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editorial
Welcome to the second volume of the Oliver Wyman Retail Journal.
In putting together this compilation of our articles from the past year, I have reflected 
on the conversations I have had with Retailers around the world. While the overall retail
environment remains tough, I am encouraged by a shift in the mood. More and more
retailers are starting to see change as an opportunity, rather than only as a risk.
And there is plenty of change, at a pace like nothing the retail sector has seen before.
Online retail continues to grow fast; discounters are making deeper in-roads; but long
established brick-and-mortar formats are often struggling. The most interesting stories
to watch over the next year will be about how the established players can fight back
and protect their businesses. Can they curb the growth of newer formats, or will they
be forced into a long retreat?
Many of these players have a short window to take control and shape their own destiny. 
It starts with defence. How can your cost structure disadvantages be minimised? How
can you stop losing the value-for-money battle? How can you sustain the “consideration
rate” lead that you have historically had in the face of so many alternative channels? And
in extremis, how can you maximise the value of a retail format that is forced into retreat?

JAMES BACOS
james.bacos@oliverwyman.com
+49 89 939 49 441

But there is also the opportunity to attack, to build differentiators and to grow.
A compelling multi-channel offer can slow the growth of competitors, especially if the
roles of the store and the online channel can be made self-reinforcing. More than ever, 
a strategic differentiator is imperative – retailers need to give customers a reason to 
make a trip to a store. Category Killers can choose to win by reinforcing to customers that
they understand their needs better than generalists. Grocers may decide to win at
Fresh, where online competitors remain less credible so far. In this journal, we share
our perspectives on what it takes to win in both of these areas.
It is easy to get carried away with innovation and radical change in this environment, but it is
crucial not to neglect “the basics”. A rock solid customer proposition and optimised cost base
continue to be absolutely essential foundations. And in retail, tens of thousands of decisions
are made across the business every single day that are each only of modest value, but 
that cumulatively can be worth hundreds of basis points. Taking what we call a “decision
centric” approach to the business and making each of these decisions systematically a little
bit better than competitors do can still create enormous upside to sales and to margin.
Throughout this journal, you will find articles that explore many of these themes as well as
case studies of retailers around the world who have been tackling many of these issues.
We hope you find them interesting.
Best regards,

James Bacos
EMEA Retail Practice Leader
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The Customer Centricity Paradox

Why starting with your
customers may be the
worst way to serve them
Over the past decade, few concepts in retail have resonated as strongly as
“customer centricity”. Many retailers have long suspected that they could do
more to enhance their appeal to customers. Now that good data on individual
customers is commonplace, it’s easy to understand why retailers have been
eager to use this information to more systematically understand customer
needs. And it’s hard to disagree that doing the right thing for customers is
generally good practice.
Nonetheless, the prize remains elusive. In our conversations with retail executives, no-one
tells us they feel they are making the most of customer centricity. Many say they can’t define
exactly what customer centricity means, and some express scepticism about whether it’s “just
another marketing fad”. Best practice for customer centricity seems to involve little more than
bombarding customers with electronic coupons, the vast majority of which are ignored.
But customer centricity should be more than this. Though under-realised today, it has great
potential as a sales driver. This paper summarises our view of what customer centricity really
is; explains why it is so rarely achieved in practice; and provides some advice on how retailers
can start to get more from it.

the promise
Is customer centricity more than just hype? Our answer is a resounding “yes”. Harnessing
customer data can substantially improve a retailer’s performance. To explain why, it’s important
to start by articulating what customer centricity is: in our view, it has four distinct aspects.
First, customer centricity is a way of acknowledging that customers, markets, and stores
are different from one another. It is about bringing that realisation to life by creating a
frame of reference and a language for talking about those differences, and so establishing
a segmented way of talking about the business rather than an “averaged” one. It’s a basic
concept, but few retailers make decisions this way at the moment.
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Second, it is about building meaningful one-to-one connections with customers.
Retailers have a wide variety of individualised channels available: direct mail, in-store
coupons at the tills or a kiosk, email, and mobile devices. Customer centricity means using
these channels to deliver personalised value to customers. As well as building the brand
and generating loyalty, targeting discounts in this way offers much better economics than
conventional promotions or price changes – and so is much more effective for driving sales.
Third, customer centricity means using customer data to make better day-to-day decisions.
Some decisions can only be made correctly by understanding individual customers and the
choices they make – even when the decisions affect all customers. For example, when choosing
which products to carry, a retailer needs to identify items that inspire strong loyalty. Such items
may be slow sellers, but removing them from the assortment is a sure way of losing money.
Similarly, when cutting prices, targeting investment in the right places requires knowing which
customers will show the greatest response, and in which categories and stores.
Fourth, customer centricity means helping store managers and associates understand their
customers. Insights about the customer base shouldn’t stay at head office: they need to reach
individual stores. Helping store managers understand their local customers and how they are
positioned relative to nearby competitors can allow a much greater degree of devolved, local
decision making. Giving store staff information about the types of customers and shopping
occasions they serve can also improve face-to-face interactions – especially valuable in hightouch, assisted-sale retail sectors.

