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Return on Customer™"

Peppers and Rogers Popularize an Important Concept

By Patricia B. Seybold, CEO and Sr. Consultant, Patricia Seybold Group

IMPORTANT SUMMER READING

Peppers and Rogers’ New Book

I’'m recommending Don Peppers’ and Martha
Rogers’ new book, Return on Customer,' to my cli-
ents this summer. It’s a seminal book—one that will
no doubt catch on. It addresses a really important
subject: how to make customer value (the value of
customers to your firm) a core business and strategy
driver, if not THE core business driver.

It’s a good book to hand to your executives to
make your case about the value of pursuing your
customer initiatives. Whether your executives read
the book or not, the message that there’s a tangible
financial “return on customers” to your cash flow, to
your bottom line and in the eyes of your investors, is
one that executives are (finally) ready to hear.

Frankly, my heart sank when I received my ad-
vance copy of this book—graciously sent to me at
my home along with a cover note from Martha and
Don. I realized right away that Don and Martha had
managed to crystallize and brand a set of concepts
that I had promulgated too early—before the market
was ready—and that they had done so with a memo-
rable title—one that would make this book a re-
quired pass-along read among business execs.

Then I realized that in this well-researched and
well-footnoted book, there wasn’t even a nod to my
earlier book, The Customer Revolution,” in which I

" Don Peppers and Martha Rogers, Return on
Customer: Creating Maximum Value from Your Scarcest
(Random House, 2005),
http://www.returnoncustomer.com.

? Patricia B. Seybold, with Ronni T. Marshak and Jef-
frey M. Lewis, The Customer Revolution: How to Thrive
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had introduced the concepts of the Customer Econ-
omy, customer capital, customer momentum, cus-
tomer franchise, and the Customer Value Index.

Yet, Peppers and Rogers captured all of those
ideas in a single, catchy, easy-to-remember concept:
“Return on Customer.” They may have published
four-and-a-half years later, but now executives are
more willing to hear this message (in the post Sar-
banes-Oxley era). And Peppers and Rogers devoted
an entire book to the concept, not a single chapter. In
short, they did a much better job than I did.

Why do I think this is the right way to think
about your Dbusiness? When [ published
The Customer Revolution in 2001, 1 was already
convinced that companies needed to begin calculat-
ing and reporting their customer lifetime value—
their customer capital—as well as making explicit
the calculations they used to project future cash flow
and earnings based on projected income from future
customers. After all, I reasoned, since all operating
profits and cash flow come from the money your
customers spend with you, shouldn’t investors know
what the basis for your projections are? Among the
things I didn’t do was to offer specific formulas for
calculating customer lifetime value. Peppers and
Rogers do offer several examples of hypothetical
LTV formulas throughout their book.

I’'m glad that this book will garner attention and
galvanize discussion. It’s worth investing the time to
read it. There’s good advice here. Don and Martha
wrestle a number of difficult concepts to the ground.

When Customers are in Control (New York: Crown Busi-
ness, 2001).

Customer Scenario and Customers.com are registered trademarks and Customer Flight Deck and Quality of Customer Experience (QCE) are service marks of the
Patricia Seybold Group Inc. * 210 Commercial Street, Boston, MA 02109 USA « www.psgroup.com * Unauthorized redistribution of this report is a violation of copyright law.
Return on Customer and ROC are Service Marks of Peppers & Rogers Group, a division of Carlson Marketing Group, Inc.
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THE RETURN ON CUSTOMER EQUATION

Return on Customer can be calculated as follows:

roC - Zit ACE,
CE,,
Where 7, = Cash flow from customers during period i,
ACE, = change in customer equity during period i, and
CE,, = -customer equity at the beginning of period i.

ROC equals a firm’s current-period cash flow from its customers plus any changes in the underlying customer
equity, divided by the total customer equity at the beginning of the period.

Source: Return on Customer, p. 7, 2005

Hllustration 1. Peppers and Rogers’ Return on Customer equation

What’s the Main Message of Return on
Customer?

ROC Defined. Peppers and Rogers offer a Return
on Customer equation (Illustration 1). “ROC equals
a firm’s current-period cash flow from its customers
plus any changes in the underlying customer equity,
divided by the total customer equity at the beginning
of the period.””

Whether or not you can turn this ROC equation
into something you can actually track is still a bit
questionable. I would have preferred a somewhat
simpler barometer—something that all companies
could do easily and all investors could agree on as a
useful basis on which to project future earnings or
future cash flow.

How is customer equity defined? Peppers and
Rogers define it as “all the lifetime values of a firm’s
current and future customers.” How do they define
customer lifetime value? As “the net present value of
the future stream of cash flows a company expects to
generate from the customer.” (They then go on to
say that whether you use earnings from customers or
cash flow from customers is essentially irrelevant;
they discuss the pros and cons of the two approaches
in an appendix.)

