
Customer Profitability

This chapter introduces  customer relationship management (CRM) and customer profitability
analysis as  critical financial functions of an organization.  The financial viability of a business
depends on its revenues, and ultimately its customers or clients (collectively referred to as
customers for the rest of this chapter for the sake of brevity). At the end of the day, all the
financial planning in the world is of very little value if there is no revenue. Customers are the
lifeblood of the business. Therefore, it is vital an organization understands the needs of its
customers and their  profitability. Companies will sometimes make the mistake of focusing on
just product profitability and not realizing this is at best a very incomplete picture of the
business. This chapter will also discuss the information systems necessary to maximize the
understanding of this important concept.

Key learning objectives include the reader understanding:

a) The importance of customer profitability
b) Ways to increase revenue and profitability
c) Customer Relationship Management (CRM) systems
d) The difference between customer and product profitability analysis
e) How activity based costing (ABC) and cost drivers work
f) Action steps for unprofitable products and customers

Why Is Understanding Customer Profitability So Important?

Increasing revenue is a typical goal of most business organizations. There are only a few ways
a business can  increase revenue:

● Sell more of the same product to the current customers;
● Sell additional products to the  current customers (cross-selling);
● Sell a more profitable mix of the products (i.e. products with higher gross profit) to the

current customers (up selling); and
● Find and sell to new customers.

Of these, finding new customers is probably the most difficult. It costs valuable time and money
to generate new customers. Think of the advertising and sales activity it takes to identify, contact
and attract new customers. Therefore, customer retention should be a top priority of every
business. To remain competitive and grow the business, it is imperative to keep customers
longer and hopefully grow them into larger  customers. A business should strive to serve each
customer more efficiently and make them more profitable.



In today’s business climate many products are perceived as being commodities, with the
competition between companies occurring more and more in product differentiation and service.
Many times this information and the accompanying cost is not captured in the product
profitability system. Examples of this are warehousing and interest expenses. The situation is
complicated further as technology now allows for market segmentation and individualized
marketing programs.  All of this costs money and requires business intelligence.

Customer Information Systems

Technology makes business information systems more and more accessible to even the
smallest companies today. Besides having a general ledger (accounting) system, more and
more organizations  can afford an Enterprise Resource Planning (ERP) system and a Customer
Relationship Management (CRM) system. The typical ERP system assists in production and
inventory planning while a CRM provides critical information about customers.  The ERP system
should provide at least rudimentary product profitability data.

Even a modest CRM system will track the entire “customer journey” from sales calls to orders to
sales to accounts receivables. It will also provide places to record such information as
conversations with customers, notes made by the sales personnel, credit limits and scheduled
customer contacts.  The goal of a CRM is to efficiently manage the customer relationship from
the company’s perspective and to provide excellent service from the customer’s point of view.
Having this information available from the  CRM increases the possibility of upselling and cross
selling to a customer, two ways to increase revenues.

From Product to Customer  Profitability

The cost accounting system only captures  and analyzes data dealing with the sale of inventory,
called cost of goods sold by accountants. However, this is only one type of cost incurred when
dealing with a customer. A more complete financial information system will include these other
costs when determining customer profitability.   They are directly related to customer profitability
but are not included in the cost of goods sold. Consequently, moving from just understanding
product profitability to understanding customer profitability should be the goal of every business
organization.



With this background,let’s look at a simple example of a customer profitability analysis.

Suppose your  company sells inventory with a cost of $500 to a Customer A for $1,000. The
gross profit on the sale is $500 ($1,000 sales price less the inventory cost of $500), resulting in
a gross profit percentage of 50%!  Surely this must be a profitable customer.  Upon closer
inspection though, Customer A’s profitability is not nearly as big as you might think.  Let’s look at
the selling expenses associated with the sale. The salesmen will receive a 7% commission for
the sale.  If the terms of the shipment are FOB (free on board) Destination, the seller will need
to pay the freight. It is not uncommon for shipping expenses to be 15% of revenue in the United
States.  “Freight out” is considered a selling expense for financial accounting purposes and will
also not be captured in the cost accounting system. Suppose the customer is difficult, and often
“charges back” (takes discounts) of 5% of total sales for various contractual violations such as
quality and shipment issues. Just these three additional costs total to 27% of the sales to
Customer A. The profit on the transaction has not been reduced to $230, or 23% of sales
revenue.

This is still a fairly healthy profit margin but that is not all of the costs we need to consider.  If the
general and administrative expenses of the company are an additional 10% of sales and
interest expense is 5% of sales (generally considered a good number for a well run company)
the pre-tax income is  now just $80. Suppose the company has an effective tax rate of 25%.
The final profit on the sale is $60, or only six percent of total sales.  What started out as a



promising, extremely profitable sale to Customer A resulted in a rather ordinary return on sales
(ROS) of 6% to the owners.

