. Chapter 4 focuses
on the data analytics, technology tools, and processes that are the pillars of
customer relationship management (CRM) and are all essential to customer
centricity. Chapter 5 discusses the differences between traditional
approaches to corporate valuation and why it is beneficial to use customer-
based corporate valuation to draw a fuller picture of an organization’s
financial health, which will also drive specific operational decisions. Finally,
chapter 6 discusses organizational transformation, culture, and leadership,
which are all key to sustaining any customer-centric strategy.



Chapter 1

Setting a Strategic Course to Maximize
Customer Value

In this chapter, we provide a working definition of customer centricity that
will carry through the rest of the book. We also delve into the issues of
product centricity versus customer centricity, explore the concept of
customer lifetime value (CLV), and take a look at Best Buy, which has
transformed itself in recent years into a customer-centric success story.

Defining Customer Centricity

Despite its increased use in the world of commerce, customer centricity
remains a tricky concept for many organizations to define or enact
successfully. The problem lies in the fact that many organizations assume
they’re already customer centric, because they believe customer centricity is
all about perfecting customer service or shifting corporate strategies to
better align with the needs of their overall customer base. The term certainly
sounds like it has something to do with making the customer the central
focus of your organization. But it doesn't.

Asking what “the average customer” is worth or how the customer will
respond to various types of products and offerings is an outdated way of
thinking that fails to recognize the distinct attributes of customers on a more
granular level. Their propensity to buy, their tendency to be loyal, their ways
of communicating with one another, their categorically different responses
to the same offers—these inherently varied qualities all affect the way they



react to your company, and thus their value to your company. If you
conventionally consider the customer as a singular, monolithic entity, then
you are selling yourself (and your customers) short. More importantly, you
have not yet grasped what it truly means to be customer centric.

In Peter’s first book, he defined customer centricity as “a strategy that
aligns the development and delivery of a company’s products and services
with the current and future needs of its highest valued customers in order to
maximize these customers’ long-term financial value to the firm Key to
this definition is the idea that not all customers are created equal, which
means that they dont all deserve an equal share of your organization’s
valuable time and resources. To be clear, this doesn’t mean you should “fire”
your worst customers or ignore them wholesale, but it does mean that you
should know at what point youre throwing away valuable resources on
customers who aren't valuable enough to deserve the level of attention you’re
giving them.

When someone becomes your customer, they are born to you with their
own set of characteristics, categorized by preference, propensity, and
potential. These traits manifest in different ways, and we refer to them
collectively as customer goodness.

o Preference refers to the degree to which your offering aligns with a
customer’s needs and the degree to which a customer chooses your
offering over a competitor’s.

« Propensity examines the actions of your customers: their likelihood of
being loyal, of referring others, of buying higher-valued offerings, and
SO on.

o Potential is the future value of each customer and what we might be
leaving on the table by looking ahead; we ask ourselves, What can we
do to maintain, enhance, and extract value?

Once you start breaking down customer value into these three forms of
goodness (among others), you realize just how heterogeneous your
customer base really is—and you can better see the opportunity to grow
your business by focusing on the right customers. (We discuss customer
goodness further in chapter 2.)



A truly customer-centric organization seeks to understand the inherent
characteristics that make up its highest-valued customers, often leaning on
modern customer relationship management (CRM) systems (which we
discuss in chapter 4) to deliver the necessary insight and then—having
gained newfound perspective—find and acquire other customers with
similar characteristics. From a customer retention and development
standpoint, knowing who your best customers are allows the limited
resources within your organization to be spent more wisely on serving those
customers better, thereby driving up the market value of your business.

Customer Centricity versus Product Centricity

Now that we have defined customer centricity, let’s compare the concept
with another common—yet floundering—business strategy: product
centricity. Many commercial enterprises still take a product-centric
approach to business, which derives value creation from a lone proposition:
selling as many products and services to as many faceless, nameless
customers as possible.

When companies ignore customer value in favor of being product-
obsessed, they must organize around their products (or services’) to
maximize product expertise rather than investing in strategies that will
garner higher returns by seeking to acquire, retain, and develop the highest-
value customers. A product-centric approach ignores customer
heterogeneity and wastes valuable resources on chasing down product sales
to anyone and everyone, at any cost.

For an example of product centricity’s failings, look no further than
shopping malls and the alarming number of store closures and bankruptcies
that have happened in recent years. No retailer is immune to the bottom
dropping out of their business, from small specialty stores such as Rue21,
which closed a third of its stores in 2017,'° as well as large retailers such as
Macy’s, which since 2016 has closed 15% of its stores, representing a loss of
over 10,000 jobs.!" Indeed, 2017 was a year most brick-and-mortars would
rather forget, with almost 9,000 stores in the United States closing their
doors for good.'? This trend continues on a downward trajectory.

A number of indices have been created to track and pick over the
carcasses of struggling brick and mortars, such as Bespoke Investment



Groups “Death by Amazon” index. This index tracks the stocks of 62
retailers’> and Proshares’ “Decline of the Retail Store” (EMTY) exchange
traded fund (ETF), which is composed of 56 retailer stocks. With a certain
level of grotesqueness, EMTY is the first ETF designed to benefit from the
decline of brick and mortars, making capital by shorting its very own
Solactive-ProShares Bricks and Mortar Retail Store Index. Given that 70% of
the stocks tracked in EMTY declined in 2017, with 25 stocks falling more
than 20% in value,'* vulturine investment tactics like this fund are reaping
some tidy returns.

You may be wondering whether product centricity is to blame for such
declines or whether customers are simply moving their business to online
retailers with better prices. As a case study, let’s look at Best Buy, a company
that for a long time looked like it would go the way of CompUSA, Circuit
City, and Radio Shack. Against all odds, Best Buy has managed to rebound
in spectacular fashion—a recovery that is reflected in its current status as a
Wall Street darling, and that can be credited to the fact that the company
pivoted to a customer-centric strategy.

Best Buy: An Unlikely Customer-Centric Cinderella Story

Best Buy’s stock price shot up from $10/share in December 2013 to more
than $70/share at the close of 2017, indicating further robustness by gaining
50% in value in 2017 alone.'” So how was Best Buy able to contradict most
analysts’ gloomy predictions that it too would go bankrupt and instead
become the rare success story of a big-box retailer thriving in an Amazon
era?



Figure 1.1. New York Stock Exchange Historical Market Summary,
2011-2018: Best Buy Co Inc.
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In mid-2012, the company was in an undeniable crisis, as shown in
Figure 1.1. Its stock was continuing to plummet to the point where it had
lost 50% of its value in six years, made worse when a scandal erupted that
implicated Best Buy’s most senior leadership: An investigation led by the
board found that then-CEO Brian Dunn was having an inappropriate
relationship with a female employee. The report also uncovered that Best
Buy’s founder and chair, Richard Schulze, had known about the affair and
had chosen not to report it. In the wake of the investigation’s findings, Dunn
was fired and Schulze tendered his resignation.

The board then surprised the public when it named Hubert Joly as the
new CEO. Joly, an executive from the hospitality company Carlton, had
spent a decade as a business consultant at McKinsey but had absolutely no
retail experience. This choice left most people scratching their heads, and
many wondered whether the board’s decision to hire Joly would self-
sabotage Best Buy’s chances of recovery.

To get a clearer assessment of the problems plaguing the company, Joly
spent his first weeks visiting stores and speaking to employees. In his first
report to the board, he said, “This is the most dysfunctional organization
I've ever seen, but this is good news because this is self-inflicted, and so this
is something we can correct.”'° He was right in saying this. But why?



In the stores, he learned about a common practice called showrooming,
where potential customers came to Best Buy to view a product in the flesh
and would then search the internet for the cheapest provider, which in many
cases was not Best Buy. Joly decided the only way to curtail this practice was
to take price off the table, and thus Best Buy would be in a better position to
compete head-on with the Amazons of the world. By making sure that any
price offered by competitors was matched, Best Buy ensured that potential
customers who came to its showrooms to view a product were not
immediately lost when they did quick searches for the product on their
phones and found a better offer.

Next, Joly worked to improve the online side of the business, creating a
“showcase-and-ship” strategy that leveraged the 1,000-plus big-box stores to
make a network of micro warehouses. This strategy allowed Best Buy to
support online deliveries that rival and in many cases beat the turnaround
offered by other major online retailers.'” Why, then, didn’t Joly decide to just
shift the entire business online at this point?

The answer lies in an analysis of Best Buy’s customer base that was
originally conducted in 2010. This study found that 55% of the company’s
business came from women who sought more than simply the cheapest
product.’® Rather, this highly valuable customer segment wanted help from
knowledgeable staftf who could assist them with assessing the comparisons,
purchasing ancillary products, and, in many cases, providing in-home
installation. And with technology becoming increasingly complex with
products that integrate multiple devices via the Internet of Things," Joly also
recognized an emerging demand for more expertise in product services
from male and female customers alike. Indeed, smart-home integrated
devices have been the fastest-growing class of customer electronics in recent
years.?’

Joly realized that by not catering to the service and support needs of
women and customers in the smart-home category, Best Buy was
inadvertently walking away from millions in potential sales. These
customers were not simply seeking to purchase a product when they came
to Best Buy, but rather to tap into staff expertise. Accordingly, the next part
of Joly’s strategy was to ensure continuous training of the showroom staff on
all the offerings the store carried while also making sure Best Buy’s
GeekSquad was well equipped to provide technical support and installation.



By focusing on its highest-value customers, Best Buy was able to
differentiate itself from online retailers and reinvent itself in an otherwise
cut-throat business. Even juggernaut Amazon recognized this smart play:
Amazon tried to replicate Best Buy’s GeekSquad with the launch of its own
in-house smart-home installation service in mid-2017.>!

If other retailers embrace reinvention as Best Buy has, they too could
thrive in this new era of customer empowerment, in which every customer
carries an entire marketplace in their pocket.

The Importance of CLV

Understanding customer lifetime value is the key step in developing a
customer-centric strategy, yet it is frequently misunderstood in practice.
Peter took a big step to move the CLV conversation forward by cofounding a
predictive analytics firm, Zodiac, in 2015 to bring clarity, credibility, and
high yet achievable standards to the practical calculation and deployment of
CLV. As a testament to Zodiac’s success in this regard, Nike bought the firm
in early 2018.%

Our goal in this section is to help you develop the right mindset about
CLV so you can leverage the insight it provides as the bedrock of your
customer-centric strategy. We highlight the most important qualitative
aspects of CLV and also tell you the most common mistakes people make in
calculating CLV so you can avoid such pitfalls.

There are many CLV formulas in use on the internet and in marketing
classes around the world, but most of these are flawed. Peter, along with
Bruce Hardie, has described the collective confusion over calculating CLV in
several articles.”” It's important to understand which formulas are the most
accurate and, therefore, the most useful, as well as the fundamental issues
that plague the others. By understanding these distinctions, you will gain
additional insight into how some fundamental customer dynamics operate
and some commonly believed myths that you should avoid.

Predicting Expected CLV

CLV is a forward-looking, predictive measurement that is calculated by
modeling and projecting the following:



« How long the customer relationship lasted (for churned customers) or
is likely to last (for active and future customers);

« Number of transactions;

 Value of the transactions; and

 Other nonfinancial activities the customer may engage in (e.g., visits
to website, willingness to try other products, posting ratings and
reviews about the company’s products, and/or referring other
prospective customers)

Remember that for any current and yet-to-be-acquired customers
representing future cashflows, CLV is still based on a prediction, as there’s no
ironclad way of knowing the actual number of periods they’ll remain
customers, how many purchases they will make, and so forth. With that
said, it’s important to call this calculation what it really is: expected CLV, or
ECLV. Hereafter, for clarity and convenience, we refer to the concept of
customer lifetime value as CLV, but we do want to call out the importance in
your own organization of knowing when you are speaking about ECLV
versus CLV.

CLV is defined as “the present value of the future cashflows (profit)
attributed to the customer relationship,’>* with future being the operative
word. Therefore, to calculate CLV, you must project the length of time that
customers will remain active while recognizing the probabilistic uncertainty
around this number. Likewise, you must make projections about the other
behaviors of interest, such as, How many transactions will the customer
make during their lifetime? and How large will these transactions be? These
are critical quantities, but the manner in which you determine them—and
the confidence you can have in those calculations—depends on the status of
the customer.

CLV Mistake Number 1: Failing to Account for the Status of the Customer

The first set of issues with many CLV formulas relates to the status of the
customer. To determine a customer’s status, you ask the following kinds of
questions: Is this a prospect we will likely acquire in the future? Did we just
acquire them and thus lack any historical information about them? Have
they been recently active or have they likely departed? Based on the status of



the customer, different formulas should be used to calculate CLV that take
into account whether youre predicting the value of active and future
customers or doing a retrospective calculation on already-churned—lost—
customers. Frustratingly, as no future relationship is set in stone, the only
category of customer for which you can accurately calculate CLV is those
who have already churned.

Of course, these customers are not at all representative of the overall
customer base, so while you should embrace the certainty provided by these
ex-customers—and leverage data about them to build models that better
predict how your existing and future customers will perform—you must
also acknowledge and attempt to quantify the uncertainty associated with
the still-active (and not-yet-acquired) ones. There is tremendous
opportunity to mine the information about past customers to help shore up
your predictions about the value of current and future customers. Again,
when mining data about past customers, ensure that you don’t just lump
them into one bucket, but recognize their heterogeneity. (We talk more
about customer heterogeneity in chapter 2.)

CLV Mistake Number 2: Forgetting to Distinguish Contractual from
Noncontractual Customers

Unless you are clairvoyant, for noncontractual enterprises it is impossible to
be absolutely certain that a particular customer is still active. It’s relatively
simple to make this projection for a subscription-based or “contractual”
business model, such as a weekly meal kit or a gym membership, because a
client must renew their contract in order to stay or cancel it if they opt to
leave. But what about noncontractual enterprises? Consider online retailers,
coffee shops, and hotel chains; in these settings, if a customer hasn’t been
active for a while, it can be difficult to tell whether they’re gone for good or
will reemerge at some point. The notion of a “retention rate,” which makes
sense in a contractual setting, is meaningless here—it is impossible to know
how many noncontractual customers are even still alive, so we’ll never know
if we truly retained them. For these reasons, no single CLV formula can be
used across contractual and noncontractual businesses.

To avoid the miscalculations outlined in these first two common CLV
mistakes, we recommend using a specific set of formulas that consider



whether the business model is contractual or noncontractual, and whether
the customer is current, newly acquired, or a future asset. For contractual
businesses where attrition is observable, retention rates should be used in
the CLV calculation, but since noncontractual firms can't know for sure
when a customer has left, we don’t use retention rates in that calculation.

Calculating CLV for noncontractual businesses is further complicated
because the flow of transactions is very different than in the contractual
setting. In the latter case, payments tend to arise at regular intervals (e.g., via
monthly cable bills) and the payment amounts tend to be fairly consistent
over time. But in the noncontractual setting, payment times and amounts
vary widely. The “binge buying” that takes place at certain times of year (e.g.,
back to school) or around certain life events (e.g., moving houses or getting
married) leads to highly irregular purchase patterns. Noncontractual
businesses have to work much harder to make such predictions, and they
cannot rely on the contractual models as a quick and dirty approximation.
The estimates will likely be way off for each component of behavior and thus
for CLV as a whole.

CLV Mistake Number 3: Believing That Customer Retention Rates
Remain Constant over Time

The third misstep in most CLV formulas for contractual businesses is the
incorrect assumption that retention rates will remain constant over time
among a cohort of customers who were all acquired during the same period.
This problematic shortcut is likely being overlooked because there aren't
many differences when retention rates are measured in the aggregate across
multiple cohorts. But according to Peter and Bruce, taking this shortcut will
lead to the wrong CLV calculation:

The relatively constant retention rates observed in the company-reported
summaries are in fact a result of aggregation across cohorts of customers.
New customers (with relatively low retention rates) are being averaged in
with existing customers, thereby masking the pattern (of increasing
retention rates over time) that we would likely see for any given cohort

by itself.>



The authors provide further justifications for why these shortcuts should be
avoided in the 2010 Marketing Science article “Customer-Base Valuation in a
Contractual Setting: The Perils of Ignoring Heterogeneity,” which is based on
their study of what happens when these cohort-level dynamics are ignored.
Peter and Bruce offer the following conclusions on the inaccuracies related
to overlooking varying retention rates in a cohort over time:

[Our analysis] finds that valuations performed using an aggregate
retention rate underestimate the true value of the customer base by the
order of 25%-50% in standard settings.?

Figure 1.2. Realistic versus Constant Customer Retention Rate
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To help illustrate the difference between a constant retention rate and one
that takes into account a more realistic, variable retention rate for the cohort
over time, let’s take a look at Figure 1.2 and what happens over 10 periods
for a group of customers who were acquired in the same period. The dotted
line in the graph represents a constant retention rate of 76%, which was
calculated by taking an average of the projected retention rates over 10
periods. The solid line represents a more realistic trend of how many
original customers are still with this firm in each period.

As you can see, the significant gap between the two rates reveals why
using the constant retention rate leads to, in this case, many fewer customers
considered in the CLV calculation by the end of period 10. And the gap



would obviously continue to grow over time, further underestimating the
future value of the cohort.

