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How ValuablelsWord of Mouth?

Key ideas from the Harvard Business Review article By V. Kumar, J.
Andrew Petersen, Robert P. Leone

The ldeain Brief

Your most valuable customers are those who buy the most, right? Not necessarily. According to
Kumar, Petersen, and Leone, your most valuable customers are those whose word of mouth brings in
the most profitable new customers, regardless of how much they themselves buy.

What accounts for this counterintuitive phenomenon? High-purchasing customers who say they'l
recommend your firm to others often don't bother.

How can your company encourage customers to make profitable referrals? The authors' technique
enables you to segment customers into four types: those who buy a lot but are poor marketers for
your firm; those who don't buy much but are strong marketers; those who both buy and market well;
and those who do neither well. Armed with that data, you can tailor your marketing efforts more
precisely to boost each customer's total value to your firm.

The Ideain Practice
Kumar, Petersen, and Leone recommend this process for improving your marketing ROI:

Calculate Each Customer's Lifetime Value

A customer's lifetime value (CLV) is an estimate of how much that customer would spend on your
company's offerings if he continued purchasing at the current rate for some designated future period,
minus the cost of marketing to him.

Calculate Each Customer's Referral Value

Each existing customer's referral value (CRV) includes an estimate of the lifetime value of any
type-one referrals--people who would not have become customers if they had not been referred.

In calculating CRV, you also must include the value of type-two referrals--people who would have
become customers anyway, without the original customer's referral. The value of a type-two referral is
the savings in the cost of acquiring the new customer, since no direct marketing effort was needed to
get him.
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Segment Customers Based On CLV and CRV

Since a high customer lifetime value doesn't necessarily predict high referral value, segment
customers based on how they measure up on both forms of value. Champions, who are both
excellent buyers and marketers; Affluents, who buy a lot but don't market well; Advocates, who don't
buy a lot but are strong marketers; and Misers, who neither buy much nor market well.

Target Y our Marketing Strategies by Segment

Your Champions are already producing maximum value; here's how to boost total value for the other
segments:
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