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Retailers take Competitive Category Management, Pricing
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Jack Haedicke, Arena CG

The Purpose of ThisArticle

For years, Activity Based Costing (ABC) has been shown to benefit retailersin many
areas — Cost Reductions, Partner Negotiations, Benchmarking and Process Changes
— but Category Management is, perhaps, ABC’ s highest calling for aretailer.
Category Management defines how aretailer differentiates from other retailers, both
with the items on the shelf and how they’re priced. It dictates what gets promoted.

It's the image presented to the consumer, and may even decide to which consumers
it's presented. It can even define how the retailer negotiates with vendors.

This article isintended to illustrate how ABC is employed as the key enabler of the
Category Management process and, by association, Category Management’ s key
tactics of Competitive Category Management, Pricing Optimization, Efficient
Assortment and Market Basket Profitability.

Thisarticleis not intended to discuss how ABC isimplemented at aretailer or
manufacturer. There are more than enough articles to describe that process. Itis
imperative, however, that whatever ABC system isimplemented, it must be ableto
determine “net” profitability at the SKU (stock keeping unit, or item) level, be simple
in structure and be designed by the users themselves.

And, while theretailer that is typically responsible for executing on Category
Management strategies, the manufacturer or vendor will also benefit from a better
understanding of how retailers choose to position products to build profitable revenue
increases. Itis, quite simply, in both the retailer’ s and the manufacturer’s best
interest to jointly work towards any solution that provides the greatest value to the
consumer. ABC and Category Management provide the framework and language by
which they can collaborate.



[Item net profitability is a foundational capability which enables
several short-term initiatives to generate quick returns
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The Basics

Let’s start with the basics. Category Management was an outgrowth of the Efficient
Consumer Response initiative of the 1990's. The theory was that, since the retailer
owned the consumer, and the manufacturer knew more about how to market their
particular products (think coffee or laundry detergents) than any retailer ever could,
their collaboration would work to provide increased profitable volume for both firms
and better value for the consumer.



The process was intended to work asillustrated below:
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It all began with a Scorecard. The scorecard alowed both trading partners to
collaborate on a given set of parameters that defined the success of any joint retailer
and manufacturer initiative. That scorecard would constantly be updated using
information technology capabilities and used to reward the organization and identify
further opportunities for improvement. Out of this came a definition of roles and
strategies for each category within the retail store. An example of such amatrix

follows:
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Each retailer would use a similar matrix to differentiate itself from the other based on
how it chose to present itself to the market. It could be an “everyday low price’
retailer or a“high-low;” the assortment could be broad or it could be narrow; the
stores large or small. Whatever the strategy, the matrix helped define how an
individual retailer would approach the consumer and served as avehicle for
communicating that strategy to internal employees and vendor partners.
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These principles were developed by Frank Grossi and “ The Partnering Group,” in
cooperation with the ECR Committee. They still stand as one of history’s greatest
advances in collaboration between trading partners.

There was only one small problem: the Scorecard didn’t work well.

Most retailers then, and until only recently, determined their profitability primarily on
agross margin basis rather than using true net profitability at the SKU or item level.
The following is an example from one retailer showing the difference between a gross
margin and net profitability (contribution margin) as determined through ABC. Gross
margin made everything look the same regardiess of its supply chain costs, level of
funding from the manufacturer, or inventory turn.
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Obvioudly, not al categories are created equal. Gross margin is, at best, a poor
indicator of a product’s capability to generate profits, and certainly no vehicle for
communicating with a set of trading partners on your strategy for Category
Management.

That’s the bad news.
And here’ sthe good news...

True net profitability at the SKU level, as shown above, is easily within reach for the
majority of retailers. The barriersthat existed to ABC at the SKU level in the 1990s
no longer exist.® We now have the software, data processing power, experience and
track record to make ABC happen, even in retail environments with hundreds of
thousands of SKUs and thousands of stores.

Another bit of good newsisthat SKU net profitability through ABC isfinally
fulfilling its promise as the enabler of the Category Management process, and it is
unlocking returns in the areas of Competitive Category Management, Price
Optimization, Efficient Assortment and Market Basket Profitability.

Let’ s discover the source of afew of those returns.
Competitive Category Management

At abaseball game, it’s often said that it’s hard to tell who the players are without a
program. The same can be said of category strategies within aretailer.

1 “The Birth, Death and Resurrection of Activity Based Costing,” The Arena Report, Haedicke, Fall 2003.



All retailers do some form of profitability analysis, and there is no shortage of
opinions on what categories are most important and most profitable. However, the
problem isthat there is rarely agreement on what those categories are. In aproperly
constructed ABC system, net profitability at the SKU level is created by a cross-
functional team involving the disciplines of Distribution, Merchandising, Operations,
Information Systems, Industrial Engineering, and Finance. As such, the team
represents the views of the key stakeholders of the business on key activities and cost
driversfor the organization. One version of the truth is then created, and agreement,
by definition, is the output of the design session.

Top 15 Categories Based on Total Revenue

8.0%%

6.0%"

4.0%"

2.0%"

Toilet tissue

Cereal
Baby food

Net Profit Percentage

Fresh vegetables
Fresh fruit
Dinners, salads,
pizza, micro
Fresh poultry

Coffee, creamers
Juice, glass/plastic

Salad dressings, fixings

-6.0%

Thisis no small accomplishment since, from my experience; more time is spent
arguing about where aretailer makes its money than worrying about how to beat the
retail competition down the street.

Once again, ABC net profitability doesn't make the decision for you, it enables the
decision making process.

