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How to Define the 
Right Profit Waterfall

A profit waterfall is a chart that 
shows just where you’re making and 
losing money in each transaction. 
But defining one isn’t as simple as it 
seems. And the task gets even harder 
when you have a large multi-nation-
al organization with multiple busi-
ness models. So how do you define the 
right one for your business? Manager 
Rich Eagles and Consultants Rebecca 
Lipp and Alana Blake, all of Deloitte 
Consulting LLP, offer these five key 
considerations to guide you. For more 
information, you can contact Rich 
Eagles at: reagles@deloitte.com or Se-
nior Manager, Ranjit (Jit) Singh at 
ransingh@deloitte.com.

1. How Will You Use the 
Waterfall?
All too often, the waterfall is created using 
pre-existing measures of profitability. One 
method is to turn the P&L statement 
“sideways,” using information as it’s 
currently reported, but in a different 
graphical format (Example A). Another 
way is to start with a previously created 
waterfall as a guide. There are certainly 
many examples to be found in books, 
periodicals or other businesses.  
 
Unfortunately, waterfalls aren’t “one size 
fits all.” You must take care to ensure 

your model serves your strategic and 
tactical purposes. Without these in 
mind, it can be useless.

Waterfalls can be used by salespeople 
during negotiations, by pricing analysts 
to measure and compare product or cus-
tomer profitability, or by executives to 
view a snapshot of business operations 
and profitability by segment. 

When salespeople use the waterfall, they 
tend to focus on the elements between list 
price and net price. On the other hand, 
users outside of the sales function may 
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focus on costs that are farther down the 
waterfall. 

Sales and pricing managers also use the 
waterfall to view product and customer 
profitability across regions, where pricing 
policies may differ. In addition, the wa-
terfall can help teach salespeople how to 
view portfolios in terms of profitability 
instead of just revenue or volume.  

In some businesses a single waterfall can 
meet all purposes. Usually, however, the 
elements will vary according to the user’s 
objectives. These could be to control rev-
enue leakage, develop new profit man-
agement strategies, or simply to com-
municate information not commonly 
collected on a single graph or worksheet. 
Think about how you want to use the 
waterfall before you create the first bar.

Your goal should be to produce a model 
that makes sense for your organization, 
considering each of the different users. 
To ensure this, always validate each draft 
and final design against your business 
needs.

2. How Far Does Your 
Waterfall Need to Go? 
Businesses often struggle with 
reconciling elements of a waterfall 
to financial statements. The fact is, 
not every element will match your 

statements. That’s because it is an 
economic, not a financial, model. 

In financial statements costs are tradi-
tionally based on the time they were 
paid, not the time they were incurred. 
As a result, these statements can include 
information such as freight, which is not 
known at the time of transaction. Finan-
cial statements also may apply costs to 
regions where they originated, not where 
they were actually used. Waterfalls can 
help illustrate these costs as they apply to 
different regions throughout the produc-
tion and sales cycle. However, be aware 
that this may cause your regional water-
fall to look different than your financial 
statements for the same area.  

Additionally, waterfalls include cost of 
capital calculations which are generally 
viewed as opportunity costs. One such 
example is the “cost of terms,” a calcula-
tion that involves giving a customer extra 
days to pay. These don’t appear in finan-
cial statements, even though they’re in-
evitable liabilities in the natural course 
of business. 

You should incorporate these costs into 
your waterfall because they’ll help you 
understand opportunities for process, 
behavior or price improvement. But be 
aware that once you do, the numbers in 
the waterfall will no longer tie directly to 
financial statements.  

Some organizations also try to drive 
the waterfall down to an operating in-
come level. But few go beyond this to 
include tax-related costs. In some compa-
nies (such as those which deal with both 
transfer pricing and indent sales), this lev-
el of depth is necessary. In others, the wa-
terfall can end before any costs of goods 
are incorporated. This is particularly true 
when it will be used by salespeople to see 
how customer discounts, rebates, or co-
marketing spending will affect profit.

Another drawback to matching the wa-
terfall with financial statements is that 
you’ll need to include cost elements 
which aren’t customer or product specif-
ic, such as business overhead. To incor-
porate these in the waterfall, businesses 
often use arbitrary mechanisms or com-
plex calculations to allocate them. 

In the end, these elements become 
spread like peanut butter, with deduc-
tions in profit evenly dispersed across all 
products and customers. With this ap-
proach, the business has little or no abil-
ity to understand if the element has a 
problem and therefore can’t manage it.  

With this in mind, your objective should 
be to set the final profit measure at a level 
consistent with strategy and need without 
imposing artificial allocations or produc-
ing the peanut-butter spreading of costs. 