Having a customer profitability system  that takes into account the additional costs beyond the
inventory costs gives management a more accurate picture of the customer relationship than
simply looking at product profitability information.  Having this information allows management to
formulate a plan to increase Customer A’s profitability and maintain a high level of service.There
are several levers management can lean on immediately to try to increase the profitability of
Company A sales.  For example, why is Company A taking chargebacks?   Management could
ask questions such as: Are there quality control issues with the product sold to Customer A?
Could there be a problem with shipments? Secondly, Management could try to negotiate better
terms for the freight costs, increasing profitability.

There are also some longer term solutions as well. Your company should attempt to move
performance evaluation measures from sales to profitability on sales wherever possible. For
example, higher commissions could be paid on higher profit items.  Attempts can be made to
cross-sell and upsell to Customer A.  Achievement of these goals will be recorded and
monitored in the CRM.

Activity Based Costing

The astute reader will note our customer profitability model is not quite correct at this point since
it still relies on the allocation of some general and administrative expenses. Allocating expenses
is often inaccurate since this does not relate the actual expense of each supporting activity to
the  actual customer.

As an example of this premise, let’s take a look at a sales administration function. A company
may have staff members devoted to dealing with such issues as routine customer questions,
processing orders, and coordinating shipment details with the customer. The expense of
maintaining such a department will often be considered an indirect expense and allocated to
customers, most likely  on sales dollars. This can be inaccurate though as a customer who
places one large order rather than making many smaller orders would ordinarily require less
handling and intervention by the sales administration department and therefore should be
regarded as a more profitable customer.

One way to more effectively determine customer product profitability is through the use of
activity based costing (ABC). ABC uses cost drivers to trace costs to cost objects based on
their utilization. The goal is to trace as many costs as possible rather than allocating them.
Companies should try to use fewer and fewer allocations in decision making since an allocated
expense may not be entirely relevant to product pricing considerations.

Suppose in our previous example other selling, general and administrative expenses were
allocated by total sales dollars for each customer. In the case of the sales administration
department, the number of sales orders processed could be a good way to measure utilization



of the department and be considered the cost driver.  If Customer A accounts for 10% of the
total orders processed by the sales administration department, it will be charged that
percentage of the department's annual budget. Note that this could yield a drastically different
customer profitability calculation if Customer A accounts for only 5% of total sales. Moving to
ABC accounting will double the sales administration expense Customer A will absorb.

Cost drivers can be used throughout the organization to trace rather than allocate costs.  The
following table contains just a few examples of how costs can be traced rather than allocated.

Function Potential Cost Drivers

Collection department Past due receivables during the year

Plant maintenance department Hours spent cleaning after the manufacture of
certain products

Purchasing department Number of orders for raw materials

Training department Number of employees

Of course, setting up an activity based costing system is not as easy as it sounds, and a
company may need to get outside assistance in doing this.  ABC has a reputation for being
difficult to implement and requiring tedious amounts of record keeping. However, management
can implement ABC over a period of years, developing the cost driver system over that time
period.  A smaller organization may be able to capture and portray a substantial amount of its
operating costs with as few as thirty cost drivers. The value of doing all of this work is getting
additional information about each customer’s profitability and therefore better decisions about
how to manage customer accounts.

Unprofitable Customers and Products

The Pareto Principle (also known as the 80-20 rules) states 80% of customer profitability will
come from 20% of the customers.  While this is not a hard and fast rule, it does demonstrate
why it is necessary to study each customer’s profitability. After the financial management is
done analyzing the data, suppose a product has been found to be unprofitable. Should it be
discontinued? All things being equal, the answer is yes. However, there are many exceptions to
this rule. First of all, a product can be a loss leader, a product sold at a loss in order to entice
customers to shop for other products. One notorious example of using this strategy is WalMart,
who for years would sell toys at the Christmas season at less than its cost.  WalMart simply
wanted to give shoppers incentive to visit their stores during the Christmas season. In effect, the
loss on sales of toys was really a type of advertising. This strategy was one of the main reasons
why Toy R’us, a major toy retailer, was forced into bankruptcy.  It could not  survive by selling its
products below cost. Another example of the loss leader product is the way pharmacy stores
operate. Traditionally, the pharmacy counter does not contribute very much to store profits.



However, it is located at the back of the store and  customers must walk through the store to
reach the pharmacy counter. They have an opportunity to shop and buy profits with a much
higher profit margin.

Secondly,  each product has its own life cycle. Products are introduced, sales increase, flatten
out and decline over time when they are pushed out by newer products.  In the early phases of
its life cycle, a product may be unprofitable. However, if the expectation is that the product will
eventually become profitable then it should not be abandoned. A third reason not to abandon an
unprofitable product is unused or excess plant capacity. While the sale of the product may not
be profitable under full absorption costing (including direct material, direct labor, and overhead
costs), it may still help defray fixed costs that are part of overhead costs.

