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Chapter 16 - CUSTOMER LEVEL ANALYSIS
Concepts
1.

Customer Analysis is the collection and evaluation of data associated with customer needs and market
trends, through customer focus groups, customer satisfaction measurement, field testing, etc. This is a
relatively new technique that ABC makes possible because it creates cost pools for activities. Customers
use some activities but not all, and different groups of customers have different ‘activity profiles’.
Benefits of Customer Profitability Analysis
a.

It helps the supplier to identify which customers are eroding overall profitability and which
customers are contributing to it.

b.

It can help to provide a basis for constructive dialogue between buyer and seller to improve
margins.

2.

Customer Lifetime value is the present value of net profit that we derive from a customer over the entire
lifetime of a relationship with that particular customer. It is the net present value of the projected future
cash flows from a lifetime of customer relationships. It is an essential tool used in marketing to focus on
more profitable customers and stop servicing non -profitable customers.

3.

First of all, we need to ascertain the profits generated from each customer. ABC model helps in associating
direct costs and revenues to a particular customer over a period of time to ascertain the profit margins
from that particular customer. To ascertain the lifetime value, judgements with regard to the duration of
relationships have to be made. These require detailed analysis of the strength of relationships, the
likelihood, frequency and amount of repeated or additional purchases, competitive products, customer
loyalty etc. Thus, profit margins are then discounted at the firm’s cost of capital or any other rate that may
be determined by the organisation to arrive at the CLV.
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1.

The company is a Ready to wear suit manufacturer. Direct Costs i.e. Prime costs are given to
you.

2.

Activities, level of activity and Cost drivers are given. We use that to compute the cost and
profit earned from each customer.

3.

In a statement, it is always better to write MRP sales and then subtract trade discounts to find net sales. It is
useful for comment. Moreover, it is also advisable to find NP to Sales ratio for each customer and for the
entire company.

4.

Company sells to Wholesale customers (W and H) and Retail customers (R and T)

5.

In part (ii), there are some costs given for W and H combined and also for R and T combined and one more
cost for the entire company. With this, we can get the profit of the entire company.

6.

In suggestions to increase the profitability, we advise R and T to
a.

place bulk orders to reduce our ordering cost.

b.

Place order well in advance to convert rush delivery into a regular delivery

c.

If the above does not work, start to charge for rush delivery after giving certain rush delivery free.

Q2 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

We have two types of customers A and B.

2.

The company gives a 5% discount as a trade discount and an 8% discount on anyone who
will take the delivery themselves i.e. pick up the goods themselves.

3.

In the analysis, we realise that profit from Customer A is far more than B although we are selling lesser
units to customer A.

4.

Customer A wants us to deliver, hence does not get that discount of 8% whereas Customer B collects from
us and gets 8% discount. We realise that profit from customer B is far less as compared to A although, to B,
we sell more units and this difference in profits is because of the discount offered on delivery. For
Customer B, the company is giving a discount of 8% of Rs. 5400 i.e. Rs. 432 per unit and saving a cost of
only 35000 / 500 = Rs. 70 on delivery. Due to this profit from B is very less.

5.

We advise the company to stop this discount policy. If stopping this will result in Customer B being lost,
then the company should phase out discounts over a period of time.

Q3 / Category - Classwork / Star Rating -

⭐

1.

We have to find Customer life value

2.

Find PV of inflows from a single customer. Subtract PV of outflows for a single customer. Left
is customer life value

3.

It is a problem for a company running a theatre, Students come to the theatre and watch movies. Some of
them also buy food and beverages. Some of the students also buy souvenirs and accessories..

4.

We will have to use probabilities to find the average. In few cases, we will also have to find Joint
probability.
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1.

It is an easy question

2.

When you solve it, request you to write comments in your book.

3.

Once you have written the comments, tally them with the website.

Q5 / Category - Classwork / Star Rating -

⭐⭐⭐

1.

The company has three distributors for selling its books namely PER, MGH and WLY.

2.

We find the profitability of each customer including showing discounts separately for each
customer. For overheads, we use activity levels and cost driver rates for each activity.

3.

To MGH, we sell the least number of units but we get maximum profit from there in absolute terms.
Customer MGH also gives the company the highest Profit to Net Sales ratio.

4.

To WLY we sell maximum units but we get the least profit from there in absolute terms. Customer WLY also
gives the company the least Profit to Net Sales ratio. One big reason for that is very high sales return and
high overheads.

5.

In advice, we have to say how to increase customer profitability
a.

For WLY, find out the reasons for sales return. It could be because of poor communication. With
that even sales, return processing costs will be reduced

b.

Tell WLY to order in bulk.

c.

For WLY, reduce the number of rush orders or put a cap on rush orders. We can give say 2 rush
orders free. Beyond that. The company should charge. This will automatically reduce the number
of rush deliveries.

d.

For WLY, sales visits are also way too high. Explore that can we use our staff to get more orders from
other customers.

e.

Think of giving a cash discount to MGH.

Q6, 7 / Category - Homework / Star Rating -

⭐⭐⭐

1.

Q7 is RTP May 2020 question

2.

Both are on similar lines as the above questions.

3.

PLease write comments when you solve these homework section questions.

4.

In case you do not get the answer, check on the website.
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