* Return on Customer, Op Cit., page 7

A Customers.com” Research Service

I agree with Peppers’ and Rogers’ definition of
customer equity. It’s the same concept I described as
“the value of your customer franchise: the dis-
counted net present value of the earnings from your
current and future customers.”

Why Does ROC Matter to Your Business? The
main message of Peppers and Rogers’ book is this:
run your company to maximize the value of your
customer portfolio. “Reconciling the conflict be-
tween current profit and long-term value is one of
the most serious difficulties facing business today,”
they explain. “The most important and overriding
financial goal for any management team should be to
push the ROC speedometer to its limit, because by
doing so they will be maximizing the value being
created by their firm. A more ROC-efficient com-
pany will not only harvest current profits, but it will
tend to conserve and replenish its stock of customer
equity as well.” This is excellent advice!

Why Does ROC Matter to Investors? In their
“Open Letter to Wall Street” at the beginning of the
book, Peppers and Rogers make the same argument [
made almost five years ago: They say, “What if you
could hold businesses accountable today for all the
future value they had to use to make up today’s
numbers? You need a workable means to measure
the fotal value a business creates or destroys with its
actions. Return on Customer is that metric.”

© 2005 Patricia Seybold Group » Unauthorized redistribution of this report is a violation of copyright law.
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I said, “What investors really care about (and you 2. When companies don’t treat customers as a
should too) is the value of your customer franchise. scarce resource, they focus excessively on the
Your customer franchise is the total present value of short term.
the projected earnings from your current and future
customers....Calculating the value of your own cus- 3. Return on Customer is a balanced metric, fo-
tomer franchise is definitely doable. However, calcu- cused on the scarce resource.
lating the value of some other company’s customer
franchise is difficult because you probably won’t
have enough information to do a very precise calcu-
lation. Calculating customer life-
time value is tricky when you
only have average profits across
aggregated customers, as op-
posed to profits by actual cus-
tomers or by customer segment.
But as companies begin to dis-
close more complete customer
information, we expect that
someone in the financial com-
munity will come up with a

4. Taking the customer’s perspective is the first
step to drive ROC up.

5. Maximizing ROC requires
treating different customers

The most important and differently.

overriding financial goal for
any management team should 6. ROC creates better leverage
be to pus h the ROC for your competitive strategy.
speedometer to its limit, 7. Success not only requires
because by doing so they will
be maximizing the value being

your CEQO’s active support
and advocacy, but it also re-
quires your shareholders to

clever ‘back of the envelope’
formula that will help investors
calculate customer value in a
way that makes it easy to com-
pare and contrast a customer
value index to the current meas-
ures of P/E ratios and market
capitalization.” That’s precisely

created by their firm. A more
ROC-efficient company will not
only harvest current profits, but
it will tend to conserve and
replenish its stock of customer
equity as well.” - Don Peppers
and Martha Rogers

buy in as well.*

Chapter 13: Managing Port-
folios of Customers to Build En-
terprise Value is the next most
important chapter to read. This is
the meatiest chapter of the book,
with three specific company ex-

what Peppers and Rogers have

amples. Essentially, Peppers and

attempted to do by popularizing
the notion of Return on Customer. Their ROC for-
mula is the formula I was seeking. Will it catch on?
I’m hopeful. It may take more time than my original
five-year prediction (now five years old!). At the
very least, Return on Customer will probably be-
come required reading in most business schools.
That’s a good start.

What Are the Most Important Parts to Read?

I recommend beginning by reading the last chap-
ter of the book, Chapter 14: Who Moved My ROI?
In it, Peppers and Rogers summarize the seven prin-
ciples of ROC that are buried elsewhere in the book:

1. Customers are a company’s scarcest resource.

© 2005 Patricia Seybold Group * Unauthorized redistribution of this report is a violation of copyright law.

Rogers recommend that you as-
sign customer portfolio managers for each group of
customers. These customer portfolio managers are
accountable for growing the value of the customers
in the segment for which they’re responsible. They
combine two disciplines: customer value manage-
ment and customer experience management (al-
though Peppers and Rogers don’t go far enough, in
our opinion, in prescribing the importance of the
customer experience management function).

The toughest argument to make to any executives
or investors is that you have a handle on predicting
future earnings or cash flow from current or future
customers. In Chapter 6, Predicting the Future,
Peppers and Rogers summarize the four leading in-
dicators of lifetime value change:

* Return on Customer, page 207

A Customers.com® Research Service
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Lifetime value drivers
Lifestyle changes
Behavioral cues
Customer Attitudes

el S

The chapter provides a useful summary and a set
of examples to stimulate your thinking. Essentially,
you’ll need to build and refine a predictive model.
This chapter is not a “how to” by any means. But
you’ll find the discussion corroborates most of what
you’re probably already doing (or thinking about
doing).