The explanation behind this substantial gap is often not appreciated by
managers who fail to “celebrate heterogeneity, as we call it. It is generally
not the case that each individual customer is becoming more loyal or locked
in over time, which is what many people would conclude from this kind of
graph. Instead, we are seeing a shakeout due to heterogeneity: The subset of
customers who stay with the company for several periods are likely to be
better customers and will therefore continue to stay longer than the original
cohort as a whole.”” Such behaviors should inform investment strategies. In
a mature cohort, investment shouldn't be wasted on retaining already sticky
customers; rather, investments should be spent figuring out ways to create
and extract further value from this set of customers and to find more
customers like them.

Similar issues arise in the noncontractual setting, but they are impossible
to see and measure directly owing to the latent attrition process described
above. Even when they are latent, attrition propensities vary greatly across
customers, leading to observable patterns in the data that are more a
reflection of cross-customer differences than dynamics within a specific
person over time.

CLV Mistake Number 4: Your Customers Aren’t Normal

When we ask our students to describe how customers vary by CLV, many
respond immediately by invoking the normal distribution (or a bell curve),
which looks like Figure 1.3.



Figure 1.3. The Mythical Bell Curve of CLV
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Figure 1.4. The Reality of CLV Distribution
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This answer arises as a knee-jerk response to almost any statistical
question because of the ubiquity of normal distribution in introductory
statistics courses. If this trend were true, life would be easy: We would rid



ourselves of the clearly distinguishable left tail of low-value customers and
focus on everyone else. But when it comes to CLV, your customers aren’t
normal—normally distributed, that is.

What we see in reality is a distribution of CLV that looks like the graph
in Figure 1.4, with lower-value customers making up the largest proportion.
As CLV increases, there are fewer and fewer customers, but this right tail
extends out a long way. This means that your modal customer can be found
toward the lower end of the CLV scale, and thus efforts to prune them out, if
done wrong, would have sweeping strategic implications. Essentially, when it
comes to “firing” customers, choosing accurately is difficult, and there’s
much to lose by choosing poorly.

This more realistic view also lines up with the famous “80:20 rule”—that
is, the bottom 80% of customers bring in only 20% of the total value. This
guideline turns out to be fairly accurate in many cases. Some industries are
less concentrated: For instance, grocery products often show up as a 60:20
ratio.”® But in other industries, such as the revenues arising from freemium
games, the numbers are extraordinarily concentrated—more like a 90:5
ratio. Regardless of the precise numbers, as long as there is a meaningful
degree of concentration within customers—which is the same thing as
heterogeneity across them—the value distribution will look more like Figure
1.4.

CLV “Mistake” Number 5: Beyond Dollars and Cents

We use quotation marks around “mistake” in the name of this error because
our final words of caution aren’t about a mistake per se, but rather a
common omission. Most CLV calculations are purely financial. While that’s
appropriate for many business settings, there are some businesses where
limiting your CLV to finances is inadequate.

For instance, in industries such as healthcare, the idea of predicting the
CLV of various customers carries with it some obvious ethical and legal
considerations. What are the implications if the best customers are the least
healthy ones? Perhaps in the context of CLV in healthcare, the word lifetime
should be taken literally, because any life-extending measures surely create
meaningful value. Dwight McNeill touches on this idea in his book A



Framework for Applying Analytics in Healthcare: What Can Be Learned from
the Best Practices in Retail, Banking, Politics, and Sports. He explains:

What if lifetime value were actually about the length of a life? What if
health plans/systems were rewarded for producing longer and more
functional lives? And what if there were financial incentives for this
lifetime value rather than the production of more services? So the
concept of lifetime value all turns on the value orientation. Using
analytical methods for tracking people longitudinally over a lifetime
would put the focus on long-term improvements in healthcare. Also,
CLV analytics can be used to improve health for everyone, to lift all
boats, and by doing so can add value to the bottom line and fortify the
brand through its integrity and dedication of purpose to the health and
well-being of all customers.”

You can see McNeill’s point at work in retail pharmacy chains. Most of them
use a traditional loyalty program that gives you points based on your
spending in the store, but some also have a separate “wellness” reward
scheme in which you get credit for buying healthy products or doing other
health-enhancing activities, such as getting a flu shot or a blood-pressure
test.

A similar scenario can arise in financial services, where customers who
frequently incur overdraft fees may have a higher lifetime value—in purely
financial terms—than those who don't incur overdraft fees. But, once again,
this system misses the point of customer centricity and what we mean by
“value” Other such examples abound:

¢ Member-driven community organizations, such as religious
institutions and charities, shouldn’t look only at donations but should
also account for volunteering efforts and other positive types of
engagement.

« Media firms shouldn’t look only at fees paid for subscriptions and
content consumption but should also consider users’ sharing and
promoting their content on social media.

o Firms in many industries should monitor referral behavior as an
important source of value, above and beyond the financial value



gained from the referring customers.

These omissions are easy to understand since it's much harder to track these
auxiliary behaviors compared with payments. But the value created by these
nonfinancial activities can be substantial, and the presence of these
behaviors may be a useful indicator of “customer goodness” that can help
firms better identify the kinds of customers they want to work extra hard to
attract and retain.

Chapter Summary

« Customer centricity aligns the development and delivery of a
company’s products and services with the current and future needs of
its highest-value customers while also recognizing—and celebrating—
customer heterogeneity. This strategy maximizes these customers’
long-term value to the firm.

 Product centricity is the practice of selling as many products and
services as possible to as many anonymous customers as possible—in
other words, the exact opposite of customer centricity. Product
centricity is an outmoded, ineffective business strategy.

« CLV is a predictive measurement calculated by modeling and
projecting the length of a customer relationship, the number of
transactions a customer will make, the value of the transactions, and
any nonfinancial activities a customer may engage in. Many firms
make mistakes when calculating ECLV, but this measurement is
essential to a successful customer-centric strategy.



Chapter 2

Customer Acquisition and Growing Your
Best Customer Base

As we mentioned in the introduction, customer-centric firms recognize that
there are three key tactics used to grow their most valuable customer base:
customer acquisition, customer retention, and customer development. A
central goal of this book is to help train your eye to see these tactics as three
distinct, yet deeply intertwined, activities.

This chapter focuses on customer acquisition and provides strategies to
help you maximize the value of the customers you acquire. Customer
acquisition signifies the beginning of the customer’s lifetime. As noted
earlier, you often have more control over the kinds of customers you bring in
as opposed to trying to change them after they’ve been acquired. We should
point out that this statement runs in direct opposition to a common but
misguided piece of business advice: It costs [X] times more to acquire a new
customer than to retain an existing one, so you should focus on the ones you
already have. This traditional volume-oriented (and cost-minimizing)
perspective arises from product-centric thinking as opposed to a more long-
term, CLV-oriented, customer-centric approach.

Recognizing that not all customers are created equal gives you the
opportunity to view acquisition as a truly strategic weapon, and not just a
tactical exercise that sees generic customers as the fuel for a product-driven
strategy.

Amazon’s Acquisition Strategy



When Jeft Bezos launched Amazon in 1994, why did he decide to sell books
through an online marketplace? Books are heavy, are expensive to ship, and
generate paltry margins, and—lets be honest—Americans arent exactly
known for being bookish en masse. In actuality, Bezos’s business strategy
had nothing to do with the products but rather with the customers who
bought them. He recognized that those interested in purchasing books are
relatively affluent, and thus sales to these customers provided infinite
opportunities to mine information about the behaviors and untapped
potential of a highly valuable segment of online customers—which is a
reasonable proxy for CLV. As we discussed in chapter 1, nailing this concept
is core to a winning customer-centric strategy. With this key insight,
Amazon was able to light the path to finding and acquiring throngs of other
online customers with similarly high lifetime values. You know what
happened next: Bezos’s predication for the future of the internet was spot-
on, and his gamble to quit a lucrative position at a New York City hedge
fund to start his online bookstore paid off—big time! Amazon is now the
world’s largest online retailer® with a net worth of over $430 billion’*! (for
comparison, that is almost twice the value of Walmart).

But we often forget that Amazon wasn’t always the one to beat. Bezos
founded Amazon in the dawn of the internet after becoming intrigued with
the exponential growth of online usage and sales. A year after founding
Amazon, he was in Chicago at a national publishing conference, where he
hung a sign at Amazon’s booth boldly proclaiming that the company was
“Earth’s Biggest Bookstore” This daring statement caught the attention of
Roger Doeren, chief operating officer of Rainy Day Books, a Kansas-based
independent bookstore. As reported by the New Yorker, Doeren was puzzled
by this claim and questioned Bezos on where, specifically, his bookstore was
located. Bezos replied “Cyberspace!” and then went on to say that he

intended to sell books as a way of gathering data on affluent, educated
shoppers. The books would be priced close to cost, in order to increase
sales volume. After collecting data on millions of customers, Amazon
could figure out how to sell everything else dirt cheap on the Internet.*

Many people were skeptical that Bezos would be able to break even, much
less make a profit. Indeed, many business analysts at the time asked why



Bezos decided to start an online bookstore during a time when publishers
were in a panic over shrinking book sales.”> As that early conversation with
Doeren reveals, Bezos was looking for something—anything—that could be
shipped without breaking and would reap bounties of customer data. This
strategy was brilliant because Bezos knew that once Amazon had gathered a
massive cache of customer data, hed have a winning formula for pushing
past his gateway drug of book sales and be able to sell everything else over
the internet. And in doing so, he created a winning company based on
customer centricity.

Understanding Customer Goodness and Celebrating Customer
Diversity

Customer centricity seeks to understand which characteristics are most
closely associated with the lifetime value of a customer. This concept can be
explained by thinking of each customer as having been born with a degree
of customer goodness, a set of baked-in propensities that manifest
themselves in customers’ preferences and translate into customers’ potential
value, as discussed in chapter 1. To capitalize on customer goodness, you
should focus on certain likelihoods, such as how long a customer could
potentially remain your customer, how much they are likely to spend
throughout their life cycle with your company, and so forth.

This basic idea isn’'t new—it was first popularized in the 1996 book The
Loyalty Effect by Frederick Reichheld.** The “loyalty eftfect” presaged the idea
of customer goodness by suggesting that top customers rewarded a firm in
multiple ways—for example, they stayed longer, spent more, were cheaper to
serve, and were good sources of referrals. Back in 1996 this was more of a
conceptual idea than a practical one. But today we have the data, analytics,
and technology to bring this idea to life at the most granular level. Your
objective is to make this general idea of customer goodness—and each of its
underlying behavioral propensities—as actionable as possible while also
fully appreciating how the propensities vary across customers.

There are many propensities that can lead to higher CLV, such as a
customer’s predilection to make repeat or higher-value purchases or their
likelihood to evangelize your business and refer others your way. As with the
loyalty effect, the basic idea of customer goodness is that these propensities



tend to be linked at the customer level: If a customer stays, the customer
spends. But each customer also has a heterogeneous makeup when it comes
to the linkages in their personal propensities. A customer being good in one
respect does not necessarily mean they are good in every respect. For
example, one customer might prefer your product over your competitors’
and thus have a low propensity to leave, but this same customer might not
have much need for what you're offering, so they have a lower propensity to
purchase, which manifests in a less frequent repeat-purchase cycle. Another
customer might be similar to the first in that they too prefer your product
over your competitors, but they have a greater need for what you're offering
than that other customer, resulting in a more frequent repeat-purchase
cycle. Given the different propensities of these two customers, which one has
the higher CLV? This question is what every customer-centric firm must
answer when mining and analyzing data for current and past customers.

Even though a customer is born with baseline propensities, they aren’t
completely set in stone; you can develop these propensities to improve the
customer’s overall value to your firm. Smart investments such as premium
services and loyalty programs often help foster customers’ CLV. Likewise, if
your brand reputation gets a boost, some customers may develop higher
propensities than their original baseline to stay and spend as a result. In
contrast, if a client has a terrible experience with your customer service
department, leading to the customary “I demand to speak to your manager!”
before escalating into furious threats to take their business elsewhere, this
customer is much more likely to follow through with that threat and leave at
some point.

This is all to say that investing in retention and development is also
crucial for maintaining and improving customer goodness. We'll dive into
these issues in the next chapter, but here we want to make sure you
recognize that these are not the only relevant factors in customer goodness.
You need to make sure that youre acquiring pretty good customers in the
first place.

Fishing for the Best Customers

At this point, nearly every marketer on Earth has used a fishing metaphor to
describe customer acquisition. We are no exception. The metaphor is a good



one, so you'll have to forgive us for not thinking of something new.

You're fishing out on the open ocean (i.e., the marketplace), hopeful
you'll catch at least a few big fish (i.e., customers). You have a crew with you;
some are using spears while others are working the nets. In this metaphor,
the crew represents your sales and marketing teams. The people with spears
are engaged in direct sales and marketing, while those with nets are working
the indirect angle (e.g., using external agencies or mass marketing efforts).
The crew members with spears are naturally far choosier about when they
thrust their spear into the waters, because it takes a lot of effort and can
easily miss—each attempt had better catch a good-quality fish. Those with
nets are less picky because once the nets are submerged, theyre fishing
blind, but they also know their chances of pulling up a substantial catch are
pretty good. But whether their haul includes a good mix of big fish is
unclear.

So what happens when you deploy a fleet of boats, some with a team
using spears and others equipped with nets? You get to decide where on the
open ocean to send these teams to fish.

As with the ocean, there is great variability in the marketplace with
respect to which types of customers are swimming where. As previously
described, we call this heterogeneity. Conventional sales and marketing
teams focus on customer heterogeneity more from a quantity standpoint
than a quality one, so they tend to focus their energy on finding spots in the
marketplace that reap the most new customers at the lowest possible cost.
Many of the traditional customer acquisition “dashboard” metrics, such as
conversion rates and cost per acquisition, reflect this kind of thinking.

Customer-centric sales and marketing teams primary objective is
different. They want to find where the highest-value customers are likely to
be swimming and direct more of their efforts to catching better customers.
But that doesn’t mean they use only the spears: It is important to ensure that
theyre getting an adequate number of new customers to fill their sales
channel, even if they can't all be whales. Thus, a truly customer-centric
captain will deploy spears to the best places to catch the best fish while also
relying on nets to ensure that the business will continue to run smoothly.
Finding this balance is challenging but critical.

In Peter’s first book, he spoke briefly about this balancing act under the
label of the “Paradox of Customer Centricity.*> Essentially, the more you



obsess over finding the best customers (by throwing spears), the more you
need the nets to keep the business afloat. Customer-centric firms also
recognize that as they go back to the same place to fish for new customers,
the average quality of customers in that area will tend to worsen over time.
In this regard, time is essential to defining an effective acquisition strategy:
As the average CLV of customers decreases, it may make sense to shift to
using a less precise and cheaper acquisition tactic. (We discuss the difference
between broad, selective, direct, and indirect strategies and tactics in the
next section of this chapter.)

Admittedly, when the fish-customer is caught, this metaphor blows up,
because soon after you pull a real fish out of the water, it dies. For any
vegetarian and vegan folks who have hated reading this chapter so far, you'll
be delighted to hear that our fish-customers live on, and the fisherman-
marketing-and-sales-people will be doing everything in their power to
ensure that their recently caught fish-customers have a long life!

Strategies and Tactics Used to Acquire New Customers

Marketers use two main types of strategies to draw in new customers: broad
and selective. A broad strategy casts a wide net in order to gain lots of new
customers. A selective strategy, on the other hand, requires the precision
targeting of a spear to bring in fewer but higher-quality customers. Beyond
these broad strategic objectives, marketers also have two distinct categories
of tactics for customer acquisition: direct, for known prospects, and
indirect, for unknown prospects. We discuss each of these categories on
their own and then show you how permutations of the broader strategies
and narrower tactics can be put into practice.

Broad Acquisition Strategy

At first glance, a broad marketing strategy might seem antithetical to
customer centricity, since one of the primary goals of customer centricity is
to bring in the highest-valued customers. But “spearing” is not the best
acquisition strategy for all situations. Think about a new business or new
product launch: In these early stages, companies must prove that there is a
demand for their offering, so a broad strategy makes sense—filling the sales
pipeline and stimulating network effects is often the top priority. Casting a



wide net is also a good strategy for companies that are selling something
that doesn’t get a lot of repeat purchases, such as new homes or LASIK eye
correction surgery. The broad approach is also perfect for those companies
faced with really low customer satisfaction that’s causing high churn rates,
because new customers need to be continually acquired to balance out the
many who are leaving.

(A brief side note: Consider this last example. If a firm is losing
potentially high-value customers at high rates because something it's doing
is lousy, like customer service, there is no chance of achieving a customer
base with high CLV. Acquisition addiction is not the path to customer
centricity, as we will discuss in chapter 5.)

Selective Acquisition Strategy

A selective strategy is best for companies that need to be pickier about
which customers theyre acquiring. Maybe the company has capacity
constraints, or the switching costs are high so the company knows the
average customer will be with it for a long time. Ivy League schools, such as
the University of Pennsylvania, are highly selective about which students are
admitted, and therefore, a broad approach, like taking out a billboard on the
Schuylkill Expressway, isn't a well-matched acquisition strategy for the
school. Private banking is another great example in this category, where
customers are invited to join, and in return will receive special, white-glove
treatment. For this offering, the bank must be exclusive with who it chooses
as customers because it can accommodate only so many.