the reality
So customer centricity programmes have considerable promise – at least in theory. But in
practice they have rarely lived up to their potential.
While customer segmentation has been used to good effect in strategic direction-setting
discussions and in developing marketing campaigns, they are difficult to deploy in other
contexts, especially within Trading. Segments may start out as a precise set of characteristics,
but can quickly take on a life of their own, such as a case we saw where 60% of customers in
one retailer’s “Young Families” segment had no children. Here, a useful shorthand had quickly
turned into a misleading generalisation. Episodes like this are common, and undermine the
credibility of segmentation efforts in general.
One-to-one marketing is the area in which customer centricity programmes have had the
greatest impact so far. Retailers can drive significant sales gains by taking money out of
inefficient promotions, or even by raising prices overall and redirecting investment into
direct marketing programmes. For example, taking a point or two of sales from basic
promotions (or from price increases) and putting it into targeted offers could deliver five
or more points of like-for-like sales. The trouble for many retailers is that this is as far as
they can take it. They struggle to find a sufficient number of better-than-breakeven offers

8
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Exhibit 1: Customer centricity is often just a deluge of information

INSIGHT

INSIGHT

INSIGHT

“Urban Seekers index at
117 on salad dressing”

“Store 3912 is in an area
of above-average income”

“Retired Gourmets bought
less cheese last week”

DECISION TO MAKE
E.g., “Which item should
I delete from my range?”

Retailers that pursue customer centricity may succeed in rapidly creating a deluge of individual insights. But it isn’t always clear if
or why an individual insight matters, and those tasked with making a specific decision are not guaranteed to get the insights they
need. In such cases, decision makers may feel more “soaked” then “quenched” by customer centricity.

to justify a spend of more than one or two points. As a result, these programmes are very
limited in scale, and while the teams running these programmes often (correctly) trumpet
them as their company’s best sales drivers, operators simultaneously grumble that they
just can’t see those programmes shifting their business.
Customer centricity programmes have often had the greatest difficulty landing successfully
in Trading. Traders are used to making decisions about products, not about customers.
To them, customer centricity often feels like it’s being forced into decision-making contexts
where it doesn’t belong. This can cause a lot of friction between Marketing and Trading
organisations. One grocery category manager was told that the “Urban Seekers” segment
indexed at 117 on salad dressing. “What am I supposed to do with that information?” he asked.
“Carry more? Lower my retails? What?” In another case, a Trading organisation systematically
redesigned its category planning process to include customer segment-level data, giving the
buyers seven times as much data to collect and digest, when they were already impossibly busy.
Overall, the hoped-for cultural shift away from the buy side and towards a culture of selling has
happened only rarely. Too often, customer centricity has been a theoretical curiosity dreamed
up by Marketing, rather than something that changes the customer experience in the store.
So what can retailers do to help bridge the gap between this reality and customer
centricity’s potential?
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bridging the gap
It turns out that a single, fundamental mistake explains most difficulties with customer
centricity. Most companies try to be customer centric by starting with customers: they
learn everything they possibly can about them, then attempt to push the information they
accumulate into every decision, see Exhibit 1. This order is exactly backwards. To make
customer centricity work in practice, a retailer needs to start with the set of decisions that
are important in running the business, and then figure out how understanding customers
can help them make those decisions better.
Applying this rule, segmentation becomes a different exercise. Instead of focusing on a
single description of customers that tries to meet the needs of the entire business, different
segmentations are used for different decisions, and many of these won’t overlap at all, see
Exhibit 2. When setting prices, it is necessary to know how price-sensitive customers are,
and that means knowing not only who they are but also who else is competing for their
business. On the other hand, managing assortment requires knowing how customers
choose between products, and how product-loyal they are – neither of which has anything
to do with price sensitivity. The two decisions therefore require different segmentations.
So beginning with your decisions, not your customers, naturally leads you to ask what
segmentations you need, not just how to use the one you’ve got.
As far as one-to-one marketing is concerned, it’s possible to enlarge a programme to a scale
that will have real impact. Too often, companies spend time sourcing coupons or designing
offers, then scan their databases to find customers they think may be receptive. One-to-one
channels are there to build relationships with customers, not to offload coupons. The relevant
question is, “How do I make this customer a better customer?” and that is a question that
can be asked of every customer. Moving from big programmes that you hope will work for
everyone towards personalised campaigns that nudge a person’s behaviour in the right
direction a little bit at a time allows far more investment in high-return offers.

