
Managing Customer
Profitability
Determine which customers are most valuable to
your organization,

by Marc J. Epstein, Michael Friedl and Kristi Yuthas

All people may be created equal, but the same can't be said for
customers. Everyone knows that some customers are more prof-
itable than others. Conversely, some are dovmright unprofitable.

Knowing which is which is the all-important question.

Despite enormous variations in profitabil- viding them with, pricing and service lev-
ily, many companies continue unprofitable els identical to those received by the most
relationships with customers, often pro- profitable ones. Why? In most cases, com-

panies simply do not know who the un-
profitable customers are. As such, they
cannot develop marketing strategies or
manage costs accordingly.

Companies don't necessarily need a
state-of-the-art database or analytics
technology to improve customer prof-
itability. Rather, they can follow a com-
prehensive approach for measuring and
managing customer value called the
customer value management cycle (see
Exhibit 1). Because of their unique qual-
ifications and abilities, financial man-
agers should take the lead in translating
analysis to action and creating the cul-
ture of value.

The customer value management cycle
has five recurring steps.

To demonstrate the concepts through-
out this article, the customer value man-
agement cycle is applied to a fictitious
company called Sagu Systems. Abrief de-
scription of Sagu Systems is as follows:
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Sagú is a software cotnpany located in
Chicago. Us prltnary product, SaguNet-
work, is performance monitoring software
for corporate networks. Sagu currently
sells SaguNetwork and related cotisulting
services to clients. The market for per-
formance management software is ex-
panding rapidly, and Sagu is pursuing an
aggressive growth strategy. In an effort to
maintain profitability through the growth
period, the board of directors has man-
dated that Sagu analyze the profitability
of its customers.

STEP 1 ; MANAGE CUSTOMER
SEGMENTATION
Customer segmentation refers to the
process of dividing customers into groups
for decision-making purposes. Segmenta-
tion allows the company to provide dif-
ferential advertising or value propositions
to different customer groups. Segments are
often determined on the basis of customer
similarities, such as personal characteris-
tics, preferences or behaviors. Ideally, seg-
ments should correlate to behaviors that
drive customer profitability

Segments are continually redefined as
the process repeats and customer under-
standing is refined. For many companies,
segments support marketing. Customers
can be grouped based on marketing-re-
lated characteristics such as expected re-
sponses to advertisements or expected

Exhibit 1 The Customer Value
Management Cycle

1. Manage
customer
segmentation

5. Manage
customer
profitability

2. Measure
customer
margins

4. Measure
customer
impact

3, Measure
customer
lifetime value

purchasing behavior. As companies move
toward rigorous measurement and analy-
sis of customer profitability, they may re-
fine segments as they discover new
segmentation parameters.

In the Sagu example, the company be-
gins by analyzing current customers and
their purchasing patterns. The analysis re-
sults in the two customer segments (see
Exhibit 2):

1, In-House Support: customers with
in-house IT staff capable of sup-
porting die software

2. No In-House Support: customers
tacking in-house IT staff capable of
supporting the software

In steps 2, 3 and 4, Sagu calculates the
current and expected future value contri-
butions for each segment. In Step 5, Sagu
uses the results of this analysis to revise the
management of customer value in each
segment.

Finally, Sagu returns to Step 1 and
restarts the cycle—resegmenting cus-
tomers based on profttability-related be-
haviors.

EXECUTIVE SUMMARY
• The customer value man-
agement cycle presents a com-
prehensive model for measuring
and managing customer value-it
has five recurring steps,
• Step 1 : Manage Customer
Segmentation. Customer seg-
mentation refers to the process
of dividing customers into groups
for decision-making purposes.
Segments should correlate to
behaviors that drive customer
profitability.
• Step 2: Measure Customer
Segment Margins. At a mini-
mum, companies should measure
revenue and gross profit by each
customer segment. Allocating

sales, marketing and customer
service costs brings this analysis
to the next level.
• Step 3; Measure Customer
Lifetinne Value. The lifetime value
of the customer reflects the
present value of all expected
future flows associated with the
customer,
• Step 4: Measure Customer
Impact. Two critical sources of
hidden customer value are cus-
tomer influence and customer
knowledge. Customer influence
refers to the influence the cus-
tomer has, either through inten-
tional action or passive behavior,
on other customers, on employ-

ees, or on other stakeholders of
the firm. Customer knowledge
refers to the actionable knowl-
edge that can be gained by the
company, either through analysis
of customer behavior or through
direct customer input.
• Step 5: Manage Customer
Profitability. All of the informa-
tion derived from the measure-
ment of customer value should
be analyzed, and actionable
tidbits should be derived. This
goes far beyond simple reporting
of which segments have been
more or less profitable. Innovative
segmentation and interpretation
of the results can uncover areas

where small improvements can

yield big improvements in value.
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STEP 2: MEASURE CUSTOMER
SEGMENT MARGINS
Although almost all companies have
processes for assessing the profitability of
their products, most are far behind in as-
sessing their customers' profitability.
Some customers are highly profitable,
some are moderately profitable, and
some are unprofitable. Many people be-
lieve that the 80-20 rule can be applied
to customers, which suggests that 20%
of the customers are responsible for 80%
of ihe proftts. However, results for many
companies have been far more extreme.