So far, we've used edge cases to describe the types of businesses and
situations that might require a broad versus a selective strategy. However,
most companies will do best to use a blended approach. You should run
experiments within your organization to test the right balance of this mix of
broad and selective—specifically, use the “spear” to ensure you haven't
missed any potentially high-value customers and the “net” to backfill your
sales channel. Also keep in mind that there are some
synergies/complementarities across the two approaches: The insights gained
by the spear throwers might be able to help the net folks identify better
places to cast out, and vice versa.



Using Both Strategies and Tactics

As we said at the beginning of the chapter, broad and selective marketing
strategies are often used in conjunction with two distinct categories of
tactics for customer acquisition: direct (when you know who the prospects
are) and indirect (when prospects are unknown). Think back to the fishing
metaphor: throwing a spear pairs a selective strategy with a direct tactic.
Conversely, throwing a net is a broad approach using an indirect tactic. But
other combinations are logical too, resulting in the tidy-looking 2 x 2 matrix
in Figure 2.1°¢ (because we all know how much business school professors
love their 2 x 2s!).

Figure 2.1. Types of Acquisition Strategies and Tactics
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Now that you have a basic grasp of these strategies and tactics, let’s look a
little more closely at each pairing.

Direct-Broad Acquisition Approach

The direct-broad approach targets specific individual customers, but little is
known about these potential leads. Here, companies develop or purchase a
list of potential prospects and then decide which ones to target.”” Though the



names, addresses, phone numbers, and other high-level details are provided,
little else is known about these leads. Examples of how these leads are
reached broadly following this approach include telemarketing, Google
marketing, and canvassing.

Direct-Selective Acquisition Approach

In the direct-selective approach, marketers usually use two sets of models to
describe and then find good customers. They start with their own datasets
and run profiling models that help identify the characteristics that best
distinguish high-CLV customers from lesser ones. These could include
demographics (which we discuss later in this chapter), interactions with the
product or the firm, and so on. Once marketers have developed the right
profile, they turn to external prospect lists and scoring models to determine
which prospects seem to most closely fit that profile. One popular method of
implementing this process is by using the “Lookalike Audiences” service
that Facebook offers®® or other equivalent services through Google and other
such platforms. Today’s rich datasets and “real-time” analytical tools make
this kind of exercise easy. It can be powerful, but it can also become less
effective over time when the firm “overfishes” certain waters.

In our socially connected era, it is now possible to profile and score based
less on characteristics about each individual customer and more about the
neighborhood in the overall “social graph” where they reside. One of the
first studies in the marketing science field to quantitatively prove that
product adoption is positively affected by linkage to an existing customer
drew the following conclusions:

(1) “Network neighbors”—those consumers linked to a prior customer—
adopt the service at a rate 3-5 times greater than baseline groups selected
by the best practices of the firm’s marketing team. In addition, analyzing
the network allows the firm to acquire new customers who otherwise
would have fallen through the cracks, because they would not have been
identified based on traditional attributes. (2) Statistical models, built with
a very large amount of geographic, demographic and prior purchase
data, are significantly and substantially improved by including network
information. (3) More detailed network information allows the ranking



of the network neighbors so as to permit the selection of small sets of
individuals with very high probabilities of adoption.*

Indirect-Broad Acquisition Approach

Good old-fashioned mass marketing is a prime example of an indirect-
broad approach. This approach is all about casting the widest net to reach as
many (unidentifiable) customers as possible. Traditionally, this approach
brings to mind TV ads, billboards, and sponsorship activities—mass
advertising where a company has taken painstaking care to craft the perfect
marketing message about why its product is the best. But often there are
other forces in the marketplace, where word gets out about a product in
ways that, for better or worse, the company has no control over.

Indirect-Selective Acquisition Approach

In the indirect-selective approach, companies look for customers who have
something in common with their existing high-value customers, but the
company doesn't necessarily know who the candidate prospects are—in
other words, there is no list of prospects to match up with. The classic case is
referral, where businesses ask customers to bring in a friend or colleague.
Referred customers deserve special recognition for several reasons:

o The cost is often far less for acquiring referred customers than the
overhead involved with acquiring customers via other channels.

o A referred customer also tells you something about the customer who
did the referring. These helpful brand ambassadors are more likely to
have a higher customer goodness, and thus a better CLV.

o The marketing research tells us that referred customers are often good
customers, which translates into them having preferable propensities,
such as higher retention.*

Referred customers are not always commonplace, but attracting them and
rewarding the customers who referred them should be part of any customer-
centric strategy.

Another indirect-selective approach is influential seeding. This approach
targets nodes within a network, seeding influencers with information about



a product, and depending on the expected force* of the seed node,
information may or may not spread to neighboring nodes. Here, marketers
take advantage of the already natural influencing effect that happens among
proximate nodes where information spreads organically outward from
seeded nodes to their neighbors, then to the neighbors™ neighbors, and so
on. Indeed, this pattern of behavior is inherent to every imaginable natural
and manufactured system. This ubiquity helps us in the marketing sphere
because we can draw from a rich body of research that studies the dynamics
at play in influential seeding and networks in general.

In the marketing science world, some of the most groundbreaking work
has come from scholars in Israel who have been studying different kinds of
social seeding strategies—for example, support-the-strong, support-the-weak,
and uniform strategies—for their effectiveness when a new product is
launched in different social network settings. A novel finding in this study
was that the effectiveness of these strategies changes depending on the costs
to enter the region. When entry costs are low,

strategies that disperse marketing efforts (such as uniform or support-
the-weak) perform better, in terms of the net present value (NPV) of
number of adopters. This finding runs counter to conventional wisdom
in international marketing. [On the other hand], the higher the entry
costs into a region, or the fixed periodic operation costs in a region, the
better support-the-strong strategy becomes.*

Why You Should Be Wary of Demographics and Personas

So far, we've talked a lot about identifying the characteristics of good

customers and using those features as the basis for future customer

acquisition activities. We have provided strategies for identifying those

qualities, and now we would like to offer a word of caution about how #not to

identify those qualities: by using demographics and personas. To be blunt,

we see these measures as antiquated and, more importantly, deeply flawed.
Consider the old parable:

A police officer sees a drunk searching for something under a lamppost,
and asks him what he’s looking for. The drunk says he’s lost his keys, and
the officer takes pity on him and starts helping him look. After five



minutes of looking, the officer says, “Are you sure you lost your keys
here?”

“No,” the drunk replies. “I lost them in the park”

“Then why are you searching over here?” the officer asks.

The drunk looks at him blearily for a moment, then shrugs: “It’s
brighter over here.”

This parable is also known as the “streetlight effect,” a form of observational
bias that causes people to look for things wherever it is easiest to see them.*
This idea is applicable to many demographic-based marketing practices.

Demographics

Back in the early days of modern marketing (think late 1940s and 1950s),
businesses didn't have readily available, reliable data for analyzing
customers. So when demographic segmentation was developed, it was a
huge breakthrough: For the first time, marketers could look at data and say;,
“Whoa, customers can be different from each other, and we can understand
those differences!”

An early example of this occurred in 1947, when Chevrolet became one
of the first automobile companies to launch an ad campaign aimed
specifically at women.** Before then, marketers assumed that car purchasing
was a male affair. But demographic data segmented by gender quickly
disproved this myth, showing that women played a significant role in the
automobile selection process too. In Chevy’s new campaign, their marketers
decided to craft ads that emphasized the qualities the company believed
would attract women to its product: safety, convenience, family friendliness,
and stylishness. To seal the deal, they enlisted Dinah Shore as the campaign’s
spokeswoman, an up-and-coming singer and television entertainer who was
witty and beautiful and oozed Southern charm. (Interesting aside: This
association launched Shore as one of the first TV personalities to become
synonymous with a product.*)

Chevy couldn’t have chosen a better personality for this campaign. Shore
was on a meteoric rise to national fame during this time, and her
endorsement of Chevy helped sell massive quantities of automobiles.
Americans adored her in the same way they love Oprah and Ellen
DeGeneres today. For years, when Shore opened and closed her primetime



show, she sang the Chevy jingle, an earworm that became known nationally,
even becoming an iconic symbol of American patriotism: “See the USA in
your Chevrolet. America is asking you to call. Drive your Chevrolet through
the USA. Americas the greatest land of all” The campaign reaped massive
returns, with the “Queen of Chevy” driving millions of car sales for the
company* (thank you—we’ll be here all week!).

This early example of demographic advertising sounds like a marketing
success story, but looking through a customer-centric lens, it really isn't.
While its commendable that the auto industry finally recognized that
women bring value to the table, this campaign made the common mistake of
thinking that all customers from the same demographic group want the
same things in a product, and by extension, these customers all have the
same potential value. As we've discussed, this assumption is wrong, and
often costly to a business.

In the decades that followed, marketing became all about demographics.
Not because demographics were all that great, mind you—they weren't—but
because demographics were what marketers could get their hands on. You
might be thinking, “Surely we arent doing the same thing today, right?”
Wrong. Every time you hear a marketing strategy targeting, say, the 18-34
male sector (or, dare we say it, millennials), thats demographic thinking at
work. Not only is it a poor way to drive an effective acquisition strategy, but
even for existing customers, it’s relatively unusual to find demographic
segments that separate customers in terms of overall value.

Fast-forward to present day and Toyota’s recent marketing campaign for
its new Camry. Toyota produced four ads, one each for African Americans,
Hispanics, Asian Americans, and “transcultural mainstream” Which ad will
you see? Well, that depends entirely on your ethnicity, of course! Given that
we now know how suboptimal demographics are in terms of CLV, why has
our industry continued to invest so many resources in advertising based on
demographic data? Well, because its brighter over here.

Usually, variation of CLV within demographic buckets is far greater than
the differences across them. Sure, the mean CLV across buyers in a
particular category may be higher for, say, older people versus younger
people, but these differences—even if statistically significant—are relatively
inconsequential compared with the vast differences within each group.



Means are meaningless unless you also take the variance into account, and
customer centricity is a celebration of variance.

Personas, a.k.a. Demographics on Steroids

That brings us to personas. Personas are a much more holistic concept than
straight demographics, attitudes, or even behavioral metrics. What's not to
like about the idea of being able to put a face to a customer segment? It’s easy
to think of marketing to Harriet Housewife and to compare her needs with
those of Working Wanda or Carpool Carla. Managers just love it; there's
something intuitive about putting these cartoon characters up on a
whiteboard and thinking about which ones you want to focus your
acquisition efforts on.

As a result, managers and marketers behave as if these personas are a
reasonable and adequate representation of their customer base. But these
personas are essentially just shorthand for the demographic data they
already have—demographics on steroids, so to speak. From a researcher’s
perspective, personas are another way of categorizing people based on
surface-level characteristics that, in most cases, don’t have a whole lot to do
with a customer’s true future value. If you want to actually gain insights into
what your customer’s spending habits are, how much value they contribute
to your company, or any other revenue-centric data point, demographics are
the wrong tool. That’s a job for CLV.

Of course, even in CLV analysis, we still must profile our segments. But a
customer-centric approach to segmentation is polar opposite to that of
traditional marketers, who tend to start with predetermined segments (often
based on demographics/personas) and ask, “Which ones seem most
attractive for selling our products?” By contrast, the customer-centric
marketer starts with individual-level CLVs and then asks, What are the
characteristics that make our top customers different from our bottom
customers? This is a key distinction in mindset as well as practice.

Admittedly, some demographic qualities may pop out during analysis,
becoming important variables as we distinguish these customers into
groups. A group of “top customers” may share certain qualities, even though
the group itself is defined by its lifetime value. Ironically, this analysis can
lead you to something that looks an awful lot like a persona. Thus, if you use



CLV and behavioral models to create composites of high-value customers,
the end results could be viewed as personas, but these results would not be
nearly as tight and exclusive as persona-based marketing usually suggests.
Many of the people in that segment might share common traits, but there
would also be other customers within that group who don't fit neatly into
the persona model.

Reverse-Engineering Personas with CLV

Knowing now that CLV analysis sometimes results in semi-personas invites
the question: Can CLV be used to create better personas? Technically, yes,
although with some serious caveats.

Let’s say a company wanted to use CLV to create representative customer
segments for different value levels. Generally speaking, these groups will be
so demographically diverse that no clear persona would emerge. Some
groups, however, will have a lot in common. Perhaps their highest-CLV
segment has many college-educated women in their mid-30s who make
$200,000 a year. Is that enough to justify creating a persona called
“Professional Pam™?

Perhaps, but there’s going to be a lot of noise and randomness within that
group. Those customers won't fit as well into that persona, and some may
have nothing at all in common with it. By trying to capture Professional
Pam, the company may start to exclude other customers who are just as
important in terms of the value they provide.

If a company is absolutely set on using personas, the best bet is to start
with a CLV-based foundation. There’s no better tool for creating more
accurate customer models that can provide insights for winning new
customers, developing new products, and informing the frontline sales
force. But wed also caution that company to be careful, because relying on
personas—even thoughtfully created ones—can easily lead you astray.

CLV also shows us that the demographic assumptions behind personas
are notoriously transient. Traditional, backward-looking analysis tools rarely
reflect this, but CLV allows you to see these shifts as they happen. That’s
another reason to avoid investing too heavily in personas: By the time your
graphic designer was able to deliver cartoon illustrations of “Big-Spending



Bonnie” and “Deal-Hunting Donna,” that persona might already be
outdated, sending both of you right back to the drawing board.

Shifting to Direct

Acquisition strategies based on demographics and personas rely on
perfecting indirect approaches to marketing—those represented in the
bottom half of the Figure 2.1 matrix. Sometimes demographic targeting is
aimed at being as broadly appealing as possible and other times at being
more selective; either way, this approach is essential to indirect tactics. For
whatever reasons, marketers haven't budged much from this mindset yet,
even though they really should. We live in a time when specific information
about individual customers is easy to obtain and analyze and is inexpensive
to store (as we'll discuss in chapter 4). This means the world is becoming
more direct all the time. And with these changing times, marketing
managers and executives should be shifting resources from the bottom
quadrants to the top to match this new reality.

Chapter Summary

« Firms must take into account “customer goodness”—a set of baked-in
propensities that manifest themselves in customers’ preferences and
translate into customers’ potential value—when putting customer
acquisition strategies into practice.

 Customer-centric marketers use a mixture of broad and selective
strategies as well as direct and indirect tactics for acquiring customers.

« Demographics and personas are ineffective tools for segmenting and
marketing to customers, because these approaches tend to fall victim
to the “streetlight effect”—a form of observational bias.

« In the age of digital insights, when specific information about
individual customers is easy to collect, analyze, and store, companies
need to be thinking of moving to more direct approaches to customer
acquisition.



Chapter 3

Using Customer Centricity to Tune
Retention and Development Tactics

Once a customer has been successfully acquired, the company must shift its
focus to ensuring that the newly acquired customer grows and maintains
their future value for as long as possible. There are two distinct yet deeply
intertwined tactics that need to happen with active customers: customer
retention and customer development. Retention tactics work to ensure the
customer stays, while development tactics focus on ways to increase the
value of existing customers.

When it comes to retaining and developing active customers, it is critical
to deploy retention and development tactics to maximize the CLV of your
existing and future customers. On a macro level, growing CLV requires the
acquisition of a good-sized set of high-value customers. As we discussed in
chapter 1, your customers are born to you with a baseline propensity to stay
or leave, and to purchase. It's up to you to nudge the baseline customer-
loyalty propensity by making sure your best customers don't walk out the
door from one too many sour interactions with customer service or a
mismatch with your product.

The key words in that last sentence are “best customers.” Ensuring that
your best customers remain loyal is a critical guiding principle in a customer-
centric strategy. As we mentioned in chapter 1, the “80:20 rule” states that
80% of your future profits will come from just 20% of your existing
customers. Following that logic, it'’s essential for you to know who your best
customers are and to provide for their current needs while developing your



portfolio to appeal to this set of “best” customers’ future desires. To that end,
this chapter provides strategies and best practices for effective retention and
development, including up-selling and cross-selling, creating loyalty
incentives, and investing in customer service.

Remember the Paradox of Customer Centricity

Before we jump into the rest of this chapter, we want to remind you of the
Paradox of Customer Centricity, which we discussed in chapter 2. If an
organization becomes hyperfocused on acquiring, retaining, and developing
only its highest-value customers, it will leave itself susceptible to greater risk.
Remember that while you're chasing customers with the highest CLVs, so
too are your competitors. A customer-centric strategy must manage the
portfolio of customers the same way financial portfolios are managed, where
opportunities to make maximum financial gains are identified and fully
taken advantage of, but these higher-risk bets must be weighed out and
distributed across lower-risk categories of assets as well. In the same way
cash and bonds provide low-risk, low-reward gains in a financial portfolio,
lower-value customers serve to distribute risk and help keep the proverbial
lights on.

You need to take a balanced approach to finding and retaining high-risk,
high-return customers and lower-value customers. Later in this chapter, we
will examine the implications this paradox has on investing in and
deploying retention and development programs that are aligned with the
CLV of your customers. This stage of the conversation truly gets to the heart
of architecting a customer-centric strategy. We will also walk you through
the strategies firms use to develop their customers.

How Firms Develop Their Customers

The meat of “customer development” can be summed up through two
questions that are so well known that they’re often used as punchlines:

1. Do you want fries with that?
2. Do you want to supersize it?



While these questions might have become almost comically ubiquitous, they
actually aim at cross-selling and up-selling, respectively, with the goal of
driving up customer value. When executed correctly, they will make
already-valuable customers worth even more. And as these customers
become more deeply engaged (and presumably satisfied) with your
offerings, they may become stickier.

