—

CSCMP

CONNECT. COLLABORATE. CSCMP

L X
M E R

INTEGRATING
Marketing and
Supply Chain
Management
TO IMPROVE
PROFITABILITY

Despite the increase in indus-
try focus on supply chain
management and its integra-
tive philosophy, Fawcett and
Magnan found that most of the
organizations they studied are
only at the early stages of inter-
company collaboration'. Part of
the explanation for this limited
activity is that there remains a
significant gap in terms of man-
agement’s ability to integrate
across internal functions due to
different priorities, measures,
objectives, processes, and ter-
minology of operations-focused

and customer-facing activities.

Robert Sabath

President

Sabath Supply Chain Consultants,
Inc.

Dr. Judith M. Whipple
Associate Professor
Michigan State University




_TABLE OF CONTENTS

EXECUTIVE SUMMARY . .. e 4

If you're interested in submitting a topic
or becoming an author for CSCMP
Explores..., please contact the Research
Strategies Committee via e-mail at

INTRODUCTION. . . ottt eas 4

DEALING WITH DREAM CUSTOMERS: HOW DEMAND SIDE DECISIONS CAN CREATE

Scmpresearch@esemplorg BIG PROBLEMS ...ttt ttee et e e e e e e e e e e e 4
LEAN DISTRIBUTION: HOW SUPPLY SIDE DECISIONS CAN CREATE BIG PROBLEMS. ... . ... 4
SEEING THE LIGHT AT A SNACK FOOD COMPANY ..ottt e 4
SALES AND OPERATIONS PLANNING: ONE METHOD FOR DEMAND/SUPPLY
INTEGRATION. © .« e ettt e et et e e e e e e e e e e e e e e e e e 4
EXPLORES... THE CUSTOMER/PRODUCT ACTION MATRIX. . oo ottt 4
CSCMP Explores... UNDERSTANDING PROFIT CONTRIBUTION . . . . e vt e vt e e e e e e 4
is published by the
Council of Supply Chain HOW CAN CUSTOMERS AND PRODUCTS BE DIFFERENTIATED? . ..o vvoeeeeeeaen.n, 4
Management Professionals
333 East Butterfield Road, Suite 140
Lombard, IL 60148-5617 USA CUSTOMER/PRODUCT DIFFERENTIATION . . . . o vttt e e e e e 4
Phone: +1 630.574.0985
Fax: +1 630.574.0989 KEY TAKEAWAY ON DIFFERENTIATION BY PROFITABILITY ..o vvveeeeeie e 4
Web Site: cscmp.org
RESULTS: CASE EXAMPLES USING THE MATRIX. . . . oot e 4

Editor: Jessica E. D'Amico
Direct Line: +1 630.645.3460 LIGHT COMMERCIAL AIR CONDITIONING . . ..ttt et 4

E-Mail: jdamico@cscmp.org

PRODUCE MANUFACTURER. . . . . e e e e 4
2007-2008 CSCMP Research Strategies FOOD MANUFACTURER . . . .o\ttt et e e e e e e e e 4
Committee -
Nancy Nix, Chair BUILDING SYSTEMS DISTRIBUTOR. . . . ..ottt e e e e 4
Director Supply & Value Chain Center
;\elx‘?s Chcr'szan University L CHARACTERISTICS THAT ENABLE THE MATRIX TO OFFER GREATER BENEFITS . .. .. 4
alter Cabe
Regional Account Executive 1
RedPrairie Corporation PRODUCT CHARACTERISTICS ..o i e e e et et ettt e 4
Carlos Cherubin |
b CUSTOMER CHARACTERISTICS . . .+t e ettt et et et et 4
2Cs Consulting Group
Dave Closs INDIVIDUAL FIRM CHARACTERISTICS . . . oot e e 4
John H. McConnell Chaired Professor of Business
Michigan State University ADDITIONAL MATRIX APPLICATIONS . . . .o e e 4
Brent Edmisten
Director Strategic Sourcing & Manufacturing T CONCLUSIONS i e e e e e 4
Strategy
IR I SRy REFERENCES . . ...\ttt ettt et e e e e e e e e e, 12
Bill Horrocks
e e R G LIS @15 (RIS, 1o o oo e o b e S s o R 13
Rogers Cable
Mary Long FIGURE 1 - TYPICAL CUMULATIVE SALES BY CUSTOMER/SKU ........... ..., 4
Director Collaborative Supply Chain Solutions
Campbells Soup FIGURE 2 — FULLY LOADED COSTING OVERVIEW . . .. ... 4
Eric Peltz
Director Logistics Program, Army Research Division FIGURE 3 — CUSTOMER/PRODUCT ACTION MATRIX. . ..t ittt e e e iiiee e e 4
RAND Corporation
Steve Silvis . ) LIST OF TABLES . . .o ot e e e e e e i 14
Vice President of Engineering Services
G
e TABLE 1 - MULTI-ECHELON APPROACH TO SERVICE LEVELS. . .. ... 'vveennn. 15

© 2007 Council of Supply Chain
Management Professionals




INTEGRATING Marketing and

Supply Chain Management TO | INTRODUCTION

IMPROVE PROFITABILITY
_EXECUTIVE SUMMARY

The customer/product action matrix is a tool that managers can use to better balance
supply and demand constraints and identify opportunities. In that context, the
matrix enables marketing and operations managers to develop tactical and strategic
plans that incorporate both operations and marketing considerations that target
where to provide enhanced customer service, and how to prioritize product mix
decisions. In particular, populating the customer/product action matrix is a useful
exercise that can guide a company in its internal integration efforts, as well as assist
in prioritizing collaborative opportunities with external partners. For example, with
the growth and interest in sales and operations planning (S&OP), the matrix can
assist managers by providing useful information to guide the S&OP decision-making
process as well as to aid in scenario planning.

The customer/product action matrix is surprisingly simple to use. Fully-loaded
costing techniques, such as activity based costing (ABC), can capture accurate costs
and determine customer and stock keeping unit (SKU) profitability. Even if the
fully-loaded costing information is not as thorough as it could be, this information
is still generally better than the typical, allocated cost information often times used
by managers to drive decisions. It is also important to have the ability to regularly
reevaluate this information given the ever-changing nature of today’s business
environment. Most importantly, the matrix process is unbiased, which enables
integrative discussions among customer-facing and operations-focused managers.
This supports a common prioritization process that can guide cross-functional
decision-making, enabling the operations-focused and customer-facing sides to work
jointly to develop optimal firm-wide strategies and tactical plans.

