[
Edge

How to Drive Profitable Business Growth
Arthur F. Rothberg, Managing Director, CFO Edge, LLC

“Cash is king!” says the old business axiom. And yes, cash flow is critical to the successful operation of any
company. Without cash on hand, your business can’t pay overhead and vendors, buy raw materials, meet
payroll, or do pretty much anything.

But let’s face it: Most greater Los Angeles and Southern California business owners and entrepreneurs start
their companies for one main reason — to earn a profit. Without a profit motive, there’s really not much
sense in launching a commercial enterprise. However, profitability doesn'’t just happen: It requires careful
planning and discipline on the part of owners and managers. And once achieved, profitability must be
maintained, especially as companies navigate their way toward growth.

Performing a CPP Analysis

The best way to ensure that your business is maximizing its profit potential is to perform a thorough
customer and product profitability (or CPP) analysis. Such an analysis will go well beyond your profit and
loss statement to help you gauge your company’s profitability from two key perspectives: your customers
and your products.

Your goal in performing a CPP analysis is to determine how profitable (or unprofitable) each of your
customers and products is. To do so, you need to break out each of your customers and products from a
cost and revenue perspective. In other words, how much does it cost you to serve each customer and
produce each product that you offer, and how much income does each customer and each product
generate? Subtract each customer’s and product’s cost from its revenue to determine how much each is
delivering to your bottom line.

In determining customer profitability, don't forget to include the costs associated with maintaining customer
relationships. Are certain customers “high maintenance,” requiring expensive “wining and dining” by your
salespeople? Do they require special accommodations, like expedited shipping or 24/7 access to a
customer service rep? There are costs involved in all of this that should be factored into your CPP analysis.

If yours is like many businesses, you may find you are falling victim to the 80/20 rule. That is, just 20 percent
of your customers and products are delivering 80 percent or more of your profits. One of the big benefits of
a CPP analysis is that it will help you identify your 20 percent of customers and products that are most
profitable — and the 80 percent that are marginally profitable or unprofitable. Then you can make strategic
decisions about whether to continue serving unprofitable customers and offering unprofitable products.

Just because a customer or product is unprofitable doesn’t necessarily mean you should ditch them. Some
products, for example, are loss leaders — selling them leads to the sale of other more profitable products.
And selling to some customers may offer benefits beyond profitability — maybe having them as one of your
clients will help open the door to landing other clients like them that are more profitable. By performing a
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CPP analysis, though, at least you will know which of your customers and products are driving profitability
and which ones are a drag on profitability — and you can make strategic decisions with this in mind.

For example, can you raise prices on unprofitable customers, or raise the selling price of unprofitable
products? Or can you take steps to lower how much it costs you to serve unprofitable customers or
manufacture and/or deliver unprofitable products? If not, and if there is no other tangible reason to keep
these customers or products, then it might be time to tell them “goodbye!”

On the Flip Side

The flip side of this, of course, is figuring out how you can land more profitable customers and offer more
profitable products like the ones that are currently earning you the most money. Here are a few questions to
ask yourself:

= What are the characteristics of your most profitable customers?

= How can your sales reps more easily spot other customers like them — and just as importantly, stay
away from other prospects that are similar to your unprofitable customers?

= Can you create new and/or complementary products that are similar to your most profitable products,
but different enough that customers will buy (and pay a premium for) them?

= Does it make sense to acquire a competitor that also offers your most profitable products in order to
increase your market share and boost your efficiency?

With a CPP analysis under your belt, you might want to take your profitability analysis to the next level by
analyzing your profitability by other factors to get a more complete profit picture. These might include:

= Industry segment
= Distribution channel

= Geographic region

= Sales territory and/or sales rep
= Stock keeping units (SKUs)

= Alliance partner

Concluding Thoughts

Cash flow is critical to running a successful business, but eventually, you need to earn a profit. But
sustainable profitability doesn’t just happen — it requires careful planning and discipline. The first step is to
perform a thorough customer and product profitability (or CPP) analysis to determine how profitable (or
unprofitable) each of your customers and products is. Then you can make strategic decisions about whether
or not to continue serving unprofitable customers and offering unprofitable products. An outsourced CFO
services provider can help you perform a CPP and devise strategies based on the results.

About CFO Edge

CFO Edge, LLC delivers enterprise-class financial and operational performance solutions to executives
throughout Southern California. Based in Los Angeles, our formerly-seated chief financial officers engage
on demand as part-time CFOs, single-project CFOs, and interim CFOs to help business leaders
successfully resolve pressing challenges and realize their financial and operational goals. At CFO Edge,
we're passionate about helping our clients create, grow and sustain value. For more information, visit
www.cfoedge.com or call 800.276.1750 ext 101.

This publication has been prepared for general information on matters of interest only, and does not constitute professional advice on facts and
circumstances specific to any person or entity. You should not act upon the information contained in this publication without obtaining specific
professional advice. No representation or warranty (express or implied) is given as to the accuracy or completeness of the information contained in
this publication. The information contained in this material was not intended or written to be used, and cannot be used, for purposes of avoiding
penalties or sanctions imposed by any government or other regulatory body. CFO Edge, LLC, its members, employees and agents shall not be
responsible for any loss sustained by any person or entity who relies on this publication.
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