At a minimum, companies should

measure revenue and gross profit by
each customer segment. Allocating
sales, marketing and customer service
costs brings this analysis to the next
level. Selling costs in many organizations
vary significantly between customers
and segments. Simple changes in the
sales compensation plan that more high-
ly rewards profitable deals than less-
profitable ones can improve overall
profitability.

Invoicing, credit and collection costs
might also vary significantly Changes lo
pricing and terms tailored to certain seg-
ments will also improve profitability

Exhibit 2 Revenue and Expenses by
Customer Segment (in millions)

Software
Consulting
Total revenue
Cost of goods sold
Gross margin
Operating expenses
Operating incDme

In-House
Support

60.0
£J2

65.0
24.0
41.0
31.7
9.3

No In-House
Support

70.0
30.0

100.0
40.0
60.0
50.0

14.3% 10.0 10.0%

Total

130.0
35.0

165.0
64.0

101.0
81.7
19.3 11.7%

Exhibif 3 Operating Expenses Allocated
by Customer Behavior (in millions)

operating Expenses

Sales commissions
Technical support
Other administrative

Total

In-House
Support

4.0
8.0

16.0
28.0

No In-House
Support

14.0
21.0
18.7
53.7

Total
18.0
29.0
34.7
81.7

Exhibit 4 Revised Revenue and Expenses
by Customer Segment (¡n millions)

In-House No In-House

' Software
Consulting
Total revenue
Cost of goods sold
Gross margin
Operating expenses
Operating income

Support
60.0

5JJ

65.0
24.0
41.0
28.0
13.0 20.0%

Support
80.0
20.0

100.0
40.0
60.0
53.7
6.3 6.3%

Total I H
140.0
25.0

165.0
64.0

101.0
81.7
19.3 11.7%

To be effective, each company should
look at the highesi-cost line items and
determine whether there is a reasonable
basis under which to allocate the costs to
customers or segments.

Sagu has historically allocated oper-
ating expenses based on total revenue of
the segment. However, Sagu realizes that
operating costs vary across segments as
a result of different customer behaviors
within the segments. In particular, sales
commission costs are associated with
software and consulting sales, and tech-
nical support costs are associated with
the number of maintenance requests
submitted by a customer. Sagu separates
these costs from other operating ex-
penses and assigns them to the segments
based on the actual commissions award-
ed and technical requests made by each
segment. Results are shown in Exhibit 3.
Segment profits calculated using the new
operating expense numbers are shown in
Exhibit 4.

STEP 3: MEASURE CUSTOMER
LIFETIME VALUE
"Customer lifetime value" (CLV) intro-
duces a new dimension to understand-
ing the value a customer provides.
Margin-based calculations focus on the
profits realized in the current period as
a result of customer purchases. CLV takes
a different approach, It treats customers
as corporate assets. Companies that use
CLV recognize that the costs of attract-
ing a customer represent an investment.
They also recognize that the investment
can be expected to produce additional
future income over time. The lifetime
value of the customer reflects the net
present value of all expected cash flows
associated with the customer.

Companies that use CLV recognize
that a customer's profitability in one pe-
riod isn't necessarily predictive of prof-
itability in other periods, since revenues
and costs can vary significantly over
time. Thus, CLV values customers on the
basis of their expected income-generat-
ing potential, rather than solely on their
past behavior.

Typically, the customer relationship
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begins when the company invests to
attract the customer. As the relationship
matures, the customer's sales volume
may grow and become more profitable.
This accumulation should accelerate over
time for two reasons. First, the cost to
serve the customer should decrease as a
percentage of revenues because the cus-
tomer's knowledge of the company and
its products, together with increasing
trust, may lead to reductions in promo-
tion, training and relationship mainte-
nance costs. Second, as the relationship
matures, the customer may be more like-
ly to respond to cross-selling or upselling
initiatives.