While internal integration efforts have occurred to some extent within firms,
opportunities for improvement remain by eliminating the dichotomy between
operations-focused and customer-facing orientations. Demand side and supply side
considerations are often in conflict with each other producing differences in goals
and perspectives. Further, if one or the other dominates in decision-making, this can
lead to decisions that are optimal functionally but sub-optimal from the standpoint
of the overall firm.

One issue that must be addressed is that not every customer or every SKU should
receive the same level of service or attention. There can be as many as four
segments of customers and SKUs (extremely profitable, highly profitable, marginally
profitable, and unprofitable), and the benefit comes from a combined analysis of
both customer and product segments in these four categories (A, B, C, D customers
and A, B, C, D products). A cross-reference of customer segments against product
segments generates the customer/product action matrix, a tool that can be used to
evaluate and balance demand and supply side considerations, and improve overall
firm profitability.

This Explores... is designed to give you an overview of how a tool such as the
customer/product action matrix can be used to quantitatively segment products and
customers in order to improve business planning and better integrate the customer-
facing and supply chain processes to maximize profits. Further, it discusses case
examples of successful application of the matrix, and a step-by-step discussion of
the matrix is provided to allow managers to begin using and implementing this
approach. In addition, details regarding characteristics that enhance the applicability
of the matrix are provided, and different ways that the matrix can be used to
enhance strategic level decisions are discussed.

While internal integration efforts have
occurred to some extent within firms,
opportunities for improvement remain by
eliminating the dichotomy between opera-
tions-focused and customer-facing orienta-
tions. Demand side and supply side con-
siderations are often in conflict with each
other producing differences in goals and
perspectives. Further, if one or the other
dominates in decision-making, this can lead
to decisions that are optimal functionally
but sub-optimal from the standpoint of the
overall firm. The customer/product action
matrix is a tool that can be used by manag-
ers to evaluate and balance such demand
and supply side considerations. The matrix
uses fully loaded costing information to
determine customer and product profitabil-
ity, enabling managers to drive cross-func-
tional decision-making processes.

Even in discussions with managers who are
aware that the goal of the matrix is, in part,
to increase internal integration, the authors
were fascinated by differing responses that
stemmed largely from the managers’ dif-
fering backgrounds: sales and marketing
focused managers commented that to them,
the matrix represented a purely operational
focus for marketing issues, while supply
chain and operations managers consistent-
ly observed that the matrix was actually
focused on marketing, rather than opera-
tions. Instead, the authors believe that the
matrix provides shared sheet music that can
be used to orchestrate demand and supply
side considerations.




Lean Distribution: How Supply Side Decisions Can
Create Big Problems

Demand side considerations drive a “cus-
tomer-facing” focus where the goal is
heavily concentrated on achieving respon-
siveness through tailored service and
product offerings that meet individual
customer requirements. This process often
requires high levels of inventory, SKU pro-
liferation, and flexibility in service and
pricing options, and places cost control

as a secondary consideration to revenue
growth. The following scenario illustrates
the problem with a pure customer-facing
approach.

Consider the fictitious case of a medium-
sized manufacturer of consumer prod-
ucts, whose managers do not examine or
understand its supply side costs. Imagine
the internal celebration among employees
at this manufacturer when it is selected
as a supplier by a “big box” retailer after
a lengthy negotiation process focused on
price and other allowances. Within a short
time, this retailer becomes the company’s
largest customer, as sales go through the
roof.

Imagine the surprise when top manage-
ment sees profits erode dramatically. What
happened? This situation is not all that
fictitious or unique. It grows from one-
dimensional views focused on single meas-
ures or perspectives such as sales without
looking at profit and customer profitabili-
ty without looking at product profitability.
The world is littered with disaster stories
coming from the scenario of the dream
customer unintentionally damaging, per-
haps even destroying, the optimistic, but
one-sided supplier.

Similarly, supply side considerations can drive an inappropriate “oper-
ations-focused” approach where the goal is too heavily concentrated
on achieving efficiencies through cost-reduction and product/process
standardization. Minimizing costs, while establishing consistent and
predictable production plans, becomes the goal for operations-focused
managers. This goal places customer service as secondary to cost con-
trol. The following scenario illustrates the problem with a pure opera-
tion-focused approach.

Consider the fictitious case of a distributor whose managers do not
understand the role response time plays as part of the customer value
equation. Imagine this distributor, faced with increased competition,
deciding it must reduce prices and thus costs to motivate retail custom-
ers to not take their business elsewhere. One of the obvious cost reduc-
tion options is to reduce its distribution network from, say, 20 distribu-
tion centers to a smaller network of distribution centers. This solution
would enable the distributor to consolidate inventory and reduce safety
stock due to reduced demand variance across the network. In addition,
this move would significantly reduce warehousing costs.

Imagine the surprise when top management sees an increase in cus-
tomer complaints and a loss of customers. What happened? This dis-
tributor failed to consider the implications of the change in its service
that would result from the smaller distribution network (e.g., longer
lead-times, decreased ability to be responsive). The world is littered
with disaster stories coming from the cost-cutting efforts of companies
without the full consideration of the impact on customer service. What
would have been the result if Henry Ford had required his company to
stay committed to the “you can have any color you want as long as it
is black” philosophy?

Given these one-dimensional scenarios, it is no wonder that firms have
not always managed to integrate demand and supply considerations.
The task of balancing trade-offs is difficult because of the various ele-
ments: cost-to-provide versus cost-to-serve, efficiency versus effective-
ness, long-term strategic plans versus short-term production constraints,
functional measures and rewards versus process-oriented goals.

Seeing the Light at a Snack Food Company

The customer/product action matrix illustrates the importance of a
balanced view. Take the example of a snack foods manufacturer that
looked at customer relationships and operational performance. Instead
of focusing just on perceived, important customers or on ways to cut
costs from the operation, the manufacturer used the matrix to rank
both customers and SKUs according to their total profit contribution.
This process allowed important customers and products to be recog-
nized, enabling customer service and product mix decisions to be redi-
rected to focus on growth opportunities that enhance profit. The new
metrics for marketing, linked to operations, gave the company disci-
pline and control across sales and marketing as well as operations. An
important part of the effort was the immediate identification of oppor-
tunities for improvement produced by examining the cost layers which
pinpointed not just the obvious winners, but also the hidden losers.



Sales and Operations Planning: One
Method for Demand /Supply Integration

THE CUSTOMER/PRODUCT
MATRIX

Recently, more attention has been placed on S&OP
as a method of creating internal integration across
this “divide.” S&OP is “the set of business proc-
esses and technologies that enable an enterprise to
respond effectively to demand and supply variability
with insight into the optimal market deployment
and most profitable supply chain mix.”? Inputs into
the S& OP process include the sales forecast (cus-
tomer-facing side) and the capacity plan (operations-
focused side), while outputs include the operational
plan and the demand plan.’ This process enables
firms to execute business strategies and plans that
have been prioritized and evaluated both by their
opportunity and their associated risks. A recent
study has found a link between S& OP and sales
growth, profitability, and greater customer satisfac-
tion; however, S&OP in the future must do more to
enable firms to consider various scenarios in order
to “execute the most profitable strategy.”