Customer development often focuses on extracting additional value from
existing customers by providing more offerings that are attractive to your
best customers. Can less-valuable customers be developed to have a better
CLV? Of course! But how much should a firm focus on developing its less-
valuable customers? It really depends. If you've invested to the point of
diminishing returns in the development of your best customers, then its
time to turn some attention to the next lower tiers. However, you should
bear in mind that when it comes to developing these less-valuable
customers, you need to have the right expectations—they are unlikely to
become top-tier customers no matter how much love you show them.

Cross-Selling: Do You Want Fries with That?

Getting a customer to add fries to their order is a classic example of cross-
selling. Given that existing customers are about 50% more likely to try your
other products than new customers, you should absolutely make sure these
patrons know all about your full menu of offerings. Let’s also pause to
remember that this probability falls squarely into the “lump all our
customers into one bucket” trap. There is no such thing as the Customer, so
taking an aggregate statistic like “50% of our existing customers are more
likely to purchase our other products” as gospel is a mistake. The better
approach is to break this probability down by CLV tiers. At the very least,
you should be considering how often your highest-, medium-, and lowest-
value customers purchased other products. You're likely to find that the
higher the customer CLV, the more likely the customer is to purchase your
other offerings. For this reason, you should invest more on cross-selling or
other marketing efforts that target your higher-value customers than those
aimed at lower-value segments.

Online retailers have become particularly adept at cross-selling through
the use of recommendation engines—think of those pop-up messages telling



you, “Customers who bought [X] also purchased these six other items.”
Recommendation algorithms are nifty because they’re unobtrusive to the
shopping experience and most customers find them useful. They also don’t
have the same “creep factor” of other online cross-selling tactics. We've all
done it—you click on a pair of trousers, only to have that same pair of
khakis follow you around the internet for the next several weeks, popping
up as you scroll through your social media feeds or as you try to compose an
email. “Psst! Buy me.... Hey, aren’t you going to buy me? ... Remember me?
Want to buy me yet?” (Is there a way to get a restraining order against
apparel?)

Up-Selling: Do You Want to Supersize It?

Persuading a customer to supersize an order is up-selling. Another example
of this classic sales tactic is when a company offers premium services, like
LinkedIn Premium or Amazon Prime. Both initiatives aim to turn
noncontractual customers into contractual ones by offering subscription
services. In doing so, these companies now know which customers are still
active, and they will have an easier time tracking and calculating the
individual CLV of these customers.

A nice example of this model comes from Sarah’s own household. Back
in 2007, tired of the endless commercial interruptions and lack of good
programming, Sarah and her husband decided to cut the cable cord the very
month that Netflix started offering streaming services. But they missed
being able to watch certain TV shows that Netflix didn’t offer, so they soon
added Hulu—a streaming service that airs episodes of just about everything
on TV less than 24 hours postbroadcast—to the Rokus in their home, as well
as Amazon Prime.

Hulu first launched its platform with minimal commercial interruptions.
This model was preferable to the commercial-addled prime-time slog but
not as good as Netflix, which had—and still has—no ads. Fast-forward to
2010, when Hulu realized it was leaving money on the table from loyal
customers like the Toms, who were part of a valuable set of customers
proven to have a low propensity for churn and who would be willing to pay
a couple of extra dollars each month to have no commercials. By offering a
premium upgrade that eliminated the annoyance of ads, the company made



the Toms household, along with thousands of others just like it, instantly a
bit more valuable (20% more valuable, to be exact). This is the driving
motivation of up-selling: to extract more value from already-valuable
customers by offering additional services that these customers find
attractive.

Retention and Development for the Twenty-First Century

Until recently, cross-selling and up-selling boiled down to a single objective:
fatten up as many faceless, nameless customers as possible. This one-size-
fits-all approach is crude at best, and as discussed in the previous chapter, we
can be much smarter about which tactics to use for which strategic purpose
given all the data we have about individual customers. Not only are stalker
khakis on the internet annoying—and as researchers from Georgia State
University confirmed when they studied the cross-selling campaigns of five
Fortune 1000 companies over the course of several years—they can be
downright unprofitable.”” The authors of this study summarized their
findings in a Harvard Business Review article:

We discovered that one in five cross-buying customers is unprofitable.
That group accounts for 70% of a firms total “customer loss”—the
shortfall when the cost of goods and of marketing to a given customer
exceeds the revenue realized. And the more cross-buying an unprofitable
customer does, the greater the loss.*

A Customer-Centric Framework for Retention and Development

Data-driven technological advancements in the last half century have helped
marketers fine-tune their up-selling and cross-selling tactics, such as using
predictive algorithms to determine which specific products or services
should be cross-sold or upsold to which individual customers. However,
there are many other ways to build, sustain, and repair ongoing relationships
beyond these basic tactics. Here we present a novel framework for retention
and development that recognizes that different tactics are more effective
depending on the individual value of the customer.

There are many retention and development (R&D) tactics out there that
appear to be, to the untrained eye, substitutes for one another. The blessing



and curse of R&D is that they are so deeply intertwined: a blessing because
executing these seemingly intertwined tactics affords certain organizational
efficiencies, and a curse because the muddied view of R&D means that
organizations often fail to understand their distinctions and therefore fail to
gain maximum strategic benefit.

As we think about harmonizing our R&D programs with a customer-
centric strategy, we care about understanding our positioning along two
dimensions:

1. Customer Targeting: What level of value do the customers we are
targeting offer? In particular, we want to understand whether higher- or
lower-value customers are the target of the program. Many companies
like to group their customers into tiers labeled as precious metals, as
shown in Figure 3.1: Lead is the lowest tier, and the scale then moves
up through iron, silver, gold, and finally platinum, the most revered of
metals—and customers. (There’s a reason why platinum credit cards are
reserved for only the biggest spenders.)

2. Tactical Approach: Is offense or defense the objective of the tactic being
put into play? In playing offense, we seek growth opportunities
(developing customer value), and in playing defense, were actively
protecting the ground we've already gained (retaining already-acquired
customers).

Offense tends to be associated with development, and defense with retention,
since the former is largely opportunistic and the latter preventive. But this
isn’t always true; for instance, many companies (perhaps unwisely) view
retention as a growth tactic. To help keep things clear, we use the more
specific words offense and defense to bring sharper focus to the retention and
development objectives.

We show a 2 x 2 framework for these two dimensions in Figure 3.2,
which aligns the customer value being targeted with whether offense or
defense is the main goal. In the next section, we provide the framework
using one tactical example in each quadrant, but by no means are we
suggesting that these are the only ones to consider. Likewise, we don’t want
to imply that the various example tactics always reside in one particular cell;



depending how it is implemented, it could serve different objectives or even
straddle multiple cells. But this should be an effective starting point to
understand and appreciate the framework, and then other tactics will be
easier to categorize. It is the responsibility of those in your organization
investing in and implementing R&D to clearly understand where their
specific programs land in this framework and whether it’s the right “card to
play” at any given time.

In laying out your R&D strategy in this way, you can gain clarity about
whether you are over- or underinvested in a given quadrant. Ultimately, you
should implement R&D tactics in a manner that appropriately aligns the
goals of a program with the CLV of the customer.

What are the implications for this framework in practice? Well,
remember our lead-tier customers who can’'t be magically alchemized into
platinum customers? According to the Paradox of Customer Centricity,
these customers should not be ignored, but you shouldn't overinvest in them
either. For this tier of customers, loyalty programs are an effective way to
squeeze out a little more value and in turn could make a lead customer
become iron (a step up, though still not even middle tier).

Figure 3.1. Identify the Value of the Customer We Are Targeting

Platinum




Figure 3.2. Align Customer Value with an Offense or Defense Tactic

Targeted Customers
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Premium Offerings Loyalty Programs

Tactical Approach

Strategic Acct Management Customer Service

As this framework illustrates, strategic account managers provide
defensive capabilities for high-value customers, providing white-glove
assistance and support. At the other end of this dimension, customer service
is positioned to provide low-touch assistance for lower-value customers. A
premium offering is an offensive tactic that seeks to unlock additional profit,
and it works best when targeting already-high-value customers.

On the Offense: Loyalty Programs and Premium Offerings

A classic “buy 9, get 1 free” loyalty program—or a more sophisticated
variant—is often an effective way to squeeze a little more value out of a so-so
customer, but it’s not right for everyone, nor is it a panacea for every R&D
problem that a company may face. (This is why loyalty programs are often
perceived to underachieve.*)

Starbucks: How Loyalty Programs Can Increase Purchase Frequency

To illustrate this point, let’s look at Starbucks. As it expanded from a small
business in Seattle to a worldwide powerhouse in the 1980s and 1990s, it
revolutionized the coffee business. Buying a cup of coffee was no longer the
simple act it had been. Starbucks became the place to meet, work, or take
some “me time” while catching up with the news or social media. Indeed,
Starbucks positioned itself as its customers’ “third place” (after home and
work) with a welcoming environment that offered creature comforts ranging
from overstuffed armchairs to Wi-Fi.”?



These types of experiences are what made Starbucks the world-class
brand it is today. But growth eventually plateaued, as new coffee shops
emerged that were able to replicate Starbucks’s long menu of caffeine-spiked
choices and welcoming ambiance. Starbucks had to adapt and change if it
was going to drive the growth its shareholders demanded and counteract
these new competitive threats.

With this historical backdrop in mind, at the beginning of each semester,
Peter often asks his students if they think Starbucks is customer centric.
Upon considering the pleasant, customer-friendly experience that many
students enjoyed that very morning, most students replied yes. For a long
time, Peter would then have to explain all the reasons why the traditional
Starbucks model wasn’t even close to being customer centric: You might have
had a great relationship with the barista in your local Starbucks, but what
happened when you went to a Starbucks down the road or in another
country? It was as though someone shook the customer relationship Etch-a-
Sketch and you were once again a nobody. Those other Starbucks didn’t
know who you were, and they certainly didn’t know your value.

Fortunately, Starbucks has recently begun to show signs of shifting to a
much more customer-centric model. Notably, its app now allows customers’
relationships with the larger company to travel with them by way of a well-
executed loyalty program. App usage also allows Starbucks to track more
data on the characteristics that make up its highest-value customers—like
the amount and frequency of a customer’s buying habits—while also giving
them extra incentives to remain loyal. In September 2015, the Starbucks app
started letting customers bypass the long lines by placing and paying for
their order before arriving in the store,”! allowing them to grab and go—no
waiting, no pesky exchange of cash or niceties, and no fear of being late to
that first meeting or wherever else they might be headed after stopping to
grab their daily caffeine fix.

These valuable morning transactions got a lot easier for a valuable
segment of Starbucks’s customer base ... until they didn't. The problem was
that Starbucks grossly underestimated the demand on baristas that
inevitably occurred when the company launched the new service, causing
huge bottlenecks at the pickup counter. Soon, walk-in customers were doing
U-turns at the door when they saw crowds at the pickup counter three
deep.>? Starbucks has since added dedicated baristas for prepay orders.



While its plan had some hiccups, the moral of this story is that Starbucks
had the right idea. In a noncontractual business model, it created an app that
extends loyalty into a tangibly convenient service for a high-value segment
of its customer base, with an added bonus of being able to easily tie actual
customers to purchases and thus figure out more about who its most
valuable customers are.

In early 2016, the company announced another radical change to the
rules of its loyalty program that moved it squarely into the customer-centric
camp. Rather than awarding loyalty points based on the number of
transactions, Starbucks changed the program to be based on the number of
dollars (or yen, or pounds) spent. This change circumvented people who
tried to game the system by asking the cashier to ring up items as separate
transactions to rack up those free rewards stars. This change in the rules was
unpopular for a little while, but ultimately it allows Starbucks to shift to a
customer-value-based program that incentivizes loyalty based on spending
more.>

The jury is still out as to whether this loyalty program (and the overall
shift toward customer centricity) will help Starbucks maintain the dominant
role in the retail coffee business that it enjoyed at the turn of the century, but
it says a lot about a formerly product-centric company making a bold move
to create more value with its low- to mid-tier customers.

Premium Services

As good as Starbucks’s loyalty program is, it’s still doubtful that the program
is turning iron customers into platinum ones—loyalty programs alone don't
work this way. The reason why is that, for Starbucks’s best customers, the
incentives coming out of a loyalty program aren't actually that great.
Offering an already heavy coffee consumer an incremental freebie doesn’t do
much for them or your business, because they would have likely bought the
beverage even without the promotion. This is why, for the higher-value
customers, companies need to think about what additional offerings top-tier
segments need and, more importantly, are willing to pay extra for. We refer
to offerings targeted at extracting additional value from high-value
customers as premium services, though the company probably has a
different name for the program—for example, Amazon Prime.



LinkedIn Premium is an example of a company doing premium offerings
the right way. That said, when LinkedIn launched its premium offering,
there were plenty of naysayers who complained that LinkedIn Premium was
a vanity cost>* with little actual reward. We wholeheartedly disagree with
those detractors. If the program is making your company sizable returns,
then who cares whether premium customers are acknowledged publicly?
LinkedIn certainly doesn't care—nor should it, because its premium revenue
grew 17% year over year to $162 million in late 2016, just before the
company was acquired by Microsoft. And in the first full quarter after the
acquisition, LinkedIn made Microsoft a cool billion dollars.”® (The actual
contribution of premium revenue is no longer reported, but following the
logic from when the company was reporting these figures before the
acquisition, LinkedIn premium revenues made up 17%-20%> of the total
revenue. So you do the math.)

With all the additional profit to be had, it is baffling that other social
platforms such as Facebook and Twitter have yet to launch premium
services. Although interestingly, in his five-hour testimony on Capitol Hill in
April 2018, Mark Zuckerberg dropped a pointed hint that one day there
might be a paid, premium version of Facebook. What he actually said was,
“There will always be a version of Facebook that is free,” which is a departure
from what the company publicizes on its sign-up page (see Figure 3.3): “It’s
free and always will be>

It's important to point out that there are right ways and wrong ways to go
the extra mile for your high-value, premium customers. Remember that
these customers are [of] high value for a reason: Their needs are a good
match for what you're offering. In other words, they really like you already!
Clearly, keep an eye on these customers, but don’t annoy them, and certainly
don’t embarrass them by making too much of a fuss.



Figure 3.3. Facebook’s Sign-up Page
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Source: Facebook screenshot, www.facebook.com/.

For example, Peter had a less-than-stellar experience as a high-value
customer a few summers ago while flying with his family. Owing to frequent
first-class trips, Peter holds top-tier status in a certain airline’s frequent-flier
program, but for this particular trip, he and his family were traveling in
coach. Something must have triggered in the airline’s database, because the
next thing Peter knew, the pilot of the flight came back before takeoft to say,
“We know that you usually fly first class with us, Mr. Fader. We appreciate
having your whole family with you and want to make your flight as special
as possible, despite being in coach” Not only did Peter find this to be an
uncomfortable interaction, but when he caught the side-eye glares from
nearby passengers, he was embarrassed.

So, again, while you want to make sure you pay attention to your top-tier
customers, don’t smother them.

Playing Defense: Customer Service and Strategic Account
Management

Strategic Account Management

Moving now to the lower-left quadrant of Figure 3.2, an example of a
defensive tactic that should be targeted at high-value customers is strategic
account management—sometimes referred to as customer success
management or other equivalent names. In reviewing a few dozen job
postings for strategic account managers (SAMs)*® on two well-known job
websites, it’s clear that many companies are muddling the objectives of this
role, liberally mixing offensive and defensive responsibilities in an attempt to



find, well, a unicorn. It’s OK if this role dabbles in offensive maneuvers, but
this individual shouldn’t be thought of as a glorified salesperson. Rather, to
be effective, SAMs must make relationship management their main concern
—anticipating, preempting, and addressing the major pain points and
potential sacrifices of their best customers. To this end, the most effective
SAMs are trusted collaborators, problem solvers, and project managers and
are able to bring innovative solutions to the table,* all in service of playing a
high-touch, defensive strategy at the top end of the customer-value pyramid.

In the six years leading up to the recession, Autodesk Inc.—a $2 billion
software company providing tools and platforms to support designers and
creators—was growing impressively at approximately 15% year over year.°!
You know what happened next: The financial crisis struck in 2008, halting
growth for this tech company in its tracks—that is, for every business unit
except its strategic account management team, which throughout the crisis
maintained its laser focus on key customers. Despite the financial climate,
the SAM unit continued to grow at twice the rate of the rest of the
company.® This unusual performance caught the attention of a business
consulting firm, which decided to conduct an in-depth study of Autodesk as
well as 16 SAM initiatives in other major companies. The consulting firm
concluded in its 2012 report that

Autodesk’s story confirms what many leaders in the field of strategic
account management have long realized: Adding value through close
partnership with one’s top clients brings significant rewards. At their
best, high-performing SAM programs create trust and interdependence
between the supplier and customer.®

Of course, part of the “trusted advisor” role is to point out suitable cross-
selling and up-selling opportunities that may genuinely be in the client’s best
interests, but there’s a fine line here, and the risk of creating any suspicion or
skepticism in the client’s eyes may more than offset the potential upside of
pushing these development activities. The SAM’s role is primarily (but not
exclusively) a defensive one—that is, long-run value maintenance as
opposed to opportunistic value creation.