Thus, by expanding the notion of
profitability to incorporate profits over
the entire lifetime of the customer rela-
tionship, marketers have significantly en-
hanced their ability to effectively manage
customers for enhanced profitability. Cal-
culating CLV requires an understanding
of customer retention rates in addition to
purchasing patterns and costs for each
segment, then discounting the values to
the present. Simply put, CLV is the pres-
ent value of profits over the expected life-
time of the customer or segment.

This analysis can significantly affect a
company's view of a segment with small
initial purchases but with a long expect-
ed relationship, versus a segment with a
larger initial purchase but limited repeat
potential.

Sagu, for example, armed with infor-
mation about current profitability, can
begin lo assess the long-term value of
each customer segment. To do this, the
company will estimate growth in profits
for each segment and change in size of
each segment as Sagu loses old cus-
tomers and adds new ones over time. Ex-
hibit 5 shows the CLV calculations for its
In-House Support and No In-House
Support customer segments during the
coming six years. CLV shows the value
of a segment's customers to Sagu today,
based on the discounted value of antic-
ipated future profits. To simplify the ex-
ample, it is assumed that the operating
margins of both segments are equal in
year one. Income growth and retention

rates are held constant over the six-year
period.

Sagu's CLV analysis provides a new
perspective on the relative value of these
customer segments. The In-House Sup-
port segment is expected to grow at a
10% rate, as a result of additions in soft-
ware users to existing software packages.

the expected profitability of their cus-
tomers. They can provide excellent esti-
mates of the value that each customer
and segment provides to the company
through normal purchasing and usage.

But these approaches often fail to cap-
ture some potentially significant sources
of value customers can provide to the

Customer lifetime value ( CLV) is the
present value of profits over the expected lifetime

of the customer or segment.

Discounting each year's anticipated
profits back to the present using a 10%
rate results in an expected lifetime value
for the segment of $34.7 million. The
CLV analysis tells a different story about
the relative value of the No In-House
Support segment. The No In-House Sup-
port segment shows a loss of market size,
due to a low customer retention rate, and
a correspondingly lower lifetime value as
a result of this attrition.

STEP 4; MEASURE CUSTOMER
IMPACT
The final component of value provided
by the customer is customer impact. Ac-
tivity-based costing and customer life-
time value have enabled companies to
make great advances in understanding

company. Of course, profits resulting
from current or future sales to customers
are the most significant source of value
for most customer segments. But value
can be created (or destroyed) by cus-
tomers in many other ways that fall out-
side the reach of CLV

Two critical sources of hidden cus-
tomer value are customer influence and
customer knowledge. Customer inßuencc
refers to the influence the customer has,
either through intentional action or pas-
sive behavior, on other customers, on em-
ployees, or on other stakeholders of the
firm. Customer knowledge refers to the ac-
tionable knowledge that can be gained by
the company, either through analyzing
customer behavior or through direct cus-
tomer input. Through their interactions

Exhibit 5 Customer Lifetime Value (in millions)

Operating Margin {5% Growth)

Retention Rate Existing

Gross Vaiue of Profits

Discount Factor

Net Present Vaiue of Profits

Operating Margin (5% Growth)

Retention Rate Existing

Gross Vaiue oí Profits

Oiscount Factor

Net Present Value of Profits

1
6.5
1.10

7.2
0.91

$6.5

1
6.5
0.91

5,9
0.91

$5.4

In-House Support Customers

2
6.8
1.10

7.5
0.83

$6.2

Year

3
7,2
1.10

7.9
0.75

$5.9

4
7,5
1.10

8.3
0.68

$5.6

5
7.9
1.10

8.7
0.62

$5.4

No In-House Support Customers

2
6.8
0.91

6.2
0.83

$5.2

3
7.2
0.91

6.5
0,75

$4.9

4
7.5
0.91

6.8
0,68

$4.7

5
7,9
0,91

7.2
0.62

$4.5

6
8.3
1.10

9.1
0.56

$5.1

6
8.3
0.91

7.5
0.56

$4.2

$48.7

$34.7

$40.1

$28.9
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with the product, with the company and
with other stakeholders, custotners can
affect value in numerous ways, ranging
from identifying small errors in technical
documentation to significantly influenc-
ing the brand's image.

Although influence and knowledge
contributions will always he difficult to
define and measure, even rudimentary
estimates of direction and magnitude can

ally all of the customer impact. These
loyal clients are very well-known and
highly respected in the software indus-
try. Sagu estimates that they are respon-
sible for a significant portion of the client
growth that contributes to favorable re-
tention rates—both through reputation
and through referrals. In addition, these
customers are very knowledgeable, and
are used as testing sites for new software

Value can be created (or destroyed) by
customers in many other ways that fall outside

the reach of CLV

be valuable. To ignore such contributions
is akin to assigning them a value of $0,
which is certainly incorrect, and may rob
the company of the opportunity to in-
vestigate these increasingly important as-
pects of customer value.