The general S&OP process can vary by firm,

but generally operates on a monthly basis with a
demand plan review and a supply plan review. Dif-
ferences in these two plans are discussed and rec-
onciled, and alternative plans may be created. A
review of the combined plan with associated finan-
cial analysis is then conducted by senior manage-
ment. The implementation plan is created and then
acted upon. Metrics are tracked to determine the
success of the plan. The process is an interactive one
in that it creates a constant feedback loop between
analysis, input, action, and measurement. The key
to the process is the development of a “one num-
ber” plan that is agreed to by both the customer-
facing and operations-focused sides of a firm, and
that is also approved and supported by the execu-
tive management team.

The customer/product action matrix can be used in
various situations, but certainly can aid a firm in its
S&OP process. One reason that this matrix is useful
is that it focuses on providing the decision-makers
with the right information. We all have seen the pit-
falls of garbage in, garbage out (GIGO). If the oper-
ations-focused and customer-facing sides of the firm
are not using the proper information, the resulting
decisions will be flawed. What drives the customer/
product action matrix is costing data that catego-
rizes products and customers by their actual profit
contribution, which assists in prioritizing decisions
that lead to profit enhancing opportunities. Addi-
tionally, the next wave in S&OP (as well as other
strategic planning methods) is to incorporate sce-
nario planning tools so that managers can conduct
“what if” analysis and determine the optimal out-
come based on changing environmental conditions.

While managers consistently measure sales and,’ at least infor-
mally, rank sales from largest to smallest according to customer
or SKU, management may not base its decisions upon this
data or rankings. Further, managers rarely base this analysis
on profit rather than sales. They may intuitively recognize the
most important customers, as well as the problem custom-
ers, but they do not necessarily have the data to confirm the
intuitions and make data-driven decisions. Figure 1 shows the
cumulative sales of a typical consumer products manufacturer
by customer and by SKU. It is clear that a very small propor-
tion of customers or products contribute a very large propor-
tion of revenues.

The typical Pareto principle: “Twenty percent of the custom-
ers give us 80% of our sales” or “Twenty percent of our SKUs
give us 80% of our sales” is reality for nearly every company.
In most cases, the numbers are even more remarkable: a “super
Pareto” scenario can exist where perhaps only a handful of cus-
tomers or SKUs (e.g., four or five) represent 20-30% of profit
all on their own. Here each customer is so important that it
becomes its own market segment. Firms must be able to look
customer by customer and product by product to distinguish
the level of importance each one (and their combinations) has
to the firm’s bottom line. The end result of this analysis is an
understanding of customers and products based on profitability.

Figure 1—Typical Cumulative Sales by Customer/SKU

0O 10 20 30 40 50 60 70 80 90 100
Cumulative Customers/SKU (percent)

For managers to move beyond intuition, customer and prod-
uct profitability must be formally ranked. This activity puts
managers in a better position to develop customer and prod-
uct strategies as well as to understand cost-to-serve trade-
offs. This is important as there is often a difference between
customer and product contribution to sales and their contri-
bution to profit.* A customer who contributes significantly to
sales may be highly demanding in terms of service and spe-
cial requirements and, thus, not especially profitable. On the
other hand, a customer that has mid-level sales contribution
can be extremely profitable.



Understanding Profit Contribution

The customer/product action matrix is a tool that is useful for discussions focused on building consensus within a firm. It
not only establishes customer/product priorities by profit contribution, but also supports discussions surrounding the devel-
opment of a common goal that incorporates the firm’s operations-focused and customer-facing considerations. The first step
to establishing the matrix is to develop a simple, but accurate, cost model based on key activities, processes, and cost driv-
ers as shown in Figure 2. The model, known as a “fully-loaded” cost model, determines the cost of particular products as
well as the cost of particular customers. In other words, cumulative dollar profit by customer and cumulative dollar profit

by product are developed (not profit percentage)

Figure 2—Fully Loaded Costing Overview
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While the implications of using “fully loaded costs” are crit-
ical to enhancing management decision making, true fully
loaded costs are not used nearly enough in business. Simply
defined, a fully loaded cost is one that attributes very real-
istic direct and indirect costs to a specific customer, SKU,
or other profit or cost center. The most popular approach
to developing fully loaded cost is “activity based costing,”
which has had bouts of popularity and unpopularity over
the years. Regardless, fully loaded cost is the only appropri-
ate measure of true cost, especially in those businesses that
have relatively high proportions of variable cost.

Why does the level of variable cost matter so much? Well,
if a large percent of the firm’s costs are variable, then, first
and foremost, it is easier to allocate costs by customer/SKU.
As such, it is easier to determine what the specific contri-
bution is by customer and by product. Once contribution

is understood, then changes made to the customer/product
mix can have a dramatic impact on costs. On the flip side,
if a large percent of a firm’s costs are fixed, then product
rationalization does not reduce the fixed costs: fixed costs
(or “sunk” costs) remain despite the level of production.
For instance, a third party warehouse operator knows the
space allocated in the warehouse by customer, so it is easy
to establish a per customer “cost” to estimate the impact of
eliminating or adding customers. Contrast that with a steel

mill that faces high costs associated with its manufacturing
equipment investment. That equipment investment exists
whether the mill runs at or below capacity.

Historically, the basis for most costs is “standard cost,”
which is computed based on direct costs, with simple pro-
portional overlays of indirect costs. For most companies,
standard costs are sufficient for broad planning purposes,
but they lack the sensitivity to the special circumstances that
generate costs and affect profit for individual or groups of
products or unique or clusters of customers. Standard costs
cannot adequately differentiate across customers’ service
requirements. Consider a customer that has high service
needs on an equipment installation (e.g., a new customer
that needs training) versus an existing customer that is
upgrading equipment (e.g., no training is needed or short
training on “improvements” plus the installation itself
could be easier as the working conditions—electrical, space,
etc—were already mapped out during the first installation).
Alternatively, consider a customer that has a history of high
returns of products versus a customer that never returns
products, or a customer that requires a large number of
product samples or test materials. On the supply side, some
products can be produced with minimal scrap and some
products generate a great deal of scrap, which may not be
accounted for under standard costing measures.