Unprofitable customers also present unique challenges.  As was mentioned earlier, finding  new
customers is extremely difficult and costly.  Jettisoning a customer should be a last resort.
Management needs to review such customers on a regular basis to see if there are immediate
actions that can be taken to improve customer profitability. Failing that, management will then
need to see if there are actions that can improve future profitability.  For instance, can prices be
raised or can sales terms be changed to reduce outstanding credit? Finally, management will
need to project if the sales to this customer will increase and/ or  will the sales mix become more
profitable.  Only after such an exhaustive review should such a customer be turned away.

Quiz

1.) One reason why an unprofitable product may not be discontinued is because:
a.) It is the favorite product of the owner of the business
b.) It could be a loss leader used to attract customers
c.) The variable cost  loss per unit will be made up for with the volume of sales
d.) It will  not be included in the customer or product profitability system

Solution:  the correct answer is b.  The owner’s sentimental attachment to the product
should not dictate business practices. Answer c., while heard sometimes is a non sequitur. If
you are losing money per unit additional volume of sales will only increase losses. The sales
price must be at least as great as variable costs for this to be considered.  Solution d. Is clearly
an error.  Hiding your head in the sand by not including an unprofitable product in the product or
customer profitability system is only disguising the problem.

2.) An example of a cost included in the customer profitability analysis NOT included in the
product profitability analysis is:

a.) Bad debt expense
b.) Variable overhead costs
c.) Fixed  overhead costs
d.) Direct labor costs

Solution: The correct answer is a.  Variable overhead, fixed overhead, and direct labor costs
are all manufacturing costs that will be incurred and accounted for in the product profitability
analysis since they are components of the cost of goods sold.



3.) Activity based costing (ABC) uses ______________ to trace costs?
a.) Allocations
b.) Cost drivers
c.) Random selection
d.) Headcount

Solution:  The correct answer is b. ABC is designed to avoid cost allocations because that
often results in distorted cost information. Headcount may be used in certain situations as a cost
driver, but the best answer to the question is cost drivers are used to trace costs.

4.) The software product used to manage customer relationships is:
a.) ERP
b.) G/L
c.) CRM
d.) AI

Solution:  The correct answer is c. ERP is enterprise resource planning and will most often
be used in production. G/L is the general ledger software used in accounting. AI, while
becoming more ubiquitous, is a general term for many types of information systems. Therefore,
Customer Relationship Management (CRM) software is the correct answer.

5.) All of the following are ways to increase revenue except for:
a.) Sell a more profitable mix to the customer base
b.) Sell to more customers
c.) Sell more of the same products to current customers
d.) Maintain current sales levels to customers

Solution:  The correct answer is d. Maintaining current sales levels to customers means there is
no sales growth.  This generally is  an unsatisfactory situation for most companies as sales
revenue would stagnate.

6.) The most difficult way to increase revenues is generally:
a.) Sell more to new customers
b.) Sell a more profitable mix to the current customer base
c.) Sell more of the same products to current customers
d.) Find and sell products to new customers

Solution:  The correct answer is d. Finding new customers is probably the most difficult way to
increase revenue. This is why current customers must be cherished and efficiently serviced.

7.) A loss leader product is:
a.) One sold for a large profit margin
b.) One sold for a normal profit margin
c.) One sold  with a negative profit margin with the hopes of generating additional

sales.
d.) One sold with an excessive profit margin



Solution:  The correct answers c. The loss leader product is sold at a loss with the hope of
attracting sales of other products.  Examples of this are how WalMart used toy sales during the
holiday season and pharmacy sales.

8.) A customer profitability system will include the following costs:
a.) Cost of goods sold
b.) Direct selling cost
c.) Warehousing costs
d.) All of the above

Solution:  The correct answer is d. The product profitability system will always include cost of
goods sold information but may not include direct selling costs and warehousing costs.  These
are examples of costs that must be captured to calculate customer profitability.

9.) Full absorption costing of inventory includes:
a.) Direct costs only--direct labor and direct materials
b.) Material costs only
c.) Direct labor, direct materials and overhead costs
d.) Overhead costs only

Solution:  The correct answer is c.  Full absorption costing includes direct costs plus overhead
costs.  The calculation of overhead costs is often done through allocations or through activity
based costing, the better of the two alternatives. Organizations should strive to implement an
ABC costing system.  Answer a.  describes prime or direct costs.

10.) Smaller organizations can often capture relevant information about customer and
product profitability with as few as ____________ cost drivers?

a.) Ten
b.) Thirty
c.) One hundred
d.) Three hundred.

Solution:  Smaller organizations may capture critical information about product and customer
profitability with as few as thirty cost drivers. Obviously the more sophisticated the organization
and the greater the number of products the more cost drivers will be required.  ABC accounting
(and determining the cost drivers) can be developed and refined over time to reduce the cost of
implementation and stress on the organization.