Customer Service



Playing defense at the lower end of the customer-value pyramid is a different
game because this tactic has to be performed at scale, which means keeping
the costs down and being more reactive than proactive. Undoubtedly, one of
the key elements of a successful customer retention strategy is a reliable,
responsive customer service team. Forget about the famous actresses and
pop stars that appear in companies’ Super Bowl commercials—customer
service reps are the real face of any company. You should invest in this team
to help ensure its success, and you should take to heart the information that
customer service reps can contribute about your customers’ overall
suggestions and concerns, which can help fine-tune your product/service
offering.

Part of the customer service craft is collecting data about customer
satisfaction (often in the form of Net Promoter Score®*) and noting any
comments from customers on offerings they wish you would sell or services
theyd like you to provide. This is also the team with the most crucial insight
into issues related to your product, as they’re getting news straight from the
horse’s mouth (such as when a customer is threatening to leave because of
dissatisfaction). But much of this is done in the aggregate, without tying
each comment back to an individual customer and then updating their CLV.
This is why we frame customer service as a defensive tactic for low-tier
customers. Sure, customer service is very important (particularly with the
Paradox of Customer Centricity in mind), but it generally doesn’t improve
customer value, particularly for the top-tier customers.

Here’s a bold way of looking at it. Good customer service is akin to
having clean bathrooms: You have to meet certain industry standards, and
you want to take pride in doing a good job of it, but its not a way to
dramatically grow the business. Yes, this is a possibly provocative statement,
especially in an era in which countless companies are doubling down on
customer experience (CX) activities with the presumption that they will
not only help hold on to customers but also grow their value. We believe CX
is worthwhile, but only within reason. If you are investing in CX, make sure
you have a clear understanding of where it will bring returns (namely as a
defensive offering for lower-tier customers) and that the big promises of CX
are being formally measured (e.g., through changes in customers’ CLVs
before and after the CX campaign begins) so youre not unwittingly
overinvesting in this new hotness.



This is why keeping Figure 3.2 top of mind is so important: Companies
can't just throw R&D tactics out there and assume they will accomplish
whatever goals they want to; it’s critical to choose the right tool for the right
purpose.

We're not ruling out the possibility that good customer service can drive
some incremental sales—of course that’s true. We point right back to the
two key questions posed earlier in this chapter: Do you want fries with that?
and Do you want to supersize it? Well-timed and well-executed cross-selling
and up-selling can bring in sales that wouldn’t have otherwise occurred. But
its important to recognize that these sales are often transient and
opportunistic—they’re usually not transformative. It's rare (but admittedly
not impossible) for a particular cross-selling activity to turn an “ugly
duckling” customer into a beautiful swan—or, to stay with our earlier
piscine metaphor, a minnow into a whale.

Having said all that, we do see some promise in companies that are
judicious in how they bring customer-level data (and analytics, such as CLV)
into their customer service activities. Done right, customer service can start
to take on more of an offensive/developmental role. However, realistically,
for most companies thats still years away, and it's important to be well
calibrated about what traditional customer service—even if well executed—
can and can't do for you.

So, to summarize, we see customer service as a critical must-have for
companies, but primarily for defensive purposes. It is easy to overinvest in it,
and the return on investment on those excessive efforts should be watched
closely as they are likely quite limited. But at the same time, we encourage
firms to run limited—and carefully measured—experiments to start to learn
how to achieve growth through customer service as well.

Nuances of Offensive and Defensive R&D Play

The tactics we've used as examples in this chapter are by no means meant to
be taken as an exhaustive list of every possible R&D tactic. Indeed, there are
many more—and firms seem to be inventing new ones (or at least relabeling
old ones) every day. We use these examples because theyre common in
business and consumer contexts, which makes them relatable. Our real
objective for you is to think about tuning your R&D implementation to



« whether the objective is offense or defense, and
« being intentional about where on the customer-value pyramid you are
targeting the tactic.

Another point we want to make, which came up during the SAM and
customer service discussions, is that the tactics we describe may not sit
perfectly in one of the Figure 3.2 quadrants, but may spill into neighboring
quadrants. As another such example, loyalty programs may also play a
defensive role, because the points and extra goodies that customers receive
may be keeping them as customers, even if they’re having some doubts. This
kind of customer lock-in isn’t a source of enhanced value per se, but it can
be a great way to play defense.®

We acknowledge that these kinds of spillovers are a limit of the black-
and-white nature of a 2 x 2 framework. In reality there is a more fine-
grained spectrum for each dimension, and thus there is room for additional
“shades of gray” tactics that may allow firms to achieve an even better
balance in allocating R&D resources to different customers. But in an era
where these R&D activities tend to be a disorganized jumble of shotgun
tactics, it’s important to start simple and create some initial alignment (and
accountability) before going too far.

Chapter Summary

o The Paradox of Customer Centricity states that the more you obsess
over acquiring the best customers, the more you need to retain and
develop some lower-value customers to help balance out your
business.

+ Cross-selling (“Do you want fries with that?”) and up-selling (“Do you
want to supersize it?”) are traditional customer-development
approaches designed to drive up customer value.

« A more customer-centric approach of retaining and developing
customers means using customer value to determine when a firm
should use an offensive strategy (loyalty programs and premium
offerings) or defensive strategy (customer service and strategic
account management).



Chapter 4

CRM’s Place in Creating a Value-Based
Strategy

Customer relationship management (CRM) is essential to any modern
business strategy that depends on managing complex interactions with
customers—which is to say, pretty much all of them. In the view of major
CRM providers, a well-executed CRM system is a technological solution
that serves as the nerve center of the business, enabling growth and
profitability by helping to make sense of massive amounts of customer data
from multiple streams, such as sales, marketing, customer service, and social
media.c

Paul Greenberg, author of CRM at the Speed of Light, foresaw decades
ago that CRM would eventually connect all business relationships—though
he laments to this day that CRM hasn’t advanced beyond a technology
platform into an organizational linchpin that incorporates more holistic
views, integrating strategy, philosophy, and corporate culture.c’
Nevertheless, from the foresight of Greenberg to the astronomical success of
Salesforce, the theory behind CRM sounds fabulous. But does a proper
CRM system really matter all that much to the bottom line?

In a word, yes. Look no further than the popularity of Ring video
doorbells or Nest “learning” thermostats to understand the reasons that
now, more than ever, CRM is incredibly relevant. The internet revolution is
only just getting warmed up, and it will continue to transform the way
customers—both individuals and enterprises—purchase and use goods and
services.



Many organizations have been caught oft guard by the rapid pace at
which the internet has evolved, leaving those that struggle with adjusting to
these modern ways in the virtual dust. Web 1.0 gave customers access to
predominantly static information, like the Wikipedia-type websites that
served as electronic classifieds and online shopping carts that digitized
paper-catalog versions produced by the very same companies. Then Web 2.0
came along, transforming the internet experience by, among many other
things, bringing hyper-interactivity to social platforms, thereby putting
users—not businesses—at the center of web content creation. Currently, we
are on the verge of Web 3.0 being fully realized, where the internet will
become increasingly shaped by machine learning, artificial intelligence (AI),
and the preference algorithms that companies such as Amazon and Netflix
introduced in earlier incarnations and continue to perfect. Web 3.0 will be a
semantic, artificially intelligent, and deeply personalized web that anticipates
the future desires, emotional responses, and predictive behaviors of
customers through analysis of everything people do online—and everything
people’s things do, including their connected homes, wearable devices, Al
personal assistants, smart cars, and smart washing machines. In this
emerging reality, everything will be connected via the Internet of Things
(IoT).68

Imagine the possibilities for businesses once IOT is fully realized: all the
data about a single customer perpetually generated and sent back to
companies, all day every day. Imagine how differently customers will make
purchases: Will routine purchasing decisions such as the weekly grocery list
and monthly prescription reorders be handed off to the IOT? Will customers
relinquish even more purchasing control for some of the larger decisions,
enabling their refrigerator or mobile phone to decide that it’s time to be
replaced and order the upgraded version of itself on the customer’s behalf?
More than likely, yes.

Ten years ago, this all would have sounded a bit far-fetched, but no
longer. Companies must embrace the explosion of customer information in
this omni-channel reality, which is already coalescing. Now think about the
implications for the firms that produce and distribute these goods and
services, especially those that aim to be customer centric as we define it here.
The ability to “celebrate heterogeneity” and act on it in real time will become
more promising (if not more essential) than ever before. All of the data



structures and related marketing tactics discussed throughout this book will
seem positively quaint in a few years.

To that end, with data storage costs being pennies on the dollar, there has
been a shift in mindset and less fear of collecting massive sets of data even
before a firm knows what it’s going to do with it. Firms no longer feel as
though they have to be neat about data collection and have recently shifted
from the selective, structured approach of a database to a “data lake,” where
the goal is to collect as much raw, unstructured data as possible, opting to
extract and actually make sense of the data later on during analysis.*®

This vision is, of course, a blessing and a curse. Customer centricity, with
its emphasis on long-run value creation over short-run transactional gains,
needs to be executed carefully and deliberately—not opportunistically.
Accordingly, you must understand the bare-bones requirements that CRM
must provide in order to build a future-proofed, customer-value-based
strategy. Stated differently, you need to know which data elements are truly
important versus merely “nice to know.” Peter touched on some of these
issues in his earlier book on customer centricity, but here we take a deeper
dive—getting specific about which data elements are most mission critical,
first to calculate CLV properly and then to fully leverage CRM to create and
measure enhanced value for the strategically important customers (and by
extension, the customer base as a whole).

Integrating CLV into CRM

If youre developing a customer-value-based strategy, you must first
understand the basics of calculating customer value before you can assess
whether your CRM system provides the insights needed to support a
customer-centric strategy, remembering to avoid the common mistakes we
covered in chapter 1. While database marketing is often considered outdated
these days, many of its principles remain applicable to basic customer value
calculations.”

We focus here on the data and customer analytics that your CRM must
provide in order to support your comprehension of customer value.
Ultimately, you need your CRM to help predict the factors that calculate the
CLV of your existing customers so that you can take the appropriate
approaches to R&D, as described in chapter 3. Additionally, your CRM is



the key to helping proactively identify who your highest-value future
customers are likely to be, based on the data gathered on existing high-value
customers.

Let’s break this down further, so you can ensure your CRM is collecting
these key pieces of information correctly in order to ultimately calculate
CLV the right way.

Make sure customers are consistently defined and uniquely identified in
the CRM system.

We have stated many times that there is no such thing as the Customer, but
for CRM reporting calculations it is important for you to have a clear
understanding and consensus on the definition of “customer” in your
organization. For example, are they the individual decision makers, buyers,
or users? Defining who your customer is in the same way across your
organization is important as you build out and track information in your
CRM about these customers.

In this regard, its fine—actually, it’s better—to track customers at the
more granular level (e.g., at the user level) and then connect customers
together at the enterprise level. Be aware that even though technology makes
it easier than ever to collect the myriad touchpoints we have with customers
—like phone numbers, credit card transactions, mobile app hits, loyalty
program membership, browser cookies, and other device IDs—it’s really
important that all these data are consolidated and assigned to the original
owner so that any given customer isn’t double-counted.

Make it a burning priority to link as many purchases (and other activities)
as possible to specific customers.

Many of the aforementioned tracking technologies are seen as pure costs,
but they really are foundationally critical to launching customer centricity.
To this end, it is important for organizations to make it easy and desirable
for customers to willingly self-identify every time they interact with you if
it’s not possible to identify who these customers are via automated means.
You cannot build a customer-centric strategy if your customers remain
anonymous to you. More and more companies are offering incentives to
make purchases through their apps or have stopped taking cash altogether,



meaning they are able to identify and track every purchase back to a specific
customer. Certainly, there are costs and operational drivers behind these
maneuvers, but they also align with the move toward customer-centric
tracking. But heres the catch: Try to avoid offering discounts to unmask
customer identities, because this tends to be bait to attract and keep low-
value customers.

Be very careful about how you account for customer costs.

Obviously, any costs that can be directly tied to each specific customer
should be accounted for, but it's debatable whether broad overhead costs—
like those associated with a big ad campaign—should be amortized across
the customer base. How you choose to attribute the returns on those costs
might depend on whether the campaign was directly customer-facing (like
for CX) or not (like for a TV ad campaign). In addition, if you are investing
in a large advertising campaign to attract new customers, be sure that you
are tracking those customers acquired by this effort.

Another example that might be unclear with respect to cost is how
product returns are handled. For example, do you (a) pretend the original
purchase never happened; (b) assume it did happen, but give it zero
monetary value (or maybe lower, due to processing costs); or (c) count both
touchpoints (purchase and return) as “transactions” since there was
engagement for both? It’s hard to say what the right answer is, but what is
important is that youre consistent in your accounting for costs associated
with returns.

Bottom line: It's essential for marketing and accounting to have some
deep discussions about these issues to get mutual buy-in and to revisit these
issues frequently.

Think carefully about whether nonpurchase activities are “baked in” to the
CLV model directly or used just for profiling/targeting purposes
afterward.

When contemplating the incorporation of nonfinancial activities into your
CLV calculation, most times we would caution against doing this directly
within the CLV formula. But, we would also recommend that capturing
these types of activities outside CLV may still be relevant. Think about the



additional value a company may want to assign to the endorsement from an
internet celebrity or the volunteer hours of a supporting nonprofit member,
like National Public Radio. Ask yourself: Does this nonfinancial activity
really help make better long-run predictions about value (and do you know
how to include it in the CLV model), or is this activity just “nice to know”?

Collaborate with the finance and accounting folks to choose the most
appropriate discount factor(s).

It's important to carefully quantify the “riskiness” of your customer base,
recognizing that—just like everything else we know to be true about our
customers—the risk profile of the customer base is also heterogeneous. CLV
is calculated using the average revenue of a certain customer for a certain
number of periods into the future. While potentially useful, predicting
future revenue is always risky. In that sense, revenue received in the future is
less valuable than if it is received today, which is why CLV calculations
include a discount rate. Discount rates are based on the time value concept
of money—the premise that a dollar today is worth more than a dollar
tomorrow. Accordingly, discount rates allow us to calculate the present value
of predicted future revenue, given risk.

Using a discount rate is a useful way to account for risk, and though it’s
unusual, it’s perfectly acceptable to use different discount rates for different
subgroups of customers to account for the varying level of risk found in
your customer base. There are no hard-and-fast rules for how to calculate
the discount rate, and it will likely depend on your company. Accordingly, it
is also extremely important that discount rates are revisited frequently with
your finance team.

Given that so much of expected customer value lives in the future—
where there are risks of the market changing, of new competition, of a
disruptive technology, or of unanticipated internal business turmoil—the
risk factored into the discount rate is meant to account for anything that
could impact future profitability.

Electronic Arts (EA): A Study in CRM and Lifetime Value

There are many important questions you need to ask when evaluating your
CRM:



« Does my CRM provide an accurate picture of the heterogeneous
landscape of my current and future customer base with respect to
value and risk?

« Does my CRM tell me who my most valuable customers are in the first
place? If so, is the information tracked about customers useful in
making predictions on how to maximize customer value?

« Does my CRM provide meaningful insight into my existing high-value
customers, allowing me to make targeted investments into efforts that
find, acquire, retain, and develop other high-value customers?

We first talked about EA’s incredible turnaround in the introduction.” This
is a company that has worked fastidiously over the past decade to build
capabilities that provide a “yes” to each of these questions—and in doing so
has increased stock values several times over.

EA predates the internet by about a decade. Naturally, not being digitally
native has brought its own set of challenges, but this has also helped the
company in some surprising ways. Certainly, the analysts at EA would like
their insights to be taken at face value and adopted quickly. But more often
than not, when new data are presented to decision makers, things slow
down a bit as the data go through intense questioning and scrutiny (a
translation process that Ben Tisdale believes is a vestige of the company’s
predigital culture), and this step has become vital in how information is put
into action at EA. By not taking every metric at face value and instead taking
time to understand which data are worthwhile and deserve attention, the
older, arguably more data-wary culture is actually supporting the success of
modern analytical approaches by demanding further rigor.

The CLV?”2 of individual players is now a universally accepted data point
at EA, and one that is cut multiple ways to build a holistic picture about
players—which is in service of its “Player First” mission. Put into practice,
when players’ CLVs increase, this means these players are probably having a
good time and will prompt analysts to try to figure out why. (And of course,
the converse is true as well.) In turn, information about what players are
doing in the game and where they are most (and least) engaged is then sent
back to the game studios to help inform future game design.



CRM across Companies

So far, our discussion of CRM’s place in calculating customer value has been
fairly straightforward. However, some firms face a high degree of complexity
in deciding when to count a customer as being acquired, when to consider
them retained, and when to write them off as lost, which can complicate the
role of CRM. Is a customer gained upon becoming a customer to your
parent company, or is it when they become a customer of your individual
brand (or a family of brands in a product vertical)?

Figure 4.1. The Gap.com Homepage
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Source: “Gap.com,” Shop Gap, www.gap.com/, accessed October 3, 2018.