Since any supply chain involves flows of materials and information, a
means to assess total costs and performance across those flows is criti-
cal. Despite this, traditional standard costing systems group costs into
aggregated categories that hamper the identification and understanding
of cost trade-offs and their impact on performance.” An accurate, fully
loaded costing system is one possible tool that can further define and
organize data to allow managers to make process-oriented decisions.*
The value of ABC, for example, as shown in Figure 2, is linking the
performance of specific activities to the resources they consume.’

When managers need to make an important strategic decision, such as
geographic expansion, new product development, acquisition, targeted
promotional programs, or introductions of new service packages, the
decision process inevitably includes fully loaded costing and the result-
ing profit effects. For that reason, when a company is in the midst of a
key decision process, it is often a perfect opportunity to test the value
of fully loaded costing. Some companies embrace ABC or an alterna-
tive fully loaded costing method only when they have a major strategic
initiative to consider. In other words, they only want to go through the
“agony” of ABC once and then operate from that collected data until
the next major strategic initiative needs to be evaluated years down the
road. This “quick and dirty” method is limited in value, because costs
are dynamic and change frequently (e.g., special promotional packag-
ing, a customer’s special service request, material cost fluctuations,
seasonality).

Several of the companies whose examples are featured in this Explores...
started their customer/product action matrix process in the midst of a
major decision analysis, initially using one-time fully loaded costing to
support the decision effort. Only after recognizing the superior value

of fully loaded costing did these companies move to adopt the costing
process on an ongoing basis. From fully loaded cost, an extremely accu-
rate profit measure is generated, so that the profit of individual custom-
ers and SKUs can be monitored, as can the specific profit generated

by an individual SKU sold to an individual customer. Further, the cost
information can be updated whenever major cost changes are incurred.

When measuring cumulative profit by customer and by product/SKU,
the results follow the Pareto principle in that a small number of cus-
tomers and/or products generate a large portion of profitability. How-
ever, the relationships between SKU and customer profitability are
direct and obvious. Customers that have the highest total dollar profit-
ability (not percent of profit) tend to buy SKUs that are also profitable.
After all, customer profitability is the direct result of SKU profitability,
plus customer management/service costs (e.g., sales support, receivables,
returns and rebates, special requests, etc...).

Companies usually manage with a focus either on “assumed profitable”
customers or “assumed profitable” products, but rarely with a balanced
and highly accurate view of both. Additionally, sales, rather than profit,
drives the attention and emphasis of many companies. This lack of a
balanced view, decisions based on less than accurate costing informa-
tion, and emphasis on sales may be sufficient when all is going well or
in times of high demand. But this view can become precarious and pro-
duce dangerous results when considered under the backdrop of rising
prices, global competition, rising shareholder expectations, and other
challenges present in most industries today. Using the customer/product
action matrix, developed from an accurate costing approach, prevents
these problems.

How Can Customers and
Products be Differentiated?

Once the cost data is provided for both
customers and SKUs, managers can cat-
egorize the results generally into four
ranked segments: extremely profitable,
highly profitable, marginally profit-
able, and unprofitable. Based on the
cost information, the four segments are
relatively straightforward to determine,
because when customer and product
profitability are ranked (on a spread-
sheet, for example), clear gaps or large
drops in profitability will generally
appear. A manager can assign customer
and product segments based on where
these gaps occur.

In virtually every circumstance, an
extremely small number of customers
and products (as shown in Figure 1) are
highly profitable (e.g., maybe as few as
five or ten each). As a group, this small
“franchise” segment may contribute
between 20-60% of profit. The second
and larger segment, “bread and butter”
customers/SKUs usually make up 15-
40% of profit, while the third and often
largest segment, “break-even” customers/
SKUs only generate a small amount of
profit (e.g., 20-40% of customers/SKUs
generating only 0-20% of profit). The
final segment, “dogs,” represent custom-
ers/SKUs whose total profit contribution
for the year is negative. Often, “dogs”
reduce a company’s profit by 5-25%.



Customer /Product Differentiation

When focusing on cumulative profits by customer, most
cases have shown an exceptionally small group of customers
(often as few as two or three), account for an extremely high
proportion of profitability generally ranging from 20% to
60%. These A-level customers are so important that service
to all of them should be perfect.

The next group of customers (signified as B-level) is also sig-
nificant, as they are considered highly profitable. However,
in this category there are far more players, and each custom-
er contributes relatively less to overall profitability. Man-
agers should identify which B customers could potentially
become A customers, and form strategic plans to encourage
this movement. Service levels to all B customers should be
high and measured based on the customers’ criteria — seg-
mented where possible.

The next category, C customers, is marginally profitable. As
such, these customers are nice to have, but do not warrant
special attention. These customers may not be highly profit-
able, but their sales may take up excess production capac-
ity thereby increasing economies of scale. Standard service
packages or templates should be designed for C customers.
Deviations from standard packages should have identifiable
added costs that would be charged to the customer.

D customers are often unprofitable and can reduce a com-
pany’s overall profitability by 20 to 50 percentage points. It
is not generally in our mindset to turn away customers even
when we recognize they are not profitable. When faced with
this information, managers often want to keep serving D

customers in the hopes that they may grow to be more prof-
itable customers or, if they were at one time large customers,
that they can rebuild the previous relationship. These are
valid reasons for keeping some D customers—but often not
for the long term. Loss-generating customers should be man-
aged on a transactional basis, where each specific transac-
tion request is examined to determine if it is profitable. Only
those profitable transactions should be allowed.

The benefit of this approach is to provide managers with
information to make better cost/service decisions that inte-
grate operations-focused and customer-facing considerations.
If there is a strategic reason to serve D customers, managers
can at least understand and agree on this action while set-
ting boundaries to minimize profit loss (e.g., limit the time
to wait for a D customer to develop into a C customer).
This approach is also not meant to be a way to justify sub-
standard customer service. Rather, it is a way to ensure stra-
tegically planned service levels are actually achieved. In fact,
when this approach is used, customer service can actually
improve for all customers, including D level customers.

When cumulative profits by products/SKUs are analyzed,
they also tend to fall into the four categories described for
customers: extremely profitable, highly profitable, margin-
ally profitable, and unprofitable. For ease of explanation,
products will be identified as 1, 2, 3, and 4 (to differentiate
them from the categories used for customers). The manage-
ment strategies of the four categories of SKUs are compara-
ble to the customer-based categories described above.

Figure 3—Customer/Product Action Matrix
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Used with permission of Deloitte & Touche L.L.P.



