NAGING CUSTOMER PROFITABILITY
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Exhibit 4-10

The output from an ABC customer analysis is often portrayed as abw:\aolfe c(::srt\;err(\seiz
Exhibit 4-10), a plot of cumulative profitability vgrsus the num ef‘table i
where customers are ranked on the horizontal axis from most pr:)hl R ] 20-80
fitable (or most unprofitable). While cumulative sales follow the ampiett
rule—20% of the customers provide 80% of the salesj—-the w}‘\)alefcur;/t; i e
tive profitability typically reveals that the most profitable 20% oh cu e & e
ate between 150% and 300% of total profits (this is the peak, or urrc‘lpthe feastiorols
above sea level). The middle 70% of customers about break even, an S
itable 10% of customers lose 50% to 200% of total profits, leaving the c;?n'::r()) - yany’s
its 100% of total profits (“sea level” in the whale curve represent? tth elar egt e
actual reported profits). In addition, it is not unusual that some of the t gstomers
tomers, such as Delta, turn out to be the most unprofitablg. The larges cur M
are either the company’s most profitable or its most unprofitable. They are y
the middle. ‘ e
High-profit customers, such as Carver, appear in the left sgction of tiie Ii:\ongiln
ity whale curve (Exhibit 4-10). Companies can celebrate the high margm?d beyCher-
on products and services sold to such customers. These customers 'shoil 3 =l
ished and protected. Because they could be vulnerable to competitive mrofaf S’dis-
managers of companies serving such customers should be prepared to obcler o
counts, incentives, and special services to retain the loyalty of these valuable c
tomers, particularly if a competitor were to threaten. _
Cuslt)omers hkzDelta api;ear on the right tail of the whale curve, dr?ggmg the
company’s profitability down to sea level with their low margins a.nd high gostbtlo
serve. The high cost of serving such customers can be caused by their unpredic.ta le
order patterns, small order quantities for customized products, nonstandard logistics
and delivery requirements, and large demands on technical and sales personnel.

Cumusztive Proftability by Customers
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. this base price, the company provides a menu of options, with associated prices, for

to identify its unprofitable customerg
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transform them into pmﬁte}bleggre: 1:npABCpsystern. Managers have a fy] raigom‘
3 can receive b .8 i A
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Process Improvements

Managers should first examine their internal operations to see where the

improve their own processes to lower' the costs of 'Servhlgglgzi;?gir& Ig MOst
tomers are migrating to smaller order sizes, COmparnies s : ? reduce bay,
related costs, such as setup and order handling, so that customer preterences cap},
accommodated without raising overall prices. For example, Er1csor} Ice C.ream could
strive to become more efficient in handling customer- orders by installing greate;
online capacity and migrating their customers to orderu?g over the Web. This woy
substantially lower the cost of processing large quantities of small ord.ers. If cus.
tomers have a preference for suppliers offering high vanety, manufacturing compe.
nies can try to customize their products at the latest possible stage as well as yg
information technology to enhance the linkages from design to manufacturing
that greater variety and customization can be offered without cost penalties.

Activity-Based Pricing

Pricing is the most powerful tool a company can use to transform unprofitable cus
tomers into profitable ones. Activity-based pricing establishes a base price for pr-
ducing and delivering a standard quantity for each standard product. In additionto

any special services requested by the customer. The prices for special services on the
menu can be set simply to recover the activity-based cost to serve, allowing the cus
tomer to choose from the menu the features and services it wishes while also allow-
ing the company to recover its cost of providing those features and services to that
customer. Alternatively, the company may choose to earn a margin on specid
services by pricing such services above the costs of providing the service. Price su
charges could be imposed when designing and producing special variants forac
tomer’s particular needs. Discounts would be offered when a customer’s orderi® |
pattern lowers the company’s cost of supplying it.
Activity-based pricing, therefore, prices orders, not products. When manage"
base prices on valid cost information, customers shift their orderi;'lg, shipping &

distribution patterns in ways that lower t fit o
: otal s r-chai bene
both suppliers and customers. Wpply=chairt xosts o fthe

Managing Relationships
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g?\?fﬁzinn;zf;g’ n;i:)n;gement—that in aggregate the customer is a highly profitable
I bZ,n Eir ever, a small borroweI: who uses no other commercial banking
would ask the coate g services ma.y be quite unprofitable. In this case, the bank
et mer to expand its u§e of the loan facility (that is, borrow more)
offorts fail, the bankmore profitable services f)ffered by the bank’s services. If these
take its d ’ may then cqntemplate “firing” the customer by encouraging it to
: emands for a commercial loan to another institution.
chip Svrintli Ctil‘.\lztg(r)r;rs may be unprofitable only because it is t'he start of the re%ation-
customer and th paty: Thf? company may have incurred high costs to acquire the
s ’ X e customer s.qu.hal purchases of products or services may have been
: 1ent to cover its acquisition and maintenance costs. No action is required at
this point. Thg company expects and hopes that the customer’s purchases of prod-
ucts an-d services will increase and soon become profitable, including recovering any
losses mcur.red in the start-up years. Companies can afford to be more tolerant of
newly acquired unprofitable customers than they can of unprofitable customers they
have served for 10 or more years.

strategic Change at Kemps LLC

e

Kemps, headquartered in Minneapolis, is a full-line
dairy, producing and distributing milk, yogurt, sour
cream, cottage cheese, and ice cream products to
retailers and distributors as large as Super-Valu and
Target and as small as convenience stores. Kemps
markets these products under its own branded port-
folio along with products sold through private label
and copacking contracts. Like most dairies, Kemps
was experiencing consolidation in its customer base.
It decided to shift from its former customer relation-
ship strategy—willing to do whatever the customer
asked—to a lower-total-cost strategy. The new strat-
egy clearly required an accurate understanding of
cost by product and customer that Jim Green, chief
executive officer of Kemps, would use to instill a “low
total cost” culture throughout the organization.

As a critical component of the cost-to-serve
model, Kemps implemented a time-driven ABC sys-
tem so that it could track the costs of changeovers in
producing and packaging all its products and the
costs of picking, loading, and delivering products to
its diverse customer base. The model captured differ-
ences in how it entered orders from customers (cus-
tomer phone call, salesperson call, fax, truck-driver
entry, electronic data interchange (EDI), or Internet),
how it packaged orders (full stacks of six cases, indi-
Vidual cases, or partiai break-pack cases for small
orders), how it delivered orders (commercial carriers
Orits own fleet including route miles), and time spent

by the driver at each customer location. The extra
time for changeovers to clean out allergens (nuts,
eggs, soy, or wheat) used in certain ice cream
products could now be accurately assigned to those
products. The model also captured the extra pack-
aging costs for special promotions and customer-
specific labels and promotions.

The company soon learned that it was losing
money with one of its customers, a chain of specialty
high-end shops, because of the low volume and high
variety of products ordered and the small just-in-time
deliveries it requested. The vice president of sales of
Kemps called on the customer, explained the situation,
and offered three options: (1) accept a price increase
and a minimum order size; (2) eliminate its private-
label ice cream, replacing it with the Kemps standard
branded product that was already being produced in
efficient, high volumes; or (3) find another ice cream
supplier. When the customer inquired why Kemps
was making the change, the vice president responded
that for 25 years, Kemps didn’t understand its true
manufacturing costs and the impact that specialty pro-
duction had on its margins. The customer accepted a
price increase of 13%, agreed to the elimination of two
low-volume products, and agreed to accept full rather
than partial truckload orders, thereby eliminating
internal storage charges for Kemps. The changes pro-
duced immediate benefits of $150,000 per year, and
the customer has been a strong profit contributor.
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