Over time, companies that think cre-
atively about a full range of sources of
customer value gradually improve their
understanding of these sources, and their
ability to assess and measure them. Em-
barking on this process opens new av-
enues for innovation in products and
methods, and generates new options for
maximizing long-term customer value.

For Sagu to supplement its CLV analy-
sis, the company estimates the potential
impact of each customer segment.
Through this analysis, Sagu realizes that
a small number of its large clients in the
tn-House Support segment generate half
the revenue of this segment, and virtu-

enhancements and sounding boards for
technical planning personnel,

The estimated benefits in this scenario
include: (1) influencing/referring other
customers and (2) testing and improving
software prior to release. The sum of the
discounted values of these benefits is
expected to be $6.5 million, as shown in
Exhibit 6.

STEP 5: MANAGE CUSTOMER
PROFITABILITY
This is where the proverbial rubber
meets the road. All of the information de-
rived from the measurement of customer
value should be analyzed, and actionable
tidbits should be derived. This goes far
beyond simple reporting of which seg-
ments have been more or less profitable.
Innovative segmentation and interpreta-
tion of the results can uncover areas
where small improvements can yield big

Added Value of High-Impact
In-House Customers (in millions)

Impact Calculation

Value oí referrals

Value of knowledge gained

Discount factor (10%)

Current value of impact

Total Impact

1

$1.0

0.8

0.91

$1.6

High-Impact In-House Customers

2

$0.7

1.2

0.83

$1.6

Year

3

$0.6

0.9

0.75

$1.1

4

$0.5

0.8

0.68

$0.9

5

$0.4

0.8

0.62

$0.7

6

$0.3

0.8

0.56

$0.6

$6.5

improvements in value. For example:
• A segment where technical support

costs are disproportionate could drive
improved documentation.

• Segments with lower expected cus-
tomer life could reveal a lack of atten-
tion from the customer service team.

• A segment with high revenues but low
profits might indicate the need to re-
tool ihe sales compensation scheme to
shift incentives to increase focus on
profits.
Sagu has learned a great deal about

the profitability of its segments through
this analysis and will use this information
to more effectively manage the value of
these segmems. First, through the Step
2 analysis of customer margins, Sagu has
learned that the No In-House Support
segment has higher operating costs than
were apparent under the former cost
allocation system. In part, this was the
result of high maintenance costs for these
clients.

To address this issue, Sagu decided to
change the maintenance agreement it
provides to customers. In the future, cus-
tomers will be provided with a limited
number of technical support hours and
will he charged for any additional time.

Through the CLV analysis in Step 3,
Sagu learned that the No In-House Sup-
port segment was expected to show prof-
itability losses over time, due to low
profitability growth and retention rates
over time.

As a result of this analysis, Sagu in-
terviewed key clients in the segment to
determine reasons for the decline. These
clients suggested that they needed addi-
tional consulting support to help them
make the best use of their software. Sagu
has increased efforts to inform customers
about available consulting services, and
anticipates both growth in consulting
revenues and increased retention in the
segment as a result.

Finally, in Step 5, Sagu analyzed cus-
tomer impact and realized that the
customers with ihe greatest impact on
both attracting new customers and on
gaining valuable knowledge were a sub-
set of their In-House Customers. This
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group of clients consists of highly knowl-
edgeable users, who contribute product
and ser\'ice knowledge to Sagu, and also
encourage other clients to adopt the soft-
ware—either through direct referrals or
through reputation.

Through the customer impact analy-
sis, Sagu has recognized the high value
of these customers to the firm and has
initiated new policies designed to pro-

them with some prestige and the op-
portunity to interact direcdy with other
high-powered users to share insights
and strategies with each other and with
Sagu.

CONCLUSION
By measuring the profitability of seg-
ments and managing customer relation-
ships based on customer vaiue, both the

Companies that think creatively about a full range
of sources of customer value gradually improve their

understanding of these sources.

vide special benefits to these customers.
They will receive a discounted rate for
adding software seats, which is expect-
ed to grow profits more rapidly and
strengthen customer loyalty. And they
will be invited to sit on a newly formed
user advisory board, which will provide

customer and company win. Orienting
an organization around measurement
and management of customer profitabil-
ity can take place immediately, or it can
take many periods, implementing these
strategies one step at a time, and adjust-
ing and refining along the way. Over time

a company will gain invaluable knowl-
edge and be able to put it to work for the
mutual benefit of all stakeholders, •
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