3. What Revenue and 
Profitability Measures 
Should You Include? 
Most waterfalls begin with a list 
price and end with some measure of 
profitability. Within these two limits 
both real and constructed pillars exist 
which represent a variety of interim 
revenue and profit measures (Example B). 

Waterfalls will likely have commonly un-
derstood measures such as invoiced rev-
enue and net revenue. In addition, there 
are terms which serve specific business 
needs, such as “salesperson controllable 
revenue” or “controllable pocket reve-
nue.” These measures group cost-to-serve 
elements in useful ways for business 
management and allow for benchmark-
ing on broader groups of cost elements.

[Janie, this is article 1, like last time, each article will have an 
intro at the beginning in a box, and will have words 

highlighted in red in the layout (there’s a character style set up
for this). Follow same layout as last time. This article should go 
on pages 1-3. Janie, for the graphics in this article, please make
a PDF out of it, and then place the PDF in InDesign. That will

preserve the vector graphics.] 

How to Define the Right Profit Waterfall

A profit waterfall is a chart that shows just where you're making and losing money in 
each transaction. But defining one isn’t as simple as it seems. And the task gets even 
harder when you have a large multi-national organization with multiple business models.
So how do you define the right one for your business? Manager Rich Eagles and 
Consultants Rebecca Lipp and Alana Blake, all of Deloitte Consulting LLP, offer these
five key considerations to guide you. For more information, you can contact Rich Eagles 
at: HTUreagles@deloitte.comUTH or Senior Manager, Ranjit (Jit) Singh at 
HTUransingh@deloitte.comUTH.

1. How Will You Use the Waterfall?

Net Sales 100$
COGS 10$
Selling Expenses 10$
General & Admin Expenses 10$
Operating Profit 70$

Net
Revenue
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Expenses

Operat ing
Prof it

Example A 

All too often, the waterfall is created using pre-existing measures of profitability. One 
method is to turn the P&L statement “sideways,” using information as it’s currently 
reported, but in a different graphical format (Example A). Another way is to start with a 

previously created 
waterfall as a guide. 
There are certainly many
examples to be found in 
books, periodicals or 
other businesses.

Unfortunately, waterfalls 
aren’t “one size fits all.”
You must take care to 
ensure your model serves 
your strategic and tactical 
purposes. Without these 
in mind, it can be useless. 

Waterfalls can be used by salespeople during negotiations, by pricing analysts to measure
and compare product or customer profitability, or by executives to view a snapshot of 
business operations and profitability by segment. When salespeople use the waterfall, 

Example A
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Not all waterfalls use the same pillars, 
but all must provide some measures by 
which to benchmark. Often, organiza-
tions make the error of using too many, 
undifferentiated pillars. Usually, even the 
names aren’t very distinct (controllable 
pocket revenue, sales pocket revenue, ex-
tended pocket revenue, etc.).  

Instead, you should define pillars by 
the grouping of elements which precede 
them. For example, you could define 
those before Invoice Price as “contract 
negotiations,” and all the elements before 
Net Price as “invoice discounts and sur-
charges.”

In addition, when defining the pillars, 
decide which should be anchored to the 
financial metrics.  At minimum, one pil-
lar should be tied to the Profit and Loss 
statement. This lets you validate the wa-
terfall within the organization or across 
business units. 

For some businesses the anchor might 
be on net revenue, while others might 
choose to match to gross sales. Either 
way, these anchors impact all the buckets 
before and after that pillar and so require 
careful consideration of business needs. 

Bottomline: understand your pillars. 
Don’t create unnecessary ones that fail 
to serve a particular purpose. At the 
same time, avoid oversimplifying – a lack 
of depth can cost you.

4. How Many Waterfall 
Buckets Do You Need? 
After deciding which pillars will appear 

in your waterfall, 
define next the 
buckets which 
will be placed 
between them. 

Businesses often 
struggle with this 
step. Some water-
falls have more 
than 50 elements. 
Others have fewer 
than 20. Which is 
the right number?  
To answer this 

question, consider several factors. First, 
is the bucket big enough to distinguish 
separate customers and products? If it 
represents less than 1% of revenue, then 
it may be too small to provide value.

Conversely, a waterfall bucket could be too 
aggregated to be useful. This is a common 
challenge with certain rebates, discounts 
and surcharges which may be lumped to-
gether. Although combining these values 
can make a big enough bucket, you might 
not know what to do with it. 

