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Introduction

The business model for all subscription businesses is
built on the predictable revenue that subscriptions
provide, whether you are a subscription box
service, SaaS software provider, or anything in
between. In fact, the subscription business model
itself depends on customer retention to drive
revenue and profits. The reason for this is simple:
customer acquisition costs have to be recouped
before any customer reaches profitability. In fact,
customer acquisition costs — which can range from
the equivalent to the revenue earned over four to —
eight billing cycles — are often the single largest
cost item for subscription businesses.

Given the importance of customer retention

on subscription business performance, it is
surprising there isn't a common metric to track the
relationship between retention rates and company
profitability.

We don’t mean to imply that retention reporting
and retention metrics aren’t measured and
managed within subscription businesses. But the
structure of the traditional income statement
doesn’t provide a way to measure the impact on
profitability that comes directly from programs and
initiatives that increase retention, or conversely, to
the negative cost created by increased churn.

This paper will go into detail about the current
challenges CFOs face in measuring the business
benefits of retention rate improvements in the
income statement. We will also introduce a new
operating metric we believe solves the retention
and profitability reporting gap and helps to
improve financial decision making and the
management of subscription businesses.



@Flex?ay Accounting for Retention: Principles of Customer Retention Accounting

Measuring Retention Through

the Income Statement

For the purposes of this exercise, let’s look at a sample pet food subscription box company called Puppy

Bits. While this example uses a subscription box business model, this approach is appropriate for any

recurring billing service, from streaming to SaaS providers.

Here are Puppy Bits' operating statistics for the first month that we start looking at their P&L.

Starting Active Subscribers 42,000
Monthly Subscription Price $60
Monthly Churn Rate 15%
Monthly Growth Rate 18% To provide clarity on sources of revenue, the
pro forma income statement has broken out the
CAC (Customer Acquisition Cost) $230 revenue components for each month, including
COGS (Cost of Goods Sold) 40% starting revenue, revenue lost to churn, and
revenue gained from new customer acquisition.
Schedule 1
January February March April May June
Beginning Revenue $ 2,520,000 | $ 2,571,000 | S 2,623,000 | $ 2,675,000 | S 2,729,000 | $ 2,783,000
Less Churn $ 403,000 | $ 411,000 |$ 420,000 | $ 428,000 | $ 437,000 | $ 445,000
New Customer Acquisition S 454,000 | S 463,000 | S 472,000 | S 482,000 | S 491,000 | $ 501,000
Monthly Revenue $ 2,571,000 | $ 2,623,000 | $ 2,675,000 | $ 2,729,000 | $ 2,783,000 | $ 2,839,000
COGS [ $ 1,028,000 | $ 1,049,000 | $ 1,070,000 | $ 1,092,000 | $ 1,113,000 | $ 1,136,000
Gross Margin S 1,543,000 | $ 1,574,000 | S 1,605,000 | $ 1,637,000 | S 1,670,000 | $ 1,703,000
Gross Margin % 60% 60% 60% 60% 60% 60%
Operating Expenses
Sales and Marketing $ 1,739,000 | $ 1,775,000 | S 1,810,000 | $ 1,848,000 | S 1,882,000 | $ 1,921,000
G&A $ 250,000 | S 250,000 | S 250,000 |$ 250,000 |$ 250,000 | $ 250,000
Total Operating Expenses | $ 1,989,000 | $ 2,025,000 | $ 2,060,000 | $ 2,098,000 | $ 2,132,000 | $ 2,171,000 |
Net Profit S (446,000)| S (451,000)| S (455,000)| S (461,000)| S (462,000)| S (468,000)

Net Profit %

-17%

-17%

-17%

-17%

-17%

-16%
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As you can see, this business is acquiring more customers than they are losing to churn, but they are
continuing to operate at a monthly loss due to their overhead expenses and customer acquisition costs.

Puppy Bits is churning customers at a rate of 16% per month. The company has recognized that 50% of
their monthly churn is being caused by unrecovered failed payments, rather than by customers choosing
to end their subscriptions. Failed payments is the term for credit card authorization declines when
subscription merchants submit their customer’s card for payment. When a subscriber’s credit card is
declined by the issuing bank, the customer churns if their payment isn’t recovered.