Solved Examples

9.1 The customer profitability  system reports the following for Customer B:

Total sales $1,000,000
Cost of good sold 400,000
Product advertising 100,000



Sales commissions are 5% of total sales. Customer B will “chargeback” (take discounts of 3%)
of sales.  Customer B also demands your Company keep $100,000 of safety stock inventory
available at all times. The annual carrying cost of inventory is 10%. Customer B takes shipment
of its inventory four times of even amounts throughout the year.  How profitable is Customer B?

Solution:

The gross profit on the sales is $600,000 (Sales of $1 million less the cost of goods sold of
$400,000).  Your company has contractually agreed to provide $100,000 in advertising to
support the sale of the product by Customer B. Additional deductions are the sales commission
expense of $50,000 and the discounts taken (chargebacks) by Customer B of $30,000. The
most difficult part of the computation is the inventory carrying costs. Since the cost of goods sold
for the year is $400,000 and Customer B takes four shipments during the year, your company
will need to have $100,000 of inventory available for each shipment date. Assuming this
inventory is being built evenly throughout the quarter, the average inventory on hand for the next
shipment will be $50,000 plus the safety stock of $100,000 the customer requires you to have.
Therefore, on average the carrying cost of Customer B’s inventory is $15,000 (The average
inventory of $150,000 times 10%). Therefore, the business relationship with Customer B will
produce a profit of $405,000 for the year (Gross profit of $600,000 less advertising of $100,000;
sales commissions of $50,000; sales discounts of $30,000 and inventory carrying costs of
$15,000.)  Therefore, even though the customer takes sales discounts the relationship appears
to be a highly profitable one.

Nevertheless, one can’t be too complacent with this situation. Taxes, which are not considered
in this example, can reduce overall profit and consequently cash flow considerably. Additionally,
studies have shown inventory carrying costs can be as high as 30% in the current business
climate, further reducing profitability.

9.2  If you were responsible for the financial management of your company, how would you
review Customer B?

Solution: While Customer B is certainly profitable, there are several factors requiring   immediate
attention.  First, why does Customer B require such a large safety stock of $100,000? Second,
what is the reason for the discounts?  Are they the result of operational issues such as late
shipments, shipments to wrong locations etc.? The CRM system would be a good place to start
this study.  Records of client meetings and contacts might provide a reason for these leakages
in profitability. Hopefully the information contained there will assist in diagnosing and correcting
the problem as well as providing a roadmap for future sales to the customer.

Practice Exercise

Calculate the profitability of Customer C, based on the following information:

Sales to Customer C:               $5,000,000



Gross Profit percentage 50%
Commission rate 5%
Sales discount rate 5%
Traced overhead cost 10%
Income tax rate                                 25%

Solution:

To calculate the gross profit rate begin with  sales of $5,000,000 less the cost of goods sold of
50%.  Notice in this problem the gross profit percentage was a given, so the cost of goods sold
was a calculated number.  However, there is a further adjustment in this case. There were sales
discounts of 5% of gross sales or $250,000. This number must be deducted from the gross
profit. Please note these were not returns which would have resulted in a mitigation of the loss
since the inventory would have been returned.  In this case Customer C kept the inventory and
negotiated a lower price.  Therefore, the gross profit was $2,250,000  (Sales of $5 million less
the cost of goods sold of $2,500,000 less the sales discounts of $250,000).

From this number, the following are also deducted:
● Commissions of $250,000
● Traced overhead costs from the ABC of $500,000

The pretax income from Customer C is $1,500,000 (Gross profit of $2,250,000 less the
additional costs above.)  Assuming a 25% tax rate, Customer C produced overall profits after
tax of $1,125,000.

Chapter Summary

● Customers are the lifeblood of a company. Servicing customers and finding new
customers should be a top priority of any business.

● The goal of any customer relationship is to grow the relationship and make it more
profitable.

● Customer profitability analysis is becoming increasingly more important in order for a
company to be competitive.

● Cost accounting provides the information necessary to calculate gross profit on sales.
However, this is only half of the profitability analysis.  Selling, general and administrative
expenses will also  heavily impact profitability. A customer profitability system will
account for these expenses.

● Costs should be traced as much as possible through activity based costing rather than
being allocated to customers and to products.  Allocated expenses are often not relevant
to the decision making process.

● Relevant and timely Information is crucial to successful customer management. A
customer resource module (CRM) is a necessary part of the information system in the
current business environment.  It also can be the starting point  for a customer
profitability system.



● Should the business relationship with unprofitable customers be terminated? This drastic
step should be the last resort only after corrective actions have been diagnosed and
attempted. Management will also need to consider such things as the future growth in
sales, sales mix, etc.