Finally, think about the issues that can 
affect each bucket. For instance, water-
falls often contain an element for freight. 
Yet this bucket does not identify the 
expectations for a customer to deter-
mine what is “good” or “bad.” Using two 
buckets, one for the line haul and one for 
the assessorial amount, can provide valu-
able insight into customers who are in-
curring excessive or unexpected costs.

Overall, you should aim to define action-
able waterfall buckets of sufficient size, 
while taking into consideration the po-
tential use of each bucket.

5. How Consistent Do You 
Want Your Waterfalls to Be? 
This last question needs to be answered 
when developing a profit waterfall 
for an organization. Since each unit 
within a firm may be using a different 
model, often waterfall elements are 
exclusive or defined differently within 
those businesses. In some companies, 
it’s important to measure profitability 
across multiple divisions (for shared 

customers, for instance). In other 
cases, the objective is profitability 
improvement among businesses with 
little or no roll-up or sharing.

If your goal is global roll-up across 
businesses or regions, it’s often best to 
focus on the pillars only and describe 
elements between them in general cat-
egories. The risk is that you can end 
up placing leakage elements at various 
points on the waterfall. Therefore, it’s 
important to come to a consensus on 
where you place buckets, such as rebates 
or samples. Organizations that over-
generalize their waterfalls for the pur-
poses of global roll-up often produce a 
chart full of misinterpreted elements. 
This can cause great confusion as busi-
nesses try to force data into a pre-exist-
ing model. 

On the other hand, a company which 
has no standardization in its profit wa-
terfall must rely on financial statements 
for global roll-up, reducing some of the 
waterfall’s value as a tool for business 
management. The key is to strike the 
right balance between commonality and 
specificity, which can be achieved by 
having a strong pricing group, strict gov-
ernance processes, and executive spon-
sorship. 

In general, you want to define some 
common elements which have a consis-
tent meaning across businesses and re-
gions, but avoid making your chart too 
generic to be useful. 

If you don’t design the tool correctly or 
fail to train people to understand the 
data, you can waste a lot of time and 
effort. Before designing your chart, 
you may need to undertake heavy data 
investigation and upfront cleansing. 
But by answering the five questions 
outlined here, you can avoid common 
pitfalls and produce a strategic, busi-
ness-oriented, and actionable profit 
waterfall. 

It may well be the most important task 
you undertake to: ensure effective pric-
ing, find ways to improve your profit, 
and benefit your business overall.

Another drawback to matching the waterfall with financial statements is that you’ll need 
to include cost elements which aren’t customer or product specific, such as business 
overhead. To incorporate these in the waterfall, businesses often use arbitrary
mechanisms or complex calculations to allocate them. In the end, these elements become
spread like peanut butter, with deductions in profit evenly dispersed across all products 
and customers. With this approach, the business has little or no ability to understand if 
the element has a problem and therefore can’t manage it.

With this in mind, your objective should be to set the final profit measure at a level 
consistent with strategy and need without imposing artificial allocations or producing the 
peanut-butter spreading of costs.

3. What Revenue and Profitability Measures Should You Include?
Most waterfalls begin with a list price and end with some measure of profitability. Within
these two limits both real and constructed pillars exist which represent a variety of 
interim revenue and profit measures (Example B).

List Price Invoice Price Net Price Prof itability

Example B

Waterfalls will likely have commonly understood measures such as invoiced revenue and 
net revenue. In addition, there are terms which serve specific business needs, such as 

“salesperson controllable revenue” or 
“controllable pocket revenue.” These measures
group cost-to-serve elements in useful ways for 
business management and allow for 
benchmarking on broader groups of cost 
elements.

Not all waterfalls use the same pillars, but all 
must provide some measures by which to 
benchmark. Often, organizations make the error 
of using too many, undifferentiated pillars. 

Usually, even the names aren’t very distinct (controllable pocket revenue, sales pocket 
revenue, extended pocket revenue, etc.).  Instead, you should define pillars by the 
grouping of elements which precede them. For example, you could define those before 
Invoice Price as “contract negotiations,” and all the elements before Net Price as “invoice 
discounts and surcharges.” 

In addition, when defining the pillars, decide which should be anchored to the financial 
metrics.  At minimum, one pillar should be tied to the Profit and Loss statement. This lets 
you validate the waterfall within the organization or across business units. For some
businesses the anchor might be on net revenue, while others might choose to match to 
gross sales. Either way, these anchors impact all the buckets before and after that pillar 
and so require careful consideration of business needs.

Bottomline: understand your pillars. Don’t create unnecessary ones that fail to serve a 
particular purpose. At the same time, avoid oversimplifying – a lack of depth can cost 
you.

Example B




