EXECUTIVE SUMMARY

CMOs increasingly come under pressure to show the positive impact of their marketing
activities on company performance. To demonstrate this impact, they require models that link
customer metrics to shareholder value. Similarly, investors and financial analysts that regard
customers as the most important assets of a company have a great interest in the link between the
value of these customers (current and future, as captured by customer equity) and shareholder
value. Establishing this link would give them an alternative approach to company valuation that
could circumvent many of the shortcomings in existing valuation approaches.

Existing models that link customer metrics to shareholder value disregard financial
metrics, in particular companies’ debt and non-operating assets. This article details how debt and
non-operating assets introduce a leverage effect with potential consequences so severe, that not
only investors and analysts, but also CMOs must be aware of it. The average leverage effect in
more than 2,000 companies across 10 years is 1.55, which indicates that a 10% increase in
customer equity is amplified to a 15.5% increase in shareholder value. For the CMO of the
average firm, this means that ignoring the leverage effect would lead him to underestimate the
impact of marketing efforts on shareholder value by 55%. For investors and financial analysts
looking at the average firm, failing to include the leverage effect leads to a substantial
overestimation of SHV by 35% on average.

This article develops a new theoretical framework for customer-based valuation,
grounded in valuation theory, which is flexible enough to encompass various existing customer

equity models, and whose performance should encourage the adoption of CBV as a decision-



making tool in the financial community. Moreover, this article applies this framework for
customer-based valuation to two companies in the media and telecommunications industry
(Netflix and Verizon) over six years to analyze the influence of customer and financial metrics
on SHV. The results show that it predicts market capitalization well and that longer time
horizons seem more appropriate for calculating customer lifetime value or customer. The
findings also challenge previous notions about the dominant effect of the retention rate and
underline the importance of predicting the number of future acquired customers for a company.
For companies whose value is largely driven by customers, information about their customer
management activities and the corresponding customer metrics are material. We advise such
companies to disclose their customer metrics to ensure their adherence to existing legal

requirements and reduce information asymmetry.
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