Key Takeaway on Differentiation by Profitability

From this discussion, it is quite clear that not every customer or every
SKU should receive the same level of service or attention. This is not
necessarily a new concept, although it flies in the face of convention.
ABC classification of customers and products has been described in
various textbooks and articles as a method for managing inventory.
However, what these previous discussions often neglect is the fact that
there can be four (not three) segments of customers and SKUs that
exist (extremely profitable, highly profitable, marginally profitable, and
unprofitable) and that the real benefit comes from a combined analy-
sis of both customer and product profitability. More importantly, the
matrix, shown in Figure 3, provides the quantitative analysis to enable
consensus to develop across operations-focused and customer-facing
managers, supporting internal integrative efforts. From a quick glance
at Figure 3, it is apparent that “A” customers, regardless of their SKU
mix, deserve impeccable service. Even when an “A” customer needs a
loss SKU, response should be perfect. On the other hand, there is no
reason to justify selling a “4” product (unprofitable) to a “D” customer
(unprofitable) as it is a lose-lose proposition. In the case where a “D”
customer wants to buy a “3” or “4” item, then it calls for closer mana-
gerial attention to determine if the transaction is profitable or not.

The process of cross-referencing customer and SKU profitability pro-
vides the most important insight, because it encourages decision-mak-
ing across the operations-focused and customer-facing sides of an
organization. Further, it provides a common measurement tool (profit-
ability) that drives the cross-functional integration and results in the
appropriate customer/product portfolio across the spectrum of A-D
level customers and 1-4 level products.

Appropriate actions vary from “perfect service” in the upper left cell to
“cull” in the lower right. Certainly, the most attention should be paid
to the “sweet spot” of categories A-1 through B-2, where low cost and
perfect response capabilities can deliver astonishing results in these four
extremely profitable cells. In many companies, these cells account for

a large portion of sales (50% to 75%) and generally close to 100%

of total profits. While “D” and “4” categories pose a challenge, it is
important to recognize that D-4 transactions generally result in a loss.

It is clear that any movement from the bottom right toward the top
left, in Figure 3, is beneficial. A variety of activities—either operations-
focused or customer-facing—can encourage this movement. Improve-
ments in information sharing about future plans (e.g., new product
development, promotion, major opportunity) can reduce the cost to
serve by avoiding traditional surprises. Newer collaborative approaches
can also affect cost—to-serve and cost-to-produce and could move a rela-
tionship toward the upper left corner of the matrix. Any actions that
improve efficiency in the operating processes (e.g., product line effi-
ciency, staggered sales incentives that coincide with production lows,
improved scheduling) are also important. Even a simple action, such

as a price change to a “4” item, can have a profound impact on total
profit.

This matrix is not a “one-time only” tool, however. When significant
costs change by customer (e.g., redesigned ordering/delivery processes)
or by product (e.g., production process innovation or revised pricing),
the matrix must be updated to reflect accurate costing information.
This is true over the life of the customer relationship and the life of the
product.

RESULTS: CASE
EXAMPLES USING
THE MATRIX

This section provides examples based on
working with various companies that have
used the customer/product action matrix.
These examples provide the situations these
companies faced, how the matrix was imple-
mented, and the corresponding results of
this implementation. In addition, scenario
planning opportunities are discussed. The
examples are broad and highlight the use of
the matrix in various ranges of sophisticated
analysis.

Light Commercial Air Conditioning

Consider an example of a manufacturer of
light commercial air conditioning units, the
type used for individual stores in strip shop-
ping centers and standalone buildings. The
company was facing competition and con-
sidered various scenarios. One scenario was
network optimization: should the current
network of 16 distribution centers (DCs)
be changed? Fewer DCs would obviously
reduce operating costs, while more DCs
would provide better service.

After reviewing the demand pattern for light
commercial air conditioners, it was deter-
mined that 85% of the units were sold to
the replacement market. Replacement air
conditioners are nearly all sold on the hot-
test days of the year because air conditioners
fail when they are operating, not when they
are idle. A retailer whose air conditioner has
broken down is at risk to lose business until
a replacement is operating in the store. For
this reason, availability of a suitable model
that can be installed immediately drives the
demand for replacements, and price is a far
lower criterion. Changes that would reduce
service (e.g., increase lead time, reduce
responsiveness) would result in a lost sale if
there were a suitable alternative available.

Further, the manufacturer realized that many
of its products were variations on just a few
“base” models, but with special adjustments
to accommodate alternative airflow linkages
to the venting in place at various customer
locations. Trying to forecast these custom-



ized linkage requirements was virtually
impossible, resulting in the need for

Produce Manufacturer

significant field inventory—too much
inventory on many items that ended
up becoming obsolete and too little
inventory on other items resulting in
lost sales. A stock-out in this firm’s
business meant more than just a lost
sale. Rather, it meant a “permanently”
lost customer since air conditioners are
generally not replaced frequently (not
to mention the loss of ancillary busi-
ness from service parts, etc...).

The answer was two-fold: postpone-
ment and network redesign. First,

the manufacturer recognized that the
large number of models currently in
the product line was unruly to man-
age. As such, management committed
to a much smaller product line of high
volume and more flexible “base” mod-
els. These models could be modified in
the field by sheet-metal specialists to
accommodate individual customer air
handling requirements. Critical to this
strategy was the development of new,
closer relationships with sheet metal
workers near key customer markets.

Second, the manufacturer used a loca-
tion model that was optimized based
on maximum profit. It was determined
that the number of distribution nodes
should actually increase in order to
grow revenues and hence profit by pro-
viding exceptionally responsive, local
service. With the smaller product line,
however, not all products needed to be
carried in all locations. The new solu-
tion involved changing from 16 private
full-line warehouses to a mix of 60 pri-
vate and public warehouses. The public
warehouses provided seasonal flexibil-
ity. Two locations carried the full prod-
uct line, and the remaining locations
carried only a small number of units
which, with sheet metal modifications,
could accommodate 98% of replace-
ment product demand. This new strat-
egy increased supply-chain costs by
24%, but doubled total profit, while
increasing market share by 20 points.
Managing for profitability, based upon
understanding customers and products,
provided substantial benefit over the
traditional, one-dimensional manage-
ment focus.

A manufacturer of fresh, packed fruits
and vegetables introduced activity
based costing into its processes. With
the advent of total costing, analy-

ses could be conducted and decisions
could be made looking at the fully
loaded profit of each customer and
each SKU, and more importantly, the
combinations among them. Using the
matrix, critical decisions could be
made which immediately improved
revenues, profitability, and customer
relationships.

With a better understanding of cus-
tomer profiles, several outcomes
resulted from the analysis. In one case,
a customer located in Tennessee consis-
tently bought large volumes of product
at a reasonable markup and paid its
bills promptly—it was not a customer
that the sales group wanted to lose.
Nonetheless, the firm found that this
relationship generated a loss to the
company while similar-sized customers
in other regions were profitable. This
prompted the company to conduct
further analysis with respect to this
customer. It was quickly recognized
that this customer was the only one of
any significance within its geographic
area. Hence, it was absorbing excep-
tionally high salesmen transportation
costs, shipping costs, etc. The solution
became targeting and developing new
customers in the same area. The plan
worked, and the company was able to
drastically reduce the cost to serve the
original customer while adding new,
profitable customers. Eventually, the
original customer became one of the
firm’s top five customers, ranked by
profitability.

