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Almost any firm can "buy" market share by spending too much to acquire customers. To succeed, however, a firm must decide how much customers are worth, and then use this estimated worth to decide how much they are willing to spend to attract a customer. 

This handout introduces you to important concepts that all firms must consider when estimating customer value, accompanied by a running example. Keep in mind, however, the best approach to estimating customer value will vary across different kinds of firms and products, and requires you to understand the firm's customers and the details of its marketing strategy. The objective of this handout is to help you develop a useful general framework to organize and solve customer valuation problems, not to present a particular approach just to memorize automatically. You should certainly be thinking of ways to improve this general framework when you apply it to particular businesses.

Here, we will begin with a relatively simple approach (I) and then add more sophistication (in II and III). We will study an illustration for Acme Flour Company, which sells flour to bakeries, restaurants, and small food manufacturing firms that use flour in their finished products.

I) Define customer value as profit earned from the first sale to the customer. In this approach, the firm must consider the following issues:

(1) Costs to attract the customer. These are all costs incurred to obtain the first purchase from the customer. Some of these costs include the cost of initial sales calls, advertisements, free samples, direct mail to reach customer, and discounts for the first purchase.

Ms. Smith, a salesperson for Acme Flour, earns a salary of $50,000 per year and spends 20% of her time "prospecting" for new flour customers for Acme. In a typical year she visits 200 new prospects and obtains 50 new customers, who place an average initial order of 1000 lbs. of flour at $1 per pound. She typically gives new customers a 5% discount on the first order. 

Thus the cost to attract an average new customer for Acme Flour is

Salesperson time: ($50,000 * .2) / 50 = 


$200

Discount on initial order: 1000 lbs. * $1 per lb. * .05 =
$ 50

Total costs to attract customer




$250


  




(2) Net contribution margin on first purchase from customer. This is the firm's profit margin after deducting for the cost of goods sold and for all selling and marketing expenses. Note that here it is important not to "double count" any selling and marketing expenses that the firm has already counted under costs to attract the customer.

Acme's COGS for flour are 60 cents/lb., and it costs Acme $15 to process a flour order (not included in attraction costs). Thus, Acme's net margin on the average first order from a new customer is:

Net margin = (1000 * ($1 -$.60) ) - $15 = $385

Thus the value of a new customer to Acme, based on this relatively simple definition, is:

Net margin on first purchase - costs to attract customer = (2) - (1) = $385 - $250 = $135

Next, lets look at a more sophisticated approach to valuing customers.

II) Define customer value in (I), and add the net present value of future profits earned from future sales to the customer. In this approach, the firm must also consider the following issues:

(3) Costs to retain the customer in the future. Unless firms give their customers adequate service they will tend to leave, or at least stop ordering for a while. Customer retention costs can include sales calls to take additional orders and demonstrate new products, catalogs, occasional discounts to show customers they are appreciated, service calls to take care of problems, etc. Acme has calculated that it costs an average of $200 per year to retain an existing customer. Note that to estimate this figure Acme must separate "retention" costs from costs to attract new customers - this is not always easy given many firms' information and accounting systems.

(4) Net contribution margin from future sales to the retained customer over the average customer "lifetime." This represents the sales revenue the firm expects in each period (year, quarter, etc.) from an average retained customer, less the COGS and administrative and selling costs associated with the orders generating that revenue. Here again, the firm should not "double count" costs to retain customers as administrative and selling costs. 

Acme sells an average of 6,000 pounds of flour each year to retained customers at $1 per pound, with an average order size of 500 lbs., and thus an average of 12 orders per year. An average  "new" customer stays with Acme for three years. Acme loses customers because they switch to other flour companies or go out of business. Thus its average annual net profit margin on sales to retained customers is:

(6,000 lbs. * ($1 - $.60 ) ) - (12 orders/yr. * $15 per order) = $2220 / year

Putting (3) and (4) together, we see that Acme's net profit from an average retained customer is (4) - (3), or $2220 - $200 = $2020 per year.

(5) Discount the contribution margin from future sales to reflect the time value of money. Since the firm spends money today to attract customers, but earns much of its profits in the future, it must apply a discount rate to future profits and compute the net present value of those profits. The firm must decide which discount rate to use - perhaps a rate for internal cost of funds.

Suppose Acme uses a discount rate of 20% per year, compounded annually. For simplicity, lets discount all of each year's profits together, rather than on a monthly basis, and assume all profits are earned in the middle of the year. Thus profit from the first year are discounted as if they were earned .5 years from the present, second year profits as if earned 1.5 years from the present, etc. Thus the net present value of the $2020 annual profit Acme expects to earn in each of the next three years is:

First year: 
$2020 / (1 +.2).5  =
$2020 / 1.095  = 
$1844

Second year:
$2020 / (1 +.2)1.5 =
$2020 / 1.315  =
$1537

Third year: 
$2020 / (1 +.2)2.5 =
$2020 / 1.577  =
$1281

Total net present value of future profits:


$4662

Putting I and II together, we see that the net present value of a new customer to Acme with its current marketing strategy = $135 + $4662 = $4797.

III) Additional issues to refine customer value analysis. Although many firms use the approach in I and II, there are some additional issues in estimating customer value that some firms need to consider. We'll try to discuss some of these in class. A few are:

6) Segment customers before computing customer value, rather than looking at an "average" customer. Customers differ in important ways such as average sales revenue per year, cost to attract and retain the customer, the amount of time the customer will stay with the firm, and even in terms of net margin for the products the customer buys. Some customers are worth much more than others, and thus receive highest priority in marketing efforts, but only segmentation will reveal this. 

7) Estimating how much the firm should spend to attract and retain customers. The Acme Flour example treated attraction and retention costs as given, but of course the firm partially controls these costs. Thus it should try to determine the maximum it is willing to spend to attract customers. This helps place guidelines and objectives on the budget for customer attraction and retention activities such as advertising, direct mail, and salesforce "prospecting." It can also help firms determine when it is worthwhile to lose money on the new customer's first purchase (thus (I) is negative) because the estimated NPV of future profits from the customer (see II) is so high.

8) Estimating the relationship between attraction and retention rates and optimal attraction and retention expenditures. To set the optimal budget for these expenditures, the firm needs to estimate how the rate at which it attracts and retains customers depends on the amount of effort (and money) it spends on these activities. For example, Acme will attract more customers if Ms. Smith spends 30% of her time on prospecting instead of 20%, and will retain more customers if it spends $500 per year to retain customers instead of $200. This requires using field experiments, or analyzing existing data on effort and sales, to find the shape and parameters of the "response curve" that describes the relationships between these expenditures and retention rates.

9) Expressing customer lifetime as an "attrition rate" rather than as an average lifetime.  Often firms find that customers tend to leave at a particular attrition rate. For example, if there is a 30% chance that a customer leaves each year, then the probability that the firm retains a customer after one year is 1-.3, or 70%, after two years (1-.3)2 =49%, after three years (1-.3)3=34.3%, etc. Expressing retention as an attrition rate rather than as average lifetime may give a more realistic picture of how customers view their relationship with the firm, and a more accurate estimate of the NPV of profits from the customer.