For example, does parent company Gap Inc. know the CLV of a customer
who shops at more than one of its brands? When customers visit gap.com
(or athleta.com, oldnavy.com, or bananarepublic.com), they can browse and
purchase from any other Gap Inc. brand, as shown in Figure 4.1. In theory,
the company should be able to track purchases across multiple brands back
to a single customer. Indeed, Gap Inc’s CEO Art Peck confirmed in an April
2018 Mad Money interview that, for two years prior, the company had
invested heavily in its big data and customer analytics capabilities. He credits
this strategic shift to customer centricity for the improvement in share prices
from $18 in May 2016 to $29 just two years later:

We know a lot about our customers. We can see their lifetime value. We
know who our most valuable customer is. Structurally, because we have
multiple brands and multi-channels, we've got something not a lot of
other apparel companies have. If you look at the difference between a
customer who's casually engaged and one who is really deeply engaged in



our brands across channels, it’s at least 10 times the value of that [first]
customer.”?

Figure 4.2. Cox Enterprises Companies: Brands
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Source: Cox Enterprises Businesses, “How We're Different,” https.//www.coxenterprises.com/about-us
/businesses, accessed 08/24/2018.

Cox Enterprises—a massive conglomerate of media, automotive, and
financial service companies—is another example; just look at Figure 4.2 to
see its impressive portfolio of brands. Cox is one of the largest privately held
companies in the United States™* and another great example of the
conundrum of how and when to track customers in a firm with a complex,
sometimes unrelated set of business offerings.

From the perspective of tracking customers, companies like Cox should
track acquisition at the point the customer first becomes a customer of any



of its business units—and when an existing customer signs up for an
offering from a different business unit within the company, they should not
be counted as a new customer. When it comes to the CLV of a single
customer across multiple business units, the only way these large
conglomerates can track the big picture is by either (1) having an enterprise
CRM system that tracks, shares, and rolls up information about customer
interactions across the entire business or (2) feeding customer data from
each individual business unit’s respective CRM into a master system so that
information about customer value can be analyzed holistically.

But the reality is that conglomerates like Gap Inc. and Cox Enterprises
tend to acquire brands by purchasing already-established companies, which
makes it unlikely that the acquired company’s CRM can be easily integrated
with its new parent company. The leadership would have to make a
concerted effort to unify the tracking of customer interactions across all the
brands, just as Gap Inc. has accomplished. But after a typical acquisition, it
can take years before all the business units are on a single, integrated system;
if that’s the case, and if customer centricity is the strategic goal, then the firm
will need to figure out how to collect data about its customers to inform
strategy.

Maybe youre not grappling with the aftermath of a complicated merger
and acquisition, but ask yourself this: When it comes to how you think
about customer value, does your firm have ironclad silos that are rigidly
aligned with product offerings that aren’t integrating information about
customers across silos?

When thinking of companies that fall into this category, traditional
banks and financial service companies come to mind. What happens when
an existing checking and savings account customer tries to sign up for a
mortgage or an IRA? Often, the experience from the customer’s perspective
is that they’re treated like a nobody because the mortgage department has
absolutely no awareness of the customer beyond the product line that the
specific department services. In the customer-centric world, not recognizing
who the high-value customers are—regardless of which products they have
bought—is a cardinal sin.

The Limits of CRM



So, heres the catch. You might have heard the adage, When you have a
hammer, everything looks like a nail. Just because a CRM system is tracking
vast information about your customers doesnt mean it is realistically
equipped to provide all the insights required to support a customer-centric
strategy. It is your responsibility to develop the scorecard and key
performance indicators necessary to measure the degree to which you’re
successfully developing your firm’s customer value. There will likely be both
tiny and yawning gaps in the data you'll need that your CRM both can and
cannot provide. Do not take these shortfalls sitting down! It is the
responsibility of the business executives formulating the strategy to
challenge their CRM providers to close these gaps. (They like having your
business, which means they’ll go out of their way to deliver.)

Also remember that rolling out a CRM system on Monday doesnt mean
that you'll have all the answers by Tuesday. A successful customer-centric
strategy only works in the first place if it’s closely aligned with your CRM
solution. Is your firm actively ensuring this alignment? If not, don't be
surprised when the CRM system you've spent five or more figures to
implement falls short. Also, don't take the data analysis from your CRM on
blind faith. You still have a responsibility to test any assertions implied by
the data. For example, how accurate are the current predictions made by
your CRM about CLV, retention rates, or customer acquisition for a
particular customer segment? If the comparison is way off, it’s time to get
the CRM vendor on the phone and figure out why.

Speaking of which, how is your relationship with your CRM vendor?
(Serious question and pardon the intentional pun!) Do they fully
understand the goals of your plan to develop a customer-centric strategy?
Are they clear about your expectations and what that means in terms of
supporting your needs? If not, then you need a plan that addresses these
gaps in practical terms, or even the best-intended plans to achieve
transformation through heightened data analysis will wither on the vine.
Gene Marks addressed exactly these limitations in his Forbes article “11
Terrible CRM Systems for Your Company.” Marks concluded that all 11
systems he looked at weren't what was terrible; rather, the organizations
themselves failed to establish supporting processes for the CRM initiatives.
He explains that issues arise for CRM when leadership takes a passive role in
supporting CRM and fails to demand the reports needed to inform their



own strategic initiatives.”” (We discuss these issues in more detail in chapter
6.)

Developing Your CRM to Support a Customer-Centric Strategy

Sarah has spent the majority of her 20-plus-years career in technology
working with global companies to develop and integrate CRM, IT service
management, and enterprise-relationship-planning systems. She’s learned
the hard way that for these tools to deliver on their transformational
promises, they must

« align with and support the organization’s overall strategy; and

o light the path for process and business improvement initiatives by
providing evidence (in the way of data) that the organization is
moving in the right direction, or that a course correction is warranted.

Where she begins with large-scale projects like these is to work with
stakeholders to define the critical success factors (CSFs) of the business and
identify four or five key performance indicators (KPIs) for each CSE Next, a
target is set for each KPI, and if performance is below target, a warning bell
sounds, making managers aware that a CSF may be at risk. Rolling up KPI
data to the CSF level also provides a tidy way of looking at the health of
business goals, and this approach provides a practical way for staff and
leadership to communicate about how the business is measuring success.

It's easy to see how this practical exercise can serve as the basis for
executive dashboards in your CRM. It provides a way to communicate
requirements about the insights management and staff need back to the
technologists tasked with integrating the system. If your CRM approach
doesn’t corral, organize, and tie the metrics back to the strategic goals of the
organization in this way, prepare yourself to be underwhelmed with the
performance of your CRM.

Speaking of reporting dashboards, out of the box you’ll find that a lot of
CRM reports are redundant or downright useless. Organizations have a
further responsibility to own the reports that they depend on and to build
their own in-house business intelligence capability. In many cases, we've



seen higher degrees of sophistication when companies take the raw data
from their CRM and produce their own reports.

In order to develop your CRM to support a customer-centric strategy,
start by thinking about the central tactics of customer centricity—
acquisition, retention, and development—and then ensure that everything
necessary to measure CLV is being tracked.

Remember that analyzing these data at the highest aggregated level won't
provide as much insight as doing customer-segment comparisons. Another
key step is to keep your eye on how various rates are changing over time—
and, in particular, that the rates are moving in the right direction per the
targets you set for your KPIs. Last but not least, take to heart what we
cautioned about in earlier chapters about the pitfalls of traditional
approaches to segmentation and customer personas.

Chapter Summary

o An effective CRM system is integral to any modern business strategy
that depends on managing complex interactions with customers
throughout customers’ lifetimes.

« However, CRM has its limits, as there will always be gaps in data
within the system. Leaders within your organization have a
responsibility to challenge CRM providers to close these gaps.

« Companies can integrate CLV into CRM by (1) making sure
customers are consistently defined and uniquely identified in the CRM
system, (2) prioritizing linking as many purchases/activities as
possible to specific customers, (3) being judicious about how they
account for customer costs, (4) deciding whether nonpurchase
activities are “baked in” to the CLV model up front, and (5) working
with the finance and accounting teams to choose appropriate discount
factor(s).

« A CRM can support your organization’s overall customer-centric
strategy by providing evidence—through data—of whether the
company is moving in a good direction or whether it needs to retool
its approach.



Chapter 5

The Role of Customer Centricity in
Corporate Valuation

In our experience, we have found that customer centricity can be introduced
through several different parts of the organization. Most often it is the
marketing department that first recognizes and pushes ahead with this kind
of strategy, but that’s not always the case. As an intriguing alternative, we
have seen several successful cases in which the finance department got the
ball rolling—and created greater buy-in across the organization than the
marketers could achieve.

This chapter will provide you with a primer on traditional firm valuation
methods, the concepts of brand equity and customer equity, and advice on
how to recognize when growth periods are behind you. We will also discuss
some recent research regarding Wayfair and Blue Apron’s addiction to
acquisition, delving into why this unhealthy dependence doesn’t bode well
for either company’s valuation.

Methods of Firm Valuation

Traditional approaches to measuring a firm’s value tell only a portion of the
story.’e Sure, these approaches do a good job accounting for the equity
derived from financial and operational assets. But from a conventional
viewpoint, any notion of what customers contribute to the balance sheet in
terms of brand equity and customer value is missing entirely from these
approaches. If you look at the entries in the “C” section of the index of most



books on corporate valuation—such as best-selling Valuation by our
Wharton colleague David Wessels and coauthors” or Aswath Damodaran’s
Little Book of Valuation’—there is no substantive discussion about
customers and the value they contribute.

Figure 5.1. Conventional Equities in Market Valuation
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For anyone not fluent in business finance, let's run through a quick
overview of some key terminology. Net income refers to total revenue
minus expenses and taxes (you'll often see net income and cashflow used
interchangeably with gross profit). Obviously, a healthy net income means a
company is profitable, which is a good indication that it's doing well when
measured across two specific dimensions: revenue and expenses.

Market valuation, on the other hand, takes a wider view than
profitability alone by looking at what potential value is added to the business
by investing in conventional assets like technology, operational equipment,
and staff, as shown in Figure 5.1. This approach makes sense because, for
example, if a food manufacturer recently upgraded its production lines to be
more efficient and require less overhead to produce sellable goods, then it’s
likely that investors will view this spend favorably, as it improves the firm’s
potential profitability. The same goes for a technology investment deemed to
improve staft productivity.

Firms invest an estimated 8% of GDP in the marketing activities
associated with acquiring, retaining, and developing customers.” Executives
may not say it explicitly to their investors, but by committing this level of
spend, they clearly see tremendous value associated with their customers.
(On the flip side, with so much being spent on tactics related to acquiring



and retaining customers, isn't it odd that investors dont demand more
insight into the return on such investments? Very odd, indeed!)

Brand Equity

Thankfully, perspectives are beginning to shift. In recent years, there has
been growing acceptance that an emerging class of corporate assets—
classified as brand equity (BE)—exists and plays an important role in
market valuation, either by providing a boost (in the case of a strong brand
that customers believe in) or by having the opposite effect (if customers have
negative associations with a brand).

After cofounding Apple, a young Steve Jobs knew he could differentiate
the user experience by creating an emotional connection to his brand. “The
chance to make a memory is the essence of brand marketing,” he famously
said at the time. Jobs was wildly successful in reaching this goal, making
technology choice a deeply personal—almost religious—decision, despite
there not being many functional differences between an iPhone and, say, a
Samsung Galaxy (hence why these companies are constantly suing each
other over intellectual property infringements®).

Consider what happens when an awful customer experience becomes
widely known, like in the case of United Airlines. In early 2017, an elderly
customer’s face was bashed in during a struggle in which he was literally
dragged off a plane at the request of airline staff. The entire event was caught
on video by horrified onlookers and quickly went viral. In reality,
overzealous airport security officers—not United’s staft—assaulted the
passenger, yet United’s brand reputation suffered in the aftermath, including
taking an $800 million hit to its value®' after the upsetting event.

While virtually all marketing experts agree that the value of a brand plays
an important part in overall market valuation, the science around measuring
a brand’s formal financial value is far from exact. The problem with landing
on a specific number is that the effects of the brand persist throughout the
customer life cycle.

For example, a strong brand with better overall awareness than its
competitors and a good reputation may find it cheaper to acquire new
customers who are willing to pay more for its product or service than they
would elsewhere. The strength of that same brand could also boost loyalty



with existing customers, which becomes particularly important (and quite
valuable) when there’s a competitive threat. (Doesn't this sound a lot like our
earlier discussion about customer goodness? This is no coincidence; more to
come on this important connection.)

Perhaps this has happened to you: You have a preferred brand in a
particular category, but a competing brand releases an objectively better
product offering. However, you're willing to ride things out and wait until a
similar product (even if it’s still a bit inferior) is offered by your brand. When
a brand’s reputation is strong enough, it can make for stickier customers,
even when a customer’s chosen brand might not have, say, the most feature-
rich offering at the time. Accordingly, brand plays an important role in
company equity.

There are countless measurement schemes that attempt to calculate
brand equity,*> though there is also understandable debate over whether
calculating an exact dollar value is realistic. Probably the best-known brand-
valuation exercise is carried out by the Interbrand agency. As reported in its
2017 ranking of the top 100 brands,** Apple and Google, respectively, were
deemed the most and second most valuable brands in the world, as shown
in Figure 5.2. These rankings should come as no surprise, but was Apple’s
brand worth exactly $184,154 million and Googles brand worth exactly
$141,703 million at the exact time of this report? Probably not. If it seems
dubious to you that brand value can be calculated with six significant digits
of precision, then youre in the same skeptical camp that we are—and we
suspect that virtually every CFO in the world would agree.

We’re not saying that the Apple brand isn't worth about $200 billion;
rather, we're saying that the ability to come up with a more precise estimate
is problematic and not very trustworthy.



Figure 5.2. Interbrand’s Best Global Brands 2017 Rankings

Rank Brand Brand Value
1 Apple $184,154m
2 Google $141,703 m
3 Microsoft $79,999 m
4 CocaCola $69,733 m
5 Amazon $64,796 m
6 Samsung $56,249 m
7 Toyota $50,291 m
8 Facebook $48,188 m
9 Mercedes $47,829 m
10 IBM $46,829 m

Source: “Best Brands,” Interbrand, December 2017, interbrand.com/best-brands/best-global-brands
/2017/ranking/.

What you should take away from this discussion is that investment in
your companys brand is vitally important, but we cannot realistically
measure the value of a brand per se, nor can we direct brand-related
spending to help drive or inform the implementation of specific customer-
centric strategies and tactics (such as acquisition, retention, and
development).

Customer Equity

A far more quantifiable measurement of the value derived from your
customer base is customer equity (CE), which is defined as the sum of all
present (and ideally, future) customer CLVs. With that in mind, wed like to
circle back to our previously mentioned befuddlement regarding the fact
that investors aren't demanding to see more information about the value of a
firm’s customer base, given the resources directed to acquiring customers.
With so much spent on the brand and customers in general, investors
certainly deserve to understand whether there is a justifiable return on their
investment, and company leadership have a fiduciary responsibility to
provide these data.

Interestingly, there has been a recent groundswell of investors,
accountants, and economists who all seem to agree that customer equity—
based measurements can no longer be ignored when determining the book



value of a firm.%* Accountants and economists alike have noticed that the
models they've been using to measure “rational” markets are missing a
customer value component. Through careful analysis, theyve found that
customers are sticking around longer than they rationally should. Experts
agree that this trend points to a need to account for the effects customers
have on firm value.

These other fields refer to this phenomenon as customer franchise or
customer capital. Whether you use the term customer equity or a different
term, the important point is that you don't have to take customer equity as
gospel only from marketing experts anymore. There is now widespread
agreement and corroboration from experts across multiple fields that the
value customers bring to the balance sheet is real, that it should be
measured, and, gosh darn it, that it should be reported to (and demanded
by) investors!

In other words, a firm’s total equity is measured by the factors shown in
Figure 5.3.

Figure 5.3. Adding Customers into the Firm Valuation Equation
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The BE versus CE Debate

There are two camps when it comes to reconciling which is more important:
BE or CE. Peter described this tension in his last book but left the reader
with the impression that this is purely an either/or question, with one right



answer and one wrong answer (which may differ from one context to
another). Our more refined view today is that the two equities overlap, as
shown in Figure 5.4.

Proponents of BE argue that the value of the brand manifests itself in
many ways above and beyond additional purchases. For example, a strong
brand makes it easier to hire star employees (and do so more inexpensively),
which will help the company communicate with the general public more
effectively and could translate into financial and nonfinancial rewards when
dealing with government officials (e.g., securing tax advantages). These
benefits are undeniable.

In contrast, those advocating for CE take the long view: They believe that
most of the advantages arising from a strong brand (including all those just
noted) may not lead to more purchases tomorrow, but they will eventually
manifest through CE—in better customers acquired more efficiently, in
maintaining longer relationships, and in driving more value while alive. So
while we acknowledge that there is a portion of the above Venn diagram
where BE stands alone, our view is that the majority of BE can arise from
(and be measured through) CLV, and thus can be attributed as a component
under CE, as shown in Figure 5.5.

Figure 5.4. A Venn Diagram of BE and CE
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Equity Equity




Figure 5.5. A Venn Diagram Showing BE as a CE Component
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This is not in any way a knock against the power of the brand or its
ability to create lasting value. On the contrary, we see branding as a powerful
component of an effective customer-centric strategy—it's just hard to
measure on its own. It is deeply intertwined with the other, more tangible
aspects of customer centricity (e.g., acquisition, retention, development) and
makes them easier to achieve and more impactful than they would be
without a strong brand attached to them.