Additionally, a customer whose profit-
ability ranked near the bottom consis-
tently asked for, and was always given,
special discounted pricing. After look-
ing at fully loaded profitability, the
decision was made to eliminate special
pricing incentives in order to ensure
that prices better reflected the actual
costs associated with delivering these
products. The situation was explained
to the customer, who accepted the new
policy, but was surprised the supplier

had previously agreed to incentives it
could not really afford to offer.

In another scenario, a high-loss cus-
tomer was flagged because it lost
money each year. It became obvious,
however, that that particular customer
should continue receiving excellent
service and attention from the manu-
facturer: it was the development kitch-
en of the manufacturer’s largest and
most profitable customer. Maintaining
a relationship with the development
kitchen was an extremely good strat-
egy, allowing the sales and marketing
team to demonstrate its commitment
to the ongoing relationship with the
larger customer of which it was a
part. This illustrates that firms may
not eliminate all D-level customers or
4-level products, but rather, strategic
choices should be allowed that make
sense based on each customer/product
scenario.

Food Manufacturer

Another food manufacturer with
highly perishable products responded
to optimistic long-term forecasts by
purchasing high volume production
equipment. Within a year, the equip-
ment was running smoothly, but fresh-
ness problems pervaded in-store inven-
tories: more than 15% of product at
the retail level was past its freshness
date. The new high-speed equipment
produced the most popular flavors at
a rate which matched consumption.
Unfortunately, because changeovers
were extremely time consuming, the
new equipment was not well-suited

to the lower demand flavors, and the
long cycle times between production
of those flavors led to extended time
in process and on the shelf. What went
wrong? Optimistic sales forecasts led
to a blind focus on efficiency, rather
than a pragmatic balance between
high-volume (manufacturing driven)
and low-volume (customer need driv-
en) SKUs.

Luckily, an effective solution came
from understanding the needs and costs
of alternative manufacturing models,
coupled with a closer sensitivity to
working relationships with retailers.



First, the old, lower volume production
equipment was reinstalled in a lower
volume, quick changeover manufac-
turing plant, to be used for the lower
volume SKUs. As such, two produc-
tion models were created: one for high
volume items and one for low volume
items that allowed for more cost-effi-
cient changeovers. The result was that
capacity for the high volume items
increased! In other words, unmatched
demand existed in the marketplace

for high-volume products, and that
demand could now be filled due to
extra capacity (i.e., capacity no longer

tied to low volume SKUs and long
product changeovers). Low volume
products, which sales management
deemed still important to the product
mix, continued to be provided but with
no freshness problems from longer pro-
duction runs.

Additionally, the manufacturer real-
ized that when production was greater
than demand, it needed to move prod-
uct quickly before freshness became an
issue. Taking less profit on these “over-
runs” was more important and less
costly than taking back outdated

product from the store shelf. The man-
ufacturer considered which of its “A”
customers had the flexibility to develop
quick promotional programs and lean
supply chains, and thus, could quickly
move “overrun” product through

their stores with special promotions

to immediately reduce inventory. The
result was not only a reduction in
“out-of-date” inventory, but also an
increase in demand in certain markets.
Further, closer relationships with key
retailers created a win-win opportunity.

Building Systems Distributor

A distributor of building systems components had a long track record of consistent, though not exciting, growth. Each time
a new competitor entered the market, the distributor’s market share eroded and, yet the company remained a market leader.
Customer turnover was relatively low, but it was not low enough to be a competitive advantage. Service quality was excep-
tional, but it did not appear that customers were willing to pay for it.

Senior management expressed its desire to clearly differentiate the company. The data from the matrix allowed straightfor-
ward, practical, and highly achievable solutions to emerge. To everyone’s surprise, the solutions were much easier to imple-
ment than prior, elaborate sales incentive programs or price/promotional discount solutions. They relied on the matrix to
identify where to build relationships with targeted customers and to identify what precuts to focus on.

Customers were ranked according to their total profit contribution during the previous 12 months. The top five customers
(franchise or A customers) contributed 55% of the company’s profit. The strategy for these customers was perfection never
a disappointment, never a missed shipment, never an unanswered inquiry, never anything that could be disruptive. The tar-
get service level was 100% since the loss of one of these customers could reduce profit by more than 10%. These top cus-

tomers also bought primarily high profit SKUs, which should come as no surprise since that’s how they became high profit
contributors. However, even for low profit or loss items, the service had to be perfect for the franchise customers.

The next 25 customers (bread-and-butter or B customers) contributed 40% of the company’s profit. Finding the next fran-
chise customer within this group could make the company’s numbers for the next three years. Careful targeting was critical
as assuming that every B customer could move up to the A category would significantly waste resources. Finally, maintain-
ing solid relationships with these customers was critical, though the means had to be more general, and the targets a bit
lower than perfect.

Among the next 200 customers (breakeven or C customers) there were likely to be a few that would move up to the bread-
and-butter category, but for the most part, many of these customers would remain marginal. The challenge to customer-fac-
ing employees was to identify those customers that could have growth potential so that these relationships could be moni-
tored as they progressed, and special service could be offered to entice movement to a higher customer level. Once again,
dramatically increasing blanket service to this segment would be extremely costly, while providing little benefit.

Within the final group of customers (dogs or D customers) were those whose entire relationship yielded a loss to the com-
pany. The new set of rules for these customers included accepting only profitable orders, and serving them only after higher
priority customers were served. Further, these customers continued to be monitored, with price adjustments made if needed
to reflect the true cost of service. The new set of rules may appear strict, but the most common response from these custom-
ers was: “I can’t believe it took you this long to act.”

What happened? As a result of implementing the segmented service policy, the distributor grew revenues by 20% and profit
by 35% within one year. Often, managers worry that the matrix will be used to justify sub-par service levels. On the con-
trary, this example illustrates the ability for the matrix to pinpoint where service levels must increase (A-level customers) to
protect long-term profitability as well as where high service levels may not be warranted (D-level customers).



Table 1 illustrates how service (measured here by fill rate) can follow a stratified approach. In the table, the new serv-
ice levels focus predominantly on the upper left-hand corner in order to improve service to “franchise” and “bread-and-
butter” customers, while high service levels for D-level customers and 4-level products in the lower right-hand corner
are not warranted. The overall level of service actually improves by a slight degree between the old and the new plans.
However, the service to the most important customers across the most important products increases substantially. More
importantly, top customers and top products do not subsidize services for “dogs.” Is this approach fair? Absolutely,
because any product or customer can move to the upper left-hand corner, and it actually is more fair than the old service
plan since the top customers and the top products have the service that they have earned.