The solution that Puppy Bits has implemented starts recovering 25% of their failed payments and saving
these customers from involuntary churn. These recovered customers will continue to be active for an
average of four billing cycles following recovery.

Failed Payment Rate 8%

Failed Payment Recovery Rate 25%

Now let’s analyze the changes on the P&L that occur when churn is reduced by recovering 25% of failed
payments. Since failed payments account for 50% of Puppy Bits total churn, this recovery rate reduces the
company’s monthly churn rate from 16% to 14%. While this looks like a relatively small reduction in churn,
the impact on revenue and profitability is quite large.

For illustrative purposes, the number of recovered customers who will continue to bill for an additional four
months following recovery is broken out on a new line called Revenue from Recovered Customers. This
would normally be hidden in the top line revenue line.

Is it accurate to assume there will be four additional months of billing from recovered customers? While
every subscription company’s results will vary based upon their customers and their product or service, we
have found that this is a reasonable number to use as an average. We see some companies whose average
billing period following recovery is more than 10 months, while some see an average closer to just two
payments, so it is critical to measure this value.

You can see the revenue from recovered customers grow quickly until it slows in May. This leveling off
occurs when the customers recovered in January reach the end of their 4 month lifespan following recovery,
stopping the compounded growth created by each new month of billing from recovered customers.
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Schedule 2
January February March April May June

Beginning Revenue $ 2,520,000 | $ 2,621,000 | $ 2,768,000 | $ 2,955,000 | $ 3,181,000 | $ 3,394,000
Less Churn $ 403,000 |$ 419,000 | $ 443,000 | $ 473,000 | $ 509,000 | $ 543,000
Revenue from Recovered Customers | $ 50,000 | S 103,000 | S 158,000 | $ 217,000 |S$ 231,000 |S 246,000
New Customer Acquisition S 454,000 | S 463,000 |S 472,000 | S 482,000 |$S 491,000 | S 501,000
Monthly Revenue $ 2,621,000 [ $ 2,768,000 | $ 2,955,000 | $ 3,181,000 | $ 3,394,000 | $ 3,598,000
COGS | $ 1,056,000 | $ 1,115,000 | $ 1,190,000 | $ 1,281,000 | $ 1,367,000 | $ 1,449,000
Gross Margin $ 1,565,000 [ $ 1,653,000 | $ 1,765,000 | $ 1,900,000 | $ 2,027,000 | $ 2,149,000
Gross Margin % 60% 60% 60% 60% 60% 60%
Operating Expenses

Sales and Marketing $ 1,739,000 [ $ 1,775,000 | $ 1,810,000 | $ 1,848,000 | $ 1,882,000 | $ 1,921,000
G&A $ 250,000 [$ 250,000 [$ 250,000 | $ 250,000 | $ 250,000 | $ 250,000
Total Operating Expenses | $ 1,989,000 | $ 2,025,000 | $ 2,060,000 | $ 2,098,000 | $ 2,132,000 | $ 2,171,000 |
Net Profit $  (424,000)| $ (372,000)| $ (295,000)| $ (198,000)| $ (105,000)| $  (22,000)
Net Profit % -16% -13% -10% -6% -3% -1%

Let’s look at the key changes in Puppy Bits' results in June with their reduction in churn compared to their run
rate forecast in Schedule 1 where a failed payment recovery solution isn’t in place.

Summary of changes in June with This example vividly demonstrates what we mean
Retention Gain vs. No Retention Gain when we say that increasing customer retention creates

positive financial leverage: a given percentage increase

Monthly % reduction in churn 13% in customer retention creates a higher percentage of

gains in revenue and profitability. Increasing customer
Number of active customers
(growth in new customers + 28%
more retained customers)

retention creates profit leverage because the revenue
gains are earned without any increase in customer
acquisition costs or any increase in fixed costs. While

Revenue Change +27% a company may choose to use these increased profits
COGS Change +24% and cashflow to fund new initiatives that increase
general and administrative expenses or choose to
Operating Expenses 0% increase customer acquisition budgets (which leads to
Net Profit +96% higher spend levels in these categories), these are new
spending choices that are made possible by increased
Net Profit Margin +96% profits rather than expense increases directly caused

by higher rates of retention.
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Notably, without a failed payment recovery
solution that improves customer retention,
Puppy Bits delivers a 15% net operating loss
in June. But with a failed payment recovery
solution that increases retention by just 13%,
the company almost reaches break even in
June. In fact, if you run out the forecast for 12
months, the 13% increase in retention allows
Puppy Bits to earn an 8% net profit margin,
compared to a 14% loss without the gain in
retention.