I also recommend reading the appendices and
skimming the footnotes. In appendices 1 through 4,
Peppers and Rogers provide very accessible guid-
ance for non-accounting or non-financial executives
on:

1. Discounting Made Simple. Appendix 1 offers
the basics for calculating the risk of receiving
cash in the future. What they don’t discuss is the
fact that the discount rates should increase the
further into the future you go.

2. Lifetime Value Accounting Issues. Appendix 2
discusses the pros and cons of using fully allo-
cated profit, marginal financial contribution by
customer or free cash flow.

3. Lifetime Value Equations and Examples.
Here, Peppers and Rogers give some basic for-
mulas, discuss the pros and cons, recommend
further resources, and make it clear that your
LTV calculations will be only as good as your
customer data and your predictive modeling ca-
pabilities. This appendix alone should be re-
quired reading for any executive who doesn’t
see the value of investing in customer analytics.

4. The Economics of Customer Equity. This ap-
pendix is weaker. It basically tells you that the
more customer insight you have, the lower the
discount rate you can apply to calculating future
earnings.

A skim of the footnotes will give you a great

overview of most of the related literature and con-
cepts introduced in the book. The fact that the book

A Customers.com® Research Service

is well-researched is important for your credibility as
you pass it along.

What’s Useful and What’s Redundant?

Most valuable are the discussion of customer
portfolio management and the exhortation that you
need to convince your executives and your investors
that managing by and for customer lifetime value is
the most important star by which to steer the corpo-
rate ship. The myriad of anecdotes and examples
help liven up the book.

However, most of the rest of the prescriptive ad-
vice in the book—how to deal with corporate culture
change issues, how to take the customers’ perspec-
tive, how to get into a learning relationship with cus-
tomers, how to drive your company’s strategy from
your customers’ real needs—are handled better by
other authors and even by Don and Martha in their
other books.

For example, Peppers and Rogers never really
address the issue of how to determine what really
matters to each group of customers, and how to con-
tinuously improve and monitor the results. That’s
the topic I treated at some length in The Customer
Revolution, in which I provided detailed case studies
of 12 companies’ journeys, as well as examples of
customer experience and value measurement score-
cards (our Customer Flight Deck®™).

What’s Missing?

We were hoping to find more and better case
studies. The book is woefully weak in providing
concrete examples of real companies that have man-
aged by and for customer value. Peppers and Rogers
use anecdotes. They cite others’ case studies. They
provide sanitized examples (with no company
names). They provide hypothetical examples which
are a bit too generalized to be useful. And they do
provide a few discussions of actual companies
(Boise Office Solutions, CIBC, Hannover Life)—but
without enough detail to provide real insights.

What Actions Should You Take after
Reading This Book?

You should have a stronger sense of purpose and
renewed commitment after reading Return on

© 2005 Patricia Seybold Group * Unauthorized redistribution of this report is a violation of copyright law.
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Customer. 1t’s always comforting to know that oth-
ers are slogging down the same trail that you are.

The specific actions I suspect most readers will
take (or revisit) are:

1. Educate your executives on the importance of
managing by and for customer value.

2. Segment your customers into customer segments
you can track and manage.

3. Improve your ability to measure customer reve-
nues, earnings, and/or cash flow generated by

each segment (and eventually by each customer).

4. Improve your ability to correlate customer be-
haviors, events and other triggers with customer
spending in order to build predictive models of
future earnings from each customer segment.

© 2005 Patricia Seybold Group * Unauthorized redistribution of this report is a violation of copyright law.

5. Assign a customer portfolio manager for each
customer segment and give each manager the re-
sources and the clout to both grow customer
value and to continuously improve the Quality
of the Customer Experience®" for each customer
segment. We recommend separating customer
experience management from customer value
management because the people you need may
have different skillsets. But, if you combine the
job descriptions we provide for Customer Seg-
ment Advocates’ and VP of Customer Intelli-
gence,’® you’ll have a good idea of what you’re
seeking—whether you combine these into one
role or two (per customer segment).

> See “Customer (and Partner) Segment Advocates,
Patty’s Dream Team: Roles and Responsibilities You’ll
Need for Your Customer-Centric Organization,” Patricia
B. Seybold, September 9, 2005,
http://dx.doi.org/10.1571/0S9-9-04CC.

6 See “VP of Customer Intelligence, Patty’s Dream
Team: Roles and Responsibilities You’ll Need for Your
Customer-Centric Organization,” Patricia B. Seybold,
November 4, 2004, http://dx.doi.org/10.1571/0S11-4-
04CC.

A Customers.com® Research Service



	Return on CustomerSM 
	 
	IMPORTANT SUMMER READING  
	Peppers and Rogers’ New Book 
	What’s the Main Message of Return on  Customer?  
	What Are the Most Important Parts to Read? 
	What’s Useful and What’s Redundant? 
	What’s Missing? 
	What Actions Should You Take after  Reading This Book? 




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