Table 1—Multi-Echelon Approach to Service Levels

OLD SERVICE LEVELS

D WON =

95%| 18% 9%| -2%
95%| 11% 8% -4%
95% 8% 4% 4%

-95%|  -4%|  -4%| -5%

% OF PROFIT
1 40% 18% 9% -2% 65%
2 18% 11% 8% -4% 33%
3 9% 8% 4% -4% 17%
4 -2% -4% -4% -53%| -15%
65% 33% 17% -15% 100%

95%

% OF SALES NEW SERVICE LEVELS
1 38% 13% 5% 1% 57% 1 100% 97% 95% 80% 99%
2 15% 7% 3% 1% 26% 2 99% 93% 92% 80% 96%
3 6% 4% 2% 1% 13% 3 97% 90% 90% 75% 93%
4 1% 1% 1% 1% 4% 4 95% 96% 80% 0% 66%
60% 25% 11% 4% 100% 99% 33% 92% 59% 96%

CHARACTERISTICS THAT ENABLE THE MATRIX TO
OFFER GREATER BENEFITS

The matrix can be used in multiple industries, across various prod-
ucts, and with varying customers. The matrix can also be used by
companies at different levels in the supply chain (e.g., manufactur-
ers, service suppliers, distributors/wholesalers, and retailers). How-
ever, there are some characteristics that allow the customer/product
action matrix to offer greater potential benefits. These characteris-
tics relate to products, customers, and firm-level culture and organ-
ization structure and are examined below.

Product Characteristics

The matrix is more applicable when either the product or the prod-
uct/service package can be customized. One of the main reasons for
this is that the ability to differentiate the product across the four
levels becomes easier to accomplish when products are customized
or differentiated. Highly standardized or commodity products are
not differentiated by their nature and, thus, are less applicable to
division across the four levels of product profitability. Further, the
customization reflects additional costs (e.g., packaging, delivery
requirements, engineering design, etc...) that may not be captured
under a standard costing mechanism as these costs are generally
absorbed by all products through standard allocation methods.

Customer Characteristics

When customers are highly consolidated and/or
when demand is highly concentrated (e.g., geo-
graphic regions, industry segments) the matrix
is highly applicable. Highly consolidated cus-
tomers or highly concentrated demand often
provide high volume levels, but without analysis
based on profitability that volume may in fact
be unprofitable without the company know-

ing it. The process described here helps to focus
the organization on profit, rather than allowing
infatuation with unprofitable volume to take
root. We discussed earlier in this Explores... the
fallacy of a dream customer that may provide
high volume sales but, due to various factors,
may not be as profitable as once dreamed. Fur-
ther, as illustrated in the produce manufacturer
example, a very good customer was almost
eliminated because managers assumed low prof-
itability due to the customer’s characteristics
when in reality, low profitability existed because



that customer was in a geographic region where demand was not highly
concentrated. By refocusing efforts on increasing demand in that geo-
graphic region, the true importance of this customer was recognized.
Additionally, concentrated demand areas tend to cover (or clarify) fixed
costs creating accurate customer/SKU profit calculations.

The matrix also works well when managers examine current customer
relationships in order to look for additional opportunities. The food
manufacturer example pinpointed ways to move overstock product such
that its total costs (e.g., not just the cost of manufacturing the product,
but also the cost of taking outdated product back) were reduced, while
its relationship with key customers was improved by coordinated pro-
motions and advanced information.

Another example of how key relationships can assist in this process
occurs when firms consider what to do when A- level customers buy 4-
level products. When this situation arises, firms have to choose between
continuing to sell an unprofitable product and discontinuing the prod-
uct altogether. By discussing the situation with key customers, the firm
can assess how important those 4-level products are to top customers.
What they may find is that the customer is unaware of complementary
products that are actually more profitable. Alternatively, the firm may
find that the 4-level products, while not purchased in high volumes, are
very important to particular customers. Either of these scenarios leads
the firm to make better decisions, because they have more accurate
information. In one case the firm may be able to remove a product from
its line without causing damage to its core customer base. In another
case, the firm may use a different strategy (e.g., outsourcing) in order to
satisfy its core customer base.

Individual Firm Characteristics

Many of the characteristics that allow the matrix to work well are
related to the culture and organizational structure of the individual firm.
Perhaps, one of the most important firm level characteristics for success-
fully utilizing the matrix is an integrated culture that enables respectful
internal communication to occur between the operations-focused side

of the firm and the customer-facing side of the firm. While we maintain
that the matrix is a good tool for instilling more cross-functional discus-
sions, it is certainly easier to implement the matrix when those two sides
already communicate and get along. As such, if a firm is already utiliz-
ing an internally integrative method, such as sales and operations plan-
ning (S&OP), the matrix will assist managers in making better decisions,
because it provides the tools to truly analyze those decisions.

Further, if the firm operates with a reward structure that supports cross-
functional collaboration, the matrix can also be more valuable. Firms
that reward on a cross-functional team basis (e.g., a team incorporat-
ing individuals from sales, customer service, manufacturing, and logis-
tics) can offer greater encouragement to utilize the matrix in order to
make better decisions that balance demand and supply considerations.
Contrast this to the situation where sales representatives are given tradi-
tional volume-based incentives. Volume-based incentives encourage sales
representatives to focus on selling what products are easy to move, not
necessarily what products are profitable.

In addition to a collaborative internal culture, high quality financial
information greatly improves the matrix’s value. Implicit in this state-
ment is that the financial information allows for fully loaded costs to be
extracted on a customer as well as a product level. Having said that, in

order to benefit from the matrix, a firm
must be willing to use a more accurate
costing method that examines individual
customer and individual product profit-
ability. Some of the companies highlighted
in this Explores...had significantly more
sophisticated costing methods than others.
In spite of this, less sophisticated costing
methods, as long as they provide an assess-
ment of customer and product profitabil-
ity, can still be utilized successfully with
the matrix.

The use of the matrix must be supported
by top management. Nothing will derail
good intentions faster than wavering sup-
port from senior executives. Part of this
support is an acceptance that by using the
matrix some customers and some products
may be given less priority, may be charged
higher prices, given lower service, or may
be eliminated altogether. Senior manage-
ment must understand that these options
are not punitive, but reflect the costs asso-
ciated with service to marginally profitable
or non-profitable customers and products.
Further, a willingness to truly differenti-
ate service levels across the four types of
customers and four types of products will
have the effect of greater fairness as well
as offering greater opportunities. Table 1
illustrates how a stratified approach can
be developed based on service levels that
offer greater fairness because top custom-
ers and products no longer subsidize less
profitable/non-profitable customers and
products.