Put another way, we see branding as the lubrication for the customer
centricity engine. All the different parts work better on their own and avoid
friction when they interface with each other. A strong brand enhances the
effectiveness and efficiency of the creation of customer goodness, often in
ways that are not achievable through other tactics. This is (literally) an
invaluable role—meaning that its system-wide value is very high, but the
ability to formally quantify it is extremely limited.

With this in mind, we will now move on from our discussion of branding
and BE, but you should keep it in mind as we turn our discussion back to
the more quantifiable elements of a customer-centric strategy, starting—as
always—with customer acquisition.

The Startling Effects of Acquisition Addiction on Corporate
Valuation

We've said it before and we'll say it again: Smart acquisition is the main
driver for customer centricity. Retention and development both factor in for



sure, but if you don't have the right customers in the first place, your
customer-centric strategy will never achieve the profit potential for which
you strive. The problem is that this focus on acquisition can lead to an
unhealthy obsession.

For the most part, Wall Street judges the worth of firms in two ways: top-
line growth and bottom-line growth. A firm’s top line is the gross revenue
generated from sales, and the bottom line is the net income, or profitability,
of the firm (in other words, what's left in the coffers after all expenses are
deducted from the top-line sales). A note from Investopedia on the subject:

Both these figures are useful in determining the financial strength of a
company, but they are not interchangeable. Bottom line describes how
efficient a company is with its spending and operating costs and how
effectively it has been controlling total costs. Top line, on the other hand,
only indicates how effective a company is at generating sales and does
not take into consideration operating efliciencies which could have a
dramatic impact on the bottom line.*

As companies mature, their strategies should shift from growing the top line
through more sales and more customers to focusing on the care and feeding
of the bottom line—which, to succeed, requires driving more investment
toward retaining and developing existing high-value customers.

Firms are notoriously bad at making this transition. Psychologically, the
growth phase of a company marks the rah-rah heydays where corporate
success is measured in acquiring lots of new customers. When success is
achieved, this elated feeling moves virally from the boardroom to the huddle
spaces in cubicle farms. This is a time when most of the staft is being hired
and executives careers are being forged; the culture and values of the
company are being cast from a narrative that corporate success comes from
growing the top line.



Figure 5.6. Business Maturity over Time
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Source: Marshall Fisher, Vishal Gaur, and Herb Kleinberger, “Curing the Addiction to Growth,” Harvard
Business Review, January 1, 2017, hbr.org/2017/01/curing-the-addiction-to-growth.

And because the company has experienced growth in only one way thus
far—through customer acquisition—executives at the helm hold fast to this
strategy, driving their teams to overwhelmingly seek out opportunities that
yield yet more growth through acquisition long after the glorious growth
phase has set behind the peak of the classic S-curve that tracks a company’s
development trajectory—or indeed, the maturity of the marketplace, as
depicted in Figure 5.6.

This represents a narrow-sightedness that is rooted in human nature and
is perpetuated by the values that underpin corporate cultures that are—not
to put too fine a point on it—often myopic and difficult to change.

Why does it matter that a company is deriving the majority of its revenue
from purchases made by new customers if sales targets are being met? A
number of recent marketing research studies have been taking a close look
at this question and have found some troubling results that don’t bode well
for the long-term viability of firms that are shown to have an unhealthy
dependency on customer acquisition. Indeed, one such study was
coauthored by Peter and Professor Dan McCarthy of Emory University.
Using publicly disclosed customer data, Peter and Dan were able to
determine a customer-based corporate valuation (CBCV) for two
noncontractual online retailers, Overstock and Wayfair. While the CBCV
analysis for Overstock yielded a valuation estimate within 10% of its market



valuation at the time of the analysis, the study found that Wayfair loses
about $10 on every customer it acquires, so its stock is overvalued by as
much as 84%3%—a finding that sent shockwaves through the stock market
hours after the first draft of the study was initially released.®”

Professor McCarthy released a related study in mid-2017 about the initial
public offering (IPO) filing for meal-kit provider Blue Apron,* another
company that was called out for its unhealthy addiction to customer
acquisition. Before the IPO (and before McCarthy’s analysis), Blue Apron
seemed to many to be a solid-enough investment opportunity. In five short
years, the company had grown to one million customers and $790 million.®
As McCarthy’s analysis revealed, the problem was that most of those
customers weren't sticking around for very long. In his own words about
these findings:

Blue Apron doesn't retain customers for very long, and the cost to
acquire customers has been on the rise lately. These are important
ingredients to the overall customer-based corporate valuation recipe.”

McCarthy found that Blue Apron’s initial projected share price of about $15
was significantly overvalued given its unsatisfactory customer churn. He
calculated that, at best, the price should be barely half that amount—again,
at best. As these CBCV calculations predicted, and as shown in Figure 5.7,
the bottom has fallen out of Blue Apron’s share price since its IPO, dropping
well below $3 per share.



Figure 5.7. New York Stock Exchange Historical Market Summary,
2017-2018: Blue Apron Holdings Inc.
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March 6, 2018. Results are a feed from Google Finance, Yahoo Finance, and MSN Money.

The Blue Apron IPO has become a cautionary tale for how companies are
valued on Wall Street. The health of any business is measured in part by
looking at both the number of new customers it acquires and at what cost as
well as what percentage of value is being derived period after period from
those newly acquired customers. If a business is attracting hordes of
customers whose lifetime values do not exceed the cost to acquire them, it
has a problem.

Peter and Dan are very serious about moving CBCV into everyday
business practice: In May 2018 they incorporated Theta Equity Partners®' to
make these kinds of bottom-up valuation analyses available to a broad range
of investors. Their hope, beyond the success of this one corporate entity, is to
get more investors to drive their investment decisions based, in part, on the
value of a firm’s customer assets—and to know when it’s the right time to
take their foot off the customer-acquisition accelerator.



Recognizing When the Growth Phase Is Behind You

Now that we have provided you with some customer acquisition strategies
and best practices, we want to spend a little time discussing when
acquisition should not be your company’s focus.

Customer acquisition, even if profitable, is finite. There are always people
within any population who will not adopt a company’s products or services,
and the faster the population adopts the innovation you're selling, the faster
the acquisition numbers fall off as the potential market becomes saturated.
Some of those customers who have already been acquired will continue
buying, but many will not. The number of newly acquired customers and the
revenue associated with them will inevitably drop off as time goes on. This is
true no matter what business youre analyzing, and it must be taken into
account when looking at the future health and valuation of any company.

A 2017 research study by Wharton professor Marshall Fisher (with
coauthors Vishal Gaur and Herb Kleinberger) analyzed 37 US retailers that
had sold $1 billion or more but were past their growth phase (i.e., each had
growth rates in the single digits). The study found that the less successful
retailers among them were those that continued to chase growth at all costs,
while the more successful retailers were those able to drastically change
course by curtailing expansion and instead pour their efforts into driving
additional sales and profit at existing stores. Here’s how they described the
larger corporate context in a Harvard Business Review article that distilled
the trio’s analysis:

First, Wall Street and the capitalist culture celebrate—and demand—
growth. Indeed, slow growth is regarded as something between a disease
and a moral failing. When faced with declining growth, companies are
urged to go back to the drawing board, rethink the business, and come
up with a new strategy to pump up the top line. Second, leaders of many
retail chains don’t know when to make the transition. Consequently, they
keep expanding until their chains begin to collapse under their own
weight. And third, growth companies and mature businesses require very
different operating strategies. Many companies that excel at growth lack
the capabilities to make the switch.*



Retailers aren’t the only ones who are guilty of acquisition addiction.
Software as a service (SaaS) has recently been gaining popularity in the
global marketplace, boasting a 20% growth rate in 2017 (bringing its current
estimated worth as an industry up to $46 billion®). Given that this is a
technology-based industry with easy access to lots of data about its
customers, youd think SaaS companies would know better than to be overly
focused on acquisition. Think again.

Price Intelligently, a company dedicated to providing data-driven
expertise and guidance to SaaS companies, conducted a survey of 1,218 SaaS
CEOs in 2016. Each leader was asked how they would distribute 100 units of
time across acquisition, monetization (developing existing customers to be
worth more, which we discussed in chapter 3), and retention efforts within
their company. Predictably, acquisition far eclipsed the other tactics,
accounting for nearly 75% of the units, with a mere 20% allocated for
retention and 5% tossed at monetization.**

Considering their marketplace is increasingly crowded with competitors
that drive up acquisition costs, isn’'t it more logical for these companies to
redirect their limited resources toward retaining their existing highest-value
customers, and then maybe work harder to understand which of these
existing customers potentially has additional value?

But let’s bring this discussion full circle before we close. Recall the adage
that we discussed before: It costs [X] times more to acquire a new customer
than to retain an existing one, so you should focus on the ones you already
have. The point we raised in the previous paragraph, in contrast to our
discussion earlier in the book, seems to support such a viewpoint. Are we
contradicting ourselves? No. The key words to solve this puzzle should be
evident to astute (and customer-centric) readers: highest-value customers.
The problem with that old adage is that too many companies follow it
blindly without regard for the CLV of those customers that they are
desperate to retain. But when a company is smart about acquisition (and
CLV), it will have a better idea about the trade-offs between acquisition and
retention (and development), and it will carefully align them with life-cycle
dynamics and other market forces much more effectively than a company
that views its customers largely as faceless, nameless, interchangeable
entities.



The bottom line here is that investors should be doing the same thing.
They should hold companies accountable in a similar manner and should
reward those that can demonstrate genuine lasting value through the careful
measurement of customer equity and the thoughtful deployment of
customer-centric tactics.

Chapter Summary

o Traditional approaches to corporate valuation account for only the
equity derived from financial and operational assets. They do not
account for BE or CE. BE refers to the faith that customers have in a
brand, and strong brand equity can boost a company in ways beyond
simply products bought. CE is the sum of all present—and ideally,
future—customer CLVs. Strong CE means better customers acquired
more efficiently, longer customer relationships, and higher individual
CLVs.

* Despite the difficulty in measuring BE, branding should be seen as the
“lubrication of the customer centricity engine.” The majority of BE can
arise from and be measured through CLV, which means BE is, in
essence, a component of CE. When customer acquisition becomes an
unhealthy obsession as part of CBCV, it can lead to a company facing
a horde of low-value customers who churn quickly—which tanks a
company’s value.

 As part of a customer-centric strategy, companies must align customer
acquisition, retention, and development strategies with the company’s
maturity phase.



Chapter 6

Agile Change Management and Customer
Centricity

We've now discussed the strategic and tactical frameworks and tools
necessary for you to create and enact a customer-centric strategy. This
chapter now shifts to the vital role that authoring a comprehensive strategic
plan plays in successfully achieving customer centricity. We will touch on
the scaffolding for this strategy that’s provided by the organization itself—in
particular, the alignment and maturity of an organization’s mission, culture,
leadership, structure, and processes.

Organizations that successfully adopt innovative approaches such as
customer centricity are those that can navigate change with agility and
minimal friction. It’s easy to be myopic when we think about organizations
that have achieved transformative change and to focus exclusively on the
visionary leadership of the C-suite. Admittedly, most of our examples in this
book are about such individuals, because leadership is so visible. But
transformation never happens in a vacuum, and like EAS story
demonstrates, it doesn’t always begin at the top.

Here wed like to recognize that transformation is just a sexier way of
describing change. And to do change well, you need a plan, and a
comprehensive one at that—a strategic plan. Executing such a plan following
a best-practice framework is a common path for product-centric
organizations, with numerous maturity and change management
methodologies that are designed to maximize product development,
production, support, and sales. To name a few:



manufacturing’s Deming Cycle

technology’s Agile Methodology

the Lean Startup Methodology

ITILs Continuous Service Improvement practice

All these approaches start by defining an action plan that delivers against a
set of well-defined goals with incremental milestones. These goals must pass
the SMART® test: They must be specific, measurable, achievable, relevant,
and time-limited. Unsurprisingly, these iterative frameworks seem to have a
lot of overlap with each other when viewed side by side, as shown in Figure
6.1.

Importantly, these frameworks are designed to be quick cycles (weeks in
length, not months or years) where, in simplified terms, each cycle has a
discovery and planning phase that defines a concise set of deliverables,
which are then actioned and quality-checked. Finally, the team reflects on
the cycle that just happened, usually with the project stakeholders, to help
inform the direction of the next cycle.

An iterative approach is essential to change—and ultimately
transformation—Dbecause it allows for minor course corrections to happen
along the way, such as adjusting priorities, refining deliverables, and
allowing breathing room in the plan to add new deliverables that weren't
originally considered (which is inevitable).

Adapting the Agile Methodology for Customer Centricity

Although these methodologies were all developed in support of product-
centric goals, we believe best practices like these can easily be adapted to
support an organization moving to enact a customer-centric strategy. Being
that Sarah’s expertise is in Agile, we're going to take a deeper dive into
adapting this particular methodology, but we urge you to look at the change
and project management processes youre most comfortable with and
undertake a similar process.



Figure 6.1. Comparison of Deming Cycle, Agile Methodology, Lean
Startup Methodology, and ITIL's Continuous Service Improvement
Practice
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A Manifesto for Customer Centricity

Agile started in 2001 when several technologists became fed up with the
convoluted, bloated processes used at the time for software development
projects. These technologists decided to publish their revolutionary
Manifesto for Agile Software Development®: a bold proclamation that
launched radically new approaches to how software—and now technology
and products in general—is developed and maintained. The manifesto sent a
powerful message, shining a light on what should be the focus during a
project rather than all the busywork that takes away from being able to be
focused, to be lean, and to communicate effectively with project



stakeholders. Today, if youre not lean and agile in the technology and
product development fields, you're irrelevant.

This major shift in the collective mindset of an entire industry all started
with this manifesto, which goes like this:

We are uncovering better ways of developing software by doing it and
helping others do it. Through this work we have come to value:

Individuals and Interactions over processes and tools

Working Software over comprehensive documentation

Customer Collaboration over contract negotiation

Responding to Change over following a plan

That is, while there is value in the items on the right, we value the
items on the left more.”

That got us thinking: What would a manifesto for customer centricity look
like? So, we came up with our own (and if youd like to add your name as a
signatory, go to customercentricitymanifesto.org):

By wholly valuing, investing in, adopting, and endorsing items on the left
we aim to develop and implement winning strategies that best leverage
customer lifetime value:

Customer Heterogeneity over the Average Customer

Cross-Functional Uses of CLV over siloed applications

Metrics That Reflect Customer Equity over volume and cost
obsession

Clear Communications with External Stakeholders over
misalignment and misunderstanding

Customer Heterogeneity

Throughout this book—and extending back to the central discussion in
Peter’s first book and before—our mantra has been the importance of
celebrating customer heterogeneity. This tenet of customer centricity is a
realistic view of the world, and is one that seeks to capture, understand, and
build action in tune with these naturally occurring variances.

Back in the late 1940s and 1950s when marketing (more or less as we
think of it today) emerged as a way for product-centric firms to keep



demand in line with supply, businesses started to notice that their customers
were inherently different from one another. This discovery was a nuisance
because it meant that one-size-fits-all approaches to marketing, while
efficient on their face, are actually not as effective. Thankfully, there has been
a 180 in thinking since those times, to the point where now we see strategies
seizing on these differences to best leverage customer value—and to achieve
sustainable growth that product-centric thinking may not be able to achieve.

A number of years ago, Peter worked with a small manufacturing
company whose CEO truly believed in customer centricity. But the CEO
grew frustrated by his staff who remained frozen in a product-centric
mindset and habitually referred to “the” customer. So the CEO came up with
a clever way to call attention to this bad habit. He placed a fishbowl at the
front desk, and anytime someone in the company referred to “the” customer,
they had to put a dollar in the bowl. It was a simple but very visible way to
bring this important point across, day after day. Employees started listening
carefully for the offending words, and there was always a lot of lighthearted
buzz around the office whenever anyone would catch someone saying them.
Then, at the end of the year, the CEO used those funds (with some more of
his own) for a “Celebration of Customer Heterogeneity” party. What a great
way to move the conversation forward around this important concept!

Cross-Functional Uses of CLV

An effective and accessible way to move the needle in your organization is to
not only use the right words about customer centricity but turn them into
broad actions. Specifically, a truly customer-centric firm will seek to
establish a variety of use cases across the organization that demonstrate the
strategic advantages that a focus on CLV (and related predictive analytics)
can provide. This is one of the reasons EA has found such success in recent
years—it actively looks for new and different ways to create mission-critical
applications of CLV. Not only does this help the company maintain a
forward-looking perspective on its business, but it also creates common
ground to evaluate those initiatives across seemingly unrelated functional
areas within the organization.

According to Peter, this was one of his greatest joys in running Zodiac:
Besides the standard acquisition/retention/development use cases (e.g.,



determining which email to send to which customer at which time), many
clients would dream up new use cases that Peter and colleagues hadn’t
thought of themselves. Examples include salesforce
compensation/incentives, new product evaluation (based on the CLV of
customers who try it), promotional campaign evaluation, and providing
guidance to research and development teams to help them dream up
products that will best appeal to high-value customers. And of course there’s
the idea of customer-based corporate valuation to win over the finance and
accounting staft.

In general, it is essential to get cross-functional buy-in for customer
centricity (or any strategy) to succeed, and there is no better way to do so
than to make its incentive compatible for as many employees as possible to
embrace CLV and begin to work with each other to best leverage it.