Price Optimization

Price optimization software has been receiving alot of attention, as of late, and with
good reason. Most price optimization software applications work by applying
Baysian inference, a methodology that mines transactional history to relate penny
price changes on an SKU to changesin transactional volume. Thisisused to
determine the optimal price point at which to create traffic within the store. The most
advanced of these systems will even compare competitive pricing within a given
market.

Here'stherub. What if you have chosen to maximize traffic on a category or set of
SKUSsthat is, inreality, losing you money? However, you don’t know that because
you only measure profitability on a gross margin basis?



Intelligent Price Optimization can only be accomplished in aretailer that has true net
profitability through Activity Based Costing as the enabler of the process.

Efficient Assortment

Potentially, one of the most fruitful areas of ABC net profitability is the area of
Efficient Assortment or SKU Optimization. It'salso devilishly complex because it
blends both the science of ABC and the art of the merchant to determine the
appropriate mix for any particular category. Therefore, thisisastory best told by
example.

Let’ s take the example of a high-low operator that has identified the cereal category
to play therole of “loss-leader” within the store. What this meansisthat the retailer
iswilling to loose money on this category aslong as it generates the right kind of
consumer traffic and the consumer’ s overall market basket is profitable. A retailer
just wants to be able to manage the bleeding of aloss-leader category intelligently.

The one thing Category Management teaches us is that, as compared to a Destination
Category where aretailer will want to carry every brand/SKU variation possible, loss-
leaders are often categories where they want just enough variety to pull the customer
in the door. Assuming that’ s true, it’simportant for retailers to determine which
SKUsto eliminate and which to keep in the loss-leader category.

As mentioned earlier, if the retailer is measuring profitability simply on gross margin,
there is no easy way to discriminate between SKUs that loose alittle and those that
loose alot. ABC enablesretailers to differentiate between the two as shown on the
scatter chart below.



Item Profitability - All Cereal SKUs with Warehouse Sales > $3,000
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Thistype of ABC-based analysis simplifies the process of accurately identifying
profitable and unprofitable SKUs. First, identify the least profitable 10% of SKUs and
consider eliminating them. Obvioudly, it’s not quite as straightforward as ssimply
identifying the least profitable SKUs and eliminating them. A retailer must rely on his
marketing sense. For example, if Post Raisin Brand was part of the 10% of
unprofitable SKUs dlated for elimination, would a good merchant removeit? It's
doubtful. However, this methodology is highly likely to unearth some surprises
regarding SKUs that should be eliminated.

There are avariety of methodologies that can be employed once the net profitability
scorecard isin place. They all involve some variation of looking at net profitability,
rating the SKU for strategic importance, considering the newness of theitem and
determining whether its shareisincreasing or declining. The “art” employed by
merchants in making these decisionsis what differentiates one retailer from the next.

Once again, the key isto be able to identify the true net profitability of the SKUs
through ABC in order to make informed decisions.

Mar ket Basket Profitability

For years, we' ve argued about the best products to promote to create excitement,
consumer draw and, ultimately, the most profitable market basket. Two things have



stood in the way of knowing this answer: what customers bought which items, and
what the true profitability of those items was.

Therise of customer loyalty programs has put these answers within reach. Retailers
can now track and retain the details of every transaction, most of them complete with
information about who purchased what item and what else they bought. One of our
retail customersistracking over 75% of their purchases and retaining this valuable
information within their database. With the highly scalable ABC technology that is
now available, it’ s finally possible to combine the true net profitability of items
within that transactional basket to determine overall profitability.

Building top line growth - Market Basket Profitability
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ABC doesn’t only reduce costs, it also builds top line growth and gross margin

Consider this: does promoting a $0.69 two-liter of Coca-Colareally draw in that mom
from the high-end suburb with three kids under the age of ten who spends $150.00 a
week on groceries? And if so, what are the items she buys to go along with it, and is
the overall basket a profitable one? Would promoting Kraft Lunchables have been a
better solution? Or, as a home improvement retailer, would knowing that you loose
money on mulch but make alarge profit on shovels and wheelbarrows affect what
home improvement projects you promote through consumer education programs? We
can now answer those questions and better target the right products and promotions to
bring in the customers that purchase a profitable mix of items from our stores.

For those of us who have spent the last decade or so extolling the virtues of cost
reduction and bottom-line profitability through ABC, it is particularly exciting to see
ABC being used as a vehicle to fuel top-line growth.

Summary

In summary, thisis no longer the ABC of the 1990s.



Today we have reached a very exciting point where there is a convergence between
the technol ogies used to implement ABC, the methodol ogies used to apply these
technologies, and the expanding uses of ABC and Category Management in aretail
environment. These implementations are no longer risky, leading edge projects, but
mature applications that have been employed by many of the world’s leading
retailers.

At therisk of dating myself, | had the great pleasure of leading the ECR (Efficient
Consumer Response) initiative for several yearsin the mid-1990s. Our job wasto
lead the modernization of retailers, manufacturers, brokers and wholesalers by
employing the principles of ABC, CRP (Continuous Replenishment Process), EDI
(Electronic Data Interchange), and Category Management. Retailersfell into two
camps. 1) Those that participated with enthusiasm (Schnuck’s, HEB, Wegman’ s and
Kroger, amongst others) and who, almost without exception, continue to survive and
thrive today; and 2) Those that, for whatever reasons, resisted the application of some
very commonsense practices and, again, almost without exception, are failing, have
folded or have been gobbled up by those with the will and vision to modernize their
practices.

We're at that same inflection point again with ABC and Category Management.

When we look back in five years, which camp will we say that your firm fell into?
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