We see clearly that Puppy Bits' P&L earnings
record a dramatic positive improvement

in operating profit as a result of increased
customer retention. The problem for
subscription businesses though is that
while retention is one of the key drivers of
subscription financial health, there is no
operating metric that tracks the relationship
between retention and profit margin, or an
easy way to identify the source of improved
profit margins on the income statement.

a 13% increase in
customer retention
transforms Puppy
Bits in 12 months
from a company
operating at a net
loss of 14% to one
with a net profit of 8%.
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Recommended Subscription
Operating Metric

We propose a solution to this problem with a new metric called Net Income Per Customer (NIPC).
The formula to calculate NIPC is: Net Profit Dollars / Number of Active Customers.

Net Income . Number
Net Profit . .
Per Customer f— Dollars — of Active
(NIPC) Customers

NIPC addresses several unmet needs:
* It provides a measure of how much each active subscription customer contributes to profits.

* It measures the profit contributions created by increased customer retention when fixed costs don't
materially change.

+ Companies competing against each other in a given industry typically face similar pricing and customer
acquisition cost levels, so NIPC should be affected in similar ways when comparing similar companies.
NIPC is a way to benchmark companies that earn higher retention rates, and to measure its impact on
profit delivery.

While changes in variable expenses, such as COGS and customer acquisition costs impact net profits,
there may also be other factors that impact net profits and the NIPC value. But if you remove these from
evaluation, NIPC will track the impact of customer retention changes on net profits.

Let's look at our example company again and see how NIPC identifies the source of their ability to
generate more revenue from customers without having to burn more resources on acquisition.
Schedule 3 is a calculation of Puppy Bits’ monthly NIPC without any change in customer retention.
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Schedule 3

January February March April May June
Monthly Active Customers 43,000 44,000 45,000 45,000 46,000 47,000
Net Income Per Customer S (10.37)| $ (10.25)| S (10.11)| $ (10.24)| $ (10.04)| S (9.96)

Schedule 4 measures Puppy Bits’ monthly NIPC with the 13% improvement in customer retention.

Schedule 4

IELIVELRY February March April May June
Monthly Active Customers 44,000 46,000 49,000 53,000 57,000 60,000
Net Income Per Customer S (9.64)| S (8.09)| S (6.02)| $ (3.74)| S (1.84)] S (0.37)

In this comparison, the improvement in
retention starts in month one, but as the number
of customers actively billing continues to grow,
the separation in net income per customer
continues to grow as well. As we identified
previously, this improvement in net income is

created because the profitability of retained A 13% increase

in customer retention
yields 28% more active
customers and 96%
increase in NIPC*

customers is so much higher than the revenue
generated when acquiring new customers

(i.e. operating expenses do not increase when
revenue improves through increased customer
retention).

The gains from customer retention create
financial leverage in the form of a 28% increase
in monthly active customers and a 96% gain in *earned in month six
NIPC. The NIPC equation identifies how the

company accomplished the gain in net profits in

12 months that we measured earlier.
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Conclusion

Accountants in subscription businesses haven’t had access to a metric to help them directly measure
the impact that customer retention changes have on net profits. NIPC provides this value, highlighting
the connection between customer retention and company profitability. The NIPC equation also
provides an easy way to compare the efficiency and relative customer retention rates of subscription
companies in similar industries.

The NIPC equation clearly shows that seemingly small changes in customer retention (which are
easily delivered by recovering customers previously lost to the involuntary churn) translate into very
consequential growth in net profits. Evaluating and deploying technology to improve retention —
such as a failed payment recovery solution — must therefore be a high priority for every subscription
business because of the obvious financial benefits. The numbers don't lie.

If you would like to know how you could
retain more customers, contact us now
and find out if the FlexPay solution is a
good fit for your organization.

For more information contact us.

L1 sales@flexpay.io 1-800-273-4689 () Flexpay.io m LinkedIn/FlexPay
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