Metrics That Reflect Customer Equity

The leading customer metric used by businesses today is Net Promoter
Score (NPS). Although many academics dislike its simplicity (compared
with much more elaborate measures that countless professors have conjured
up over the years), we really like the fact that by taking the difference
between the fraction of “promoters” and “detractors,” NPS celebrates
heterogeneity. As we have said countless times in these pages, the spread
across customers is at least as interesting and important as the average.

So, in this sense, NPS is a natural starting point to get senior executives
to understand and appreciate customer centricity, but it might not be the
“ultimate” metric, as Fred Reichheld suggested when he wrote his hugely
popular book and other publications on the topic.”

Nevertheless, tapping into the spirit of NPS, we want to see firms adopt a
broader set of metrics that directly or indirectly reflect customers’
propensities to be acquired, buy repeatedly, maintain the relationship, refer
others, respond to the right messages, and so on. We know these
propensities are latent and deeply intertwined, making efforts to study them
more complex and error prone. We believe that by starting with the true
ultimate metric—corporate valuation—then working backward to CLV and
its underlying components, more clarity can be brought to the important



decision of which metrics to rely on to evaluate and communicate the
effectiveness of a customer-centric strategy.

Most firms are in the very early stages of using these metrics internally
(we'll get to external uses in a moment), so it’s important to take these first
steps in a careful manner. In some of his aforementioned work with Dan
McCarthy on customer-based corporate valuation, Peter has looked at
various metrics that firms occasionally report (sometimes informally, other
times in more formal financial statements). These include some fairly self-
explanatory metrics such as quarterly total orders and quarterly active users,
as well as some more complex ones, for example, percentage of current orders
arising from repeat-buying customers. It is very important for firms to
understand how these and other emerging metrics relate to CLV (and,
through customer equity, to corporate valuation). First and foremost, this
exercise should be done for internal purposes: Going back to the cross-
functional use cases just discussed, which aggregate metrics to best reflect
the effectiveness of each of these activities? Obviously a firm doesn’t want to
overcomplicate its performance scorecard, but executives will surely need an
array of customer metrics to reflect the different ways that CLV (and
customer centricity in general) is creating value across the organization.

And once these metrics are established for internal usage, it's then time
to win over the external stakeholders, which is our final point in the
manifesto.

Clear Communication with External Partners

Most companies have a major disconnect between the way they strive for
long-run growth and the manner in which they are held accountable by
short-term financial metrics. This is one of the biggest limiting factors of
product-centric thinking, which often puts volume maximization and cost
minimization ahead of other activities (and metrics) that may be more
closely associated with long-term value creation for high-value customers. A
perfect example of this disconnect was covered in the discussion about
“acquisition addiction” in chapter 5: Is a given company growing via healthy,
sustained means where customers are staying and buying repeatedly, or is
the company growing only through newly acquired customers, who then
leave quickly? It’s obvious that a company would want to use the right



internal metrics to diagnose such an issue and take action on it as quickly as
possible. But shouldn’t external stakeholders want to do the same?

We believe that customer centricity can create this kind of natural
alignment to get internal and external stakeholders to agree on metrics that
are helpful for day-to-day operational purposes as well as the evaluation of a
firm’s long-run health. That’s the beauty of focusing on a forward-looking
metric like CLV—it is the right ingredient to achieve both goals. We're
already seeing a number of venture capital firms and even some private
equity shops that use a CLV metric to help in their diligence process for
prospective investments and also to compare the ongoing performance of
their existing portfolio companies. This is a very promising sign and, as
noted earlier, is the main focus of Peter’s new firm (Theta Equity Partners).

Of course, it is very early days for external stakeholders to rely on
customer metrics to do their jobs, but times are changing in this regard, and
we believe that a day will come when external people and firms not only
begin to deeply understand such metrics but also start to demand them.
Who knows, maybe one day the accounting standards agencies in the
United States and other countries will regulate the definition and use of
them. OK, we admit that such a step would be a generation away, at best, but
that shouldn’t stop firms from trying to educate their external stakeholders
about customer-centric metrics and practices now.

In a similar way, Agile took decades to take root and gain widespread
adoption. Even before the 2001 Agile Manifesto was published, there was a
groundswell of activity in the software field that attempted to make existing
practices less burdensome. For example, Scrum’s iterative process was
launched in the 1990s and is now the gold standard for how to enact the
points laid out in the manifesto.”

Agility Leads to Successtul Transformation

Were not going to get into granular detail here about Agile, but it is
worthwhile to take a brief look at how Agile can be adapted to support
developing and implementing a customer-centric strategy. Sprints are a
central mechanism of Scrum, a form of Agile we mentioned briefly above. In
reviewing this methodology, as illustrated in Figure 6.1, sprints look a lot



like gears and cogs, which in practice is how they should work too. At a high
level, sprints

« are short, iterative cycles, where each sprint is composed of a set of
related work tasks that, when complete, will achieve a succinct goal;

« happen sequentially; and

e drive the momentum of future sprints.!®

Directly before a sprint begins, the team comes together with stakeholders
to do sprint planning during the discovery phase. Here the delivery team
defines the tasks of the sprint together, with the goal of making sure that the
work that is delivered can stand on its own by the end of the sprint and be
evaluated and tested at the component level.

The sprint then moves into the design phase, followed by the develop
phase (essentially, the doing the work phases). During this active time, the
team meets daily for a short stand-up, flagging issues for project managers
whose job it is to clear barriers and ensure that the sprint is completed on
time.

Last but not least, the review phase is where the sprint deliverables are
assessed for completeness and quality, usually with stakeholders. Moving
into the next sprint is where the magic of this process happens, because
future discovery phases are informed by those sprints that happened before,
allowing stakeholders to continually check the thoroughness and priorities
of their own requirements against what is coming to life in the delivery.

Adapting this process to develop a customer-centric plan means that
goals of the delivery must shift from the product to the customer in all the
ways we have described in this book so far. Using the Manifesto for
Customer Centricity as a guidepost, and underpinned by an iterative process

like Agile, the plan should

« develop and validate CLV models;

« use profiling based on CLV to improve precision;

 run CLV-based experiments for acquisition, retention, and
development tactics (recall the 2 x 2 frameworks we discussed in
chapters 2 and 3);



« align organizational priorities to maximize value; and
» develop metrics to best capture, measure, and convey the effectiveness
of the program.

To see this approach in action, let’s take a look at the Los Angeles Dodgers,
which followed a similar plan to the one outlined here, and is another
customer centricity success story.

The Los Angeles Dodgers Case: A Home Run for Customer
Centricity

In 2012, when Guggenheim Baseball Management arrived as the new
ownership group for the Dodgers, things were far from perfect. Even though
the Dodgers are fortunate to have a devoted fan base and the second largest
market in the sport, Forbes had listed their revenues back then as tied for
sixth in Major League Baseball.’! The new ownership group got to work
right away on transforming the team and the business, pulling off
blockbuster player trades and investing heavily into the fan experience at
Dodger Stadium. With an eye toward building for the future, they have also
been among the most aggressive sports franchises to develop analytics
functions on and off the field.

Royce Cohen, now vice president of business development and analytics
for the Dodgers, is fanatical about two things: baseball and data.!?> If there
were a sequel to Moneyball—but this time centered around customer stats
rather than player stats—there’s no doubt Cohen’s story could easily be the
main theme. These joint passions led him to intern twice for the San
Francisco Giants during college, and then after graduation to take a position
with Major League Baseball in analytics. A few short years later, he landed
his dream position with the Los Angeles Dodgers, where he has risen
quickly through the ranks.

When Cohen joined the team in 2014 and looked around for
opportunities to improve the business, he was struck by the absence of an
enterprise CRM, and that ticket sales were mostly managed using Excel.

On the bright side, the lack of sophisticated business intelligence systems
presented opportunities for the Dodgers to build an analytics stack from
scratch in a way that was system agnostic. Cohen shared in a recent



conversation that “this forced us to think about the problems we want to
solve with data in a way that isn’t dictated by the system we want to work in”

One of the earliest projects for the business analytics team was an
ambitious CLV segmentation study. While the data teams at most baseball
organizations were leaning on the observable characteristics of their
customers, like personas and demographics that we warned against in
chapter 2, Cohen believed strongly in the approaches Peter was proving out
in study after study about CLV. Unfortunately, this first attempt wasn't the
smashing success Cohen had hoped it would be because he and the team
faced a myriad of challenges relating to limited historical data about
customers. But they persisted in this vein, building out the data warehouses,
analytics, and other business intelligence infrastructure that were required
to model CLV effectively, and now with five extra years of rich customer
data, they have been able to realize their original vision.

As Cohen explains, the business of ticketing is commonly summed up by
three questions: “How many tickets will sell? At what price? And in response
to which promotions?” He has been on a mission to add a fourth question:
“To which customers?”

Once you have reliable models that accurately reflect the heterogeneous
makeup of your customers—which the Dodgers now have and rely on—it’s
easier to analyze these tightly linked questions in integrated ways, and thus
better understand the varying propensities of your customers with respect to
buying and price points.

In practice, confidence in these models has translated into numerous
innovations for the Dodgers’ various acquisition, retention, and
development tactics. For instance, this year they launched a new two-tiered
early season ticket renewal offering. The first tier is aimed to further develop
the value of their longest-standing, highest-paying customers who are
proven to be loyal, less price sensitive, and thus happy to pay extra for their
season tickets in exchange for a number of desirable benefits (like batting
practice on the field and deals at the concession stand). On the other hand,
the second tier skews more heavily to season ticket holders who have had
seats for less than 10 years and may be paying a lower-average price per seat.
For this tier, the main additional perk is offering the same price for the
following year, making this more of a retention play.



Figure 6.2. Revenue of the Los Angeles Dodgers, 2001-2017
(millions of US dollars)
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Source: “Revenue of the Los Angeles Dodgers (MLB) from 2001 to 2017 (in million U.S. dollars),” Statista,

www.statista.com/statistics/196665/revenue-of-the-los-angeles-dodgers/, accessed August 10, 2018.

The results of the Dodgers’ improved business strategies are best reflected
in the numbers. In the past five years, the team has doubled revenues,
moving up to second place in the earnings leaderboard for the league, as
illustrated in Figure 6.2.1%

Even more remarkable, as the Dodgers improved the scalability and
robustness of their CLV models, and saw the impressive rise in revenue as a
result, they realized that they had developed a winning approach that can be
transferred to any business. This realization led them to launch the Global
Sports Venture Studio, a platform that aims to “help partners tap into
innovation by understanding relevant technologies, business models, and
consumer behaviors—and the ways in which they overlap.”'** With more
than 30 portfolio and partner companies to date, this new venture will very
likely prove to be a viable business model for many years to come.

Chapter Summary

* You can leverage an iterative, best-practice framework to help you
create a transformative plan for a customer-centric strategy. The Agile
methodology is especially apt for this process.



o The Manifesto for Customer Centricity—based on the Manifesto for
Agile Software Development—celebrates customer heterogeneity,
cross-functional uses of CLV, metrics that reflect customer equity, and
clear communication with external stakeholders.

« Drawing on Agile or another iterative, best-practice framework will
help leaders regularly collect and analyze performance data during a
customer-centric transformation, provide opportunities for consistent
and transparent communication, and gain buy-in across the
organization.



Conclusion

Customer Centricity from Concept to Playbook
to Action

Although Peter’s first book was titled Customer Centricity: Focus on the Right
Customers for Strategic Advantage, his working title while writing the book
was “Customer Centricity: What It Is, What It Isn’t, and Why It Matters”
That language reflected the fact that it was written during the early days of
customer-centric thinking; the key objective at the time was simply to get
managers to understand what those words mean and how they differ from
product centricity. We've had to repeat some of those initial lessons here,
naturally, but for the most part we've assumed that you now understand and
appreciate what customer centricity is (and isn't), and instead are much
more interested in getting such a strategy off the ground. That's why we
chose to call this book a “playbook” You need to get moving with specific
tactics instead of waiting on the sidelines and contemplating when (or even
whether) to get in the game.

We're pleased to see that the business world has learned a lot in the years
since Peter’s first book came out. It's much easier to find successful case
studies of customer-centric companies, or at least serious efforts toward
customer-centric transformation that are now under way. Countless
companies are in the early stages as they set up the right data infrastructure
and organizational components and embark on the specific marketing and
operational tactics that we have outlined here. A quick reread of that earlier



book makes this contrast clear: Peter highlighted five companies
(Nordstrom, Apple, Starbucks, Costco, and Walmart) that were often
regarded as customer centric, but he pointed out why they failed to meet the
specific definition that he proposed, which we have shared in chapter 1.
Peter is now the first to admit that all five of them have made some excellent
strides in this direction over the years since he laid out his initial doubts
about their true commitment to customer centricity.

But there are no guarantees here. Simply following a playbook doesn’t
ensure long-term success. Of course we want to end our book on a
constructive, positive note, but before we do, it is useful to review the stories
of customer-centric “heroes” that encountered some bumps in the road.

Two Cautionary Tales

Two of the most highlighted companies in Peter’s first book were Harrah’s
(the casino chain that, through its customer-centric success, merged with
and took the name of Caesar’s Entertainment) and Tesco (the UK-based
grocery chain). We won't repeat the original stories here, but both rose
through the ranks of their respective industries by embracing customer-level
data, celebrating heterogeneity, and aligning many of their activities around
the creation of value for their most valuable customers. They became the
envy of all firms in both sectors and the subjects of many business school
case study discussions.

However, in the years since they found world-class success by
epitomizing customer-centric brilliance, both have stumbled for a variety of
reasons. One reason in both cases is that the competition didn’t simply sit by
and allow Caesar’s and Tesco to run away with their markets. Instead,
competitors started to emulate some of the successful strategies and tactics
that they had been observing and used their deeper pockets (which
originally drove Caesar’s and Tesco to differentiate themselves by moving in
the customer-centric direction in the first place) to beat out focal firms at
their own game. Additionally, both “doubled down” on their success with
ambitious expansion plans that led to some financial distress.

But these are merely cautionary tales, not failure stories. Both firms are
doing reasonably well today, even though they are no longer achieving the
meteoric success (or receiving the endless respect from customers, investors,



and competitors) that characterized them around 2011. Times change, and
strategies and tactics must change along with them.

This is where the “playbook” idea comes in: In any sporting event, it is
not enough to run a successful series of plays and then to declare victory.
Competitors adjust, game conditions change, and the apparent “magic” that
accompanied the good run seems to evaporate. That’s why it’s essential to
think several plays ahead, to anticipate that tactics will have to shift as part
of a forward-looking strategy. Tomorrow’s focal customers might be a
different group from todays, or the effectiveness of certain acquisition
channels might change because of oversaturation or changes in costs (owing,
perhaps, to your own past successes in those channels). Even the companies
that we praised at the outset of this book (EA and Best Buy) will eventually
stumble, but we hope that they will have thought enough about these
inevitable dynamics that they will be prepared to adjust as needed.

From Playbook to Action

Even though a playbook is more action-oriented than a strictly conceptual
overview, it is still just a series of plans. Yes, it's more concrete and tactical,
and (as just mentioned) it should prepare you for some unexpected changes
in the marketplace. But at some point, it’s time to stop planning and to start
doing. There is no better way to learn about the best future plans than to see
what actually works and what doesn't.

Obviously, this applies to customer centricity as much as any other
endeavor in life—maybe even more so, because it is such an unfamiliar way
of doing business for so many firms. This is where a good simulation comes
in. We are both strong advocates for using a well-designed simulation for
learning purposes: Peter frequently uses business simulations as a
compelling experiential teaching device in his classes, and Sarah’s main role
at Wharton is to develop them and help faculty be as effective as possible by
using them.

As we noted earlier in the book, we collaborated to develop a new
simulation for one of Peter’s courses. In many ways, that experience
catalyzed the thought process for this book, but its also interesting to
understand how the pedagogical role of the simulation itself has also
changed over the years of its development. As noted earlier, the sim used to



be a “capstone” exercise, coming at the end of Peter’s course, intended to tie
together all the concepts and lessons that he had covered over the semester.
But, more recently, we have found even greater success by leading with the
sim instead of using it as a wrap-up exercise. Let’s throw participants right
into the water and teach them to swim in real time—albeit in a simulated
environment where no one can actually drown. There is a lot to be said for
letting experience drive the creation of future plans. At the end of the game,
participants are eager to learn, and they have a much greater contextual
appreciation for the kinds of details that we have laid out in the pages of this
book. There really is a lot to be said for getting to action very quickly, and
letting actual (or simulated) experience drive the creation of future plans.

We don’'t want to suggest that this book is the final word on this topic—
quite to the contrary, there is much more to be learned and shared about the
right ways to approach customer centricity. The strategy has to be a living
process, one that is continually tested, verified, and improved. At the same
time, we believe the world has reached an important step in this evolving
process. Early success stories have matured, new ones are just coming into
view, and the best are likely yet to come. One day, customer-centric
strategies will be seen as standard options in the business world, not as
radical departures from today’s omnipresent product-centric thinking.

In the preface to this book, we used the metaphor of Michael Phelps to
convey the idea that good customers are basically born good. However, we
can describe a specimen such as Phelps all day long, and some readers will
still be (rightfully) skeptical about whether those physical attributes alone
will translate into world-class speed in the pool—or, in the case of
customers, a high CLV. The bottom line is this: You just have to find and
watch your customers in the water to find out. We can motivate you, help
you plan, lay out contingencies, and so on, but at some point, you have to
just start the work. For customer centricity, that time is now.
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