Finally, firms that have the ability to man-
age for exceptions can also achieve greater
success using the matrix. Companies that
take a “one size fits all” approach will
not have the culture and flexibility to
differentiate across customers and prod-
ucts. As such, the matrix will not work

as well, because the point of the matrix is
to understand the cost-to-serve as it inter-
sects with the cost-to-produce and then
maximize profitable opportunities while
minimizing profit losses across the board.
Further, the matrix provides the scenario
tools to assess “what if” with respect to
exceptions as they occur.



_ADDITIONAL MATRIX APPLICATIONS

Once a firm creates its initial customer/product action
matrix, it can extend the use of the matrix into additional
areas. First and foremost, it is important to understand that
whenever major changes in costs are realized, the matrix
should be updated and reevaluated. Major changes could
include when customers significantly change their order
volume or change their service requirements or when pro-
duction volumes or costs change. Additionally, when a new
product or customer is introduced, inadequate history may
be available or volumes may be insufficient to build a real-
istic costing model. In such cases, volume and cost estimates
should be used and reevaluated once more reliable data exist.

One of the key areas for extended use of the matrix is in
strategic decision-making to assist managers in identifying
key targets that can be examined for growth potential, ratio-
nalization, or standardization. Obviously, the upper left cor-
ner of the matrix highlights key customers and products that
can be targeted for future growth. That may mean focusing
on B-level customers to identify a few that can be targeted
for movement to A-level as well as A-level customers that
can be targeted for relationship management programs.

The matrix can also be utilized for product and customer
rationalization decisions as well as to determine whether
various service options are worthwhile. For example, many
firms are just beginning to consider individual customer
return on investment (ROI) or SKU-level ROI, as opposed
to customer segment or product family ROL Why is this
important? If you consider the product proliferation that
has occurred in many industries, an example of the differ-
ence between product family and SKU-level ROI becomes
readily apparent. If a food manufacturer with 20 flavors

of product measures product family profitability, it would
average the highly profitable flavors with the unprofitable
flavors, while SKU-level profitability would make each fla-
vor its own “family” and probably point to areas for prod-
uct deletion.

Suppose a manufacturer is currently limited in its produc-
tion capacity, but has a new product prototype that it feels
is important to its long-term growth and stability. If the
manufacturer needs to discontinue the production of certain
products in order to free up new capacity to produce the
new product, the matrix certainly points to which products
may be eliminated without negatively impacting profit. Also,
the matrix information can lead a firm to product standard-
ization opportunities. In examining 4-level products, man-
agement notices several SKUs within one product family are
in this unprofitable category. If the differentiating factors
across those several SKUs are unimportant to top custom-
ers and/or the products are seen as acceptable substitutes for
each other, the firm could standardize the SKUs by only pro-
ducing one or two of them. This decision would hopefully
increase the volume for the remaining SKU(s) and by doing
so may raise the level of profitability for that SKU.

Another key benefit the matrix can provide is focusing man-
agers on determining the real cost to serve customers as well
as the real cost to produce products. No company wants to
have discriminatory pricing practices, and managers often
get uncomfortable discussing tiered pricing and/or service
options. However, when managers have accurate costing
information which illustrates the actual cost-to-serve and
cost-to-produce then pricing “menus” are not discriminato-
ry, but are actually fair and balanced. This cost information
allows for more open discussion with customers in order to
explain the costs associated with products and with serv-
ice requirements. This enables customers to understand cost
increases and cost menus.

The matrix can be used to perform root cause analysis
which has often found the cause of unexplainable and illogi-
cal problems. As shown in the example of the produce
manufacturer, one customer consistently bought large vol-
umes of product at a reasonable markup and paid its bills
promptly, yet was in the D category, because it was located
in an isolated market. The reason for the customer’s limited
profitability was revealed by the matrix and led to a deci-
sion to target and develop new customers in the same area.
The original customer eventually became one of the firm’s
top five customers.

Finally, the customer/product action matrix can be used

to conduct scenario planning, which is increasingly more
important as a strategic tool in today’s constantly chang-
ing business environment. Whether the firm uses S&OP or
other planning tools, the next generation of these tools will
incorporate more “what if” analysis. This scenario planning
piece may be as simple as using the matrix to consider the
customer’s request for price reduction or putting the sales
organization in a better position to conduct more sophisti-
cated negotiating. The scenario planning piece may be used
in a more advanced and complex manner to evaluate new
product or new market opportunities as well as to consider
supply chain optimization alternatives.

The reason the matrix is so useful in scenario planning is
that the matrix allows managers to identify top priorities
based on profitability. For example, the firm could analyze
what would happen to overall profitability if a 3-level prod-
uct (that is a complementary item for a 1-level product) is
used as a loss leader. Take the historic example of razors
and replacement blades which are made exclusively to be
used only on particular razors. Assume for a moment that
the blades are 1-level items, but the razor itself is a 3-level
item. Manufacturers obviously want to price the razors to
encourage their purchase because that drives demand for the
replacement blades. The matrix would allow scenario plan-
ning to occur to analyze the pricing decision—e.g. should
the razor remain at a low profit position (3-level) or should
the razor even become non-profitable (4-level) if it leads to
significantly higher sales of replacement blades?



_CONCLUSIONS

The customer/product action matrix is a simple-to-use, analytical tool that applies
a fully loaded costing technique, such as Activity Based Costing, in order to cap-
ture the right costs to determine customer and SKU profitability. With the various
combinations of customer and SKU-level profitability better understood, manag-
ers can employ an unbiased process to prioritize customers and products based
on their profitability. This prioritization can guide decision-making to support
demand-supply planning from a cross-functional standpoint. In doing so, it con-
tributes to S&OP, and it brings a common view to the operations-focused and
customer-facing sides of an organization for a joint approach to strategy develop-
ment. Further, strategy development can be more targeted, with different strategies
developed specifically for each of the cells of the matrix.

Using the customer/product action matrix in cross-functionally integrated proc-
esses offers significant potential advantages. In particular, better clarification of
which customers and products are (or have the potential to be) more profitable
can be leveraged in a number of ways. Strategies can be tailored to ensure the
highest service levels are applied to the extremely profitable customer and product
combinations. Rationalizing D-level customers and 4-level products or by adjust-
ing services offered to those customers and products can improve profit by a sig-
nificant amount (perhaps 5-15%) without adding any costs. Further, the matrix
serves as a tool for advanced scenario planning, which is critical in today’s ever-
changing business environment.
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