EXHIBIT 2: EFFECTIVE SEGMENTATION
LEVER

DECISION TO BE MADE

Segmentation NEEDED TO
ANSWER QUESTION

PRICING

What should be my base price for this product?

• Demographics – Income
• Competitive intensity

PROMOTIONS

Should I promote this product this week and
if so, how?

• Share of wallet
• Customer loyalty

ASSORTMENT

Which items should I put in this planogram?

• Customer lifetime value
• Demographics –
Ethnicity/Income

The fundamental challenge for segmentation is that the basic dimensions are different depending on which lever is being
managed. No single segmentation ever meets all these needs.

10
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When customer centricity begins with the decisions that need to be made, not just with
“interesting facts about customers”, it can actually bring Marketing and Trading closer
together. As described earlier, having a list of named segments and penetration levels
doesn’t in itself help a trader decide what products to carry. But when you ask what
customer information might improve or simplify that decision, you create a completely
different dynamic.
Customer data is highly relevant here. You can begin by observing how customers switch
between products over time to understand each item’s true substitutability. Then you can
link in estimates of customers’ lifetime value to better understand which items drive a halo
effect across the store. You can incorporate segment data, to help you build an assortment
that is relevant not just for your existing customers, but for the market as a whole. Combine
all of this information, and you have a picture of which items have the highest incremental
value: a very good way to build up a planogram.
The same mind set can be productive and empowering in stores: where a store manager
needs to decide which promotions to put on which endcaps, knowing which promotions
generate the best customer response in that particular store will yield better results.
Managers need to build schedules for associates. Knowing what sorts of shopping occasions
happen when makes it easier to write schedules to provide adequate service coverage,
with the right level and type of labour at the right times. Similarly, a store associate selling a
mobile phone may want to know the best strategy for selling its accessories at the same time.
Knowing a few key facts about the person who is shopping can help pick the strategy most
likely to work: we’ve seen one electronics retailer put laminated cards at the cash register
with selling tactics for several different types of customers. Associates learned how to quickly
classify shoppers by asking a few simple questions and then to follow the right, tailored
selling approach. Almost immediately, accessories sales shot up.
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EXHIBIT 3: customer centricity

CUSTOMER NEEDS
VARY SIGNIFICANTLY

CUSTOMER CENTRICITY
YOU CAN TREAT
CUSTOMERS
DIFFERENTLY

GOOD CUSTOMER
DATA IS ABUNDANT

concluding remarks
Customer centricity has been around for some time. But retailers have continually struggled
to unlock its transformative potential, and many have come to doubt its value. We see a
common theme in these struggles. Most retailers that try to be customer centric see it as a
challenge to make sense out of their large and growing set of customer data. But this process
separates insight generation from decision making, and the result is a deluge of facts that
complicates decisions without improving them. There is a better way, and that, paradoxically,
is to treat customers not as the starting point but as the endpoint of customer centricity.
Getting customer centricity right means focusing intently on the decisions that need to be
made. The right pieces for customer centricity are all already there – see Exhibit 3. It’s just
that for many retailers, they’re in the wrong order.

12
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How can Category
Killers cope with
an online world?
Much of the story of retail over the last few decades has been about the rise
of big box stores, especially those offering an unrivalled level of assortment
in a single retail sector – the category killers. The home improvement chains,
the office supplies stores, the electronics specialists and others provided the
widest choice in large, no-frills boxes in cheaper real estate locations, giving
them a decisive advantage over the smaller-footprint stores they superseded.
Their low-cost structure and massive leverage of fixed costs allowed them to
win with markedly better prices. Coupled with their overwhelming assortment
advantage, this meant customers were prepared to drive further to get to
their stores.
It quickly became clear this was a superior format with a very strong return on capital.
The category killers grew rapidly, stamping out store after store. Success was driven by the
quality of the real estate department and the ability of operations and supply chain to cope
with the rapid rate of store growth. A simple approach to marketing and merchandising was
enough when the proposition advantage over the incumbents was so wide. In the US it took
twenty or thirty years for most to expand from “sea to shining sea”.
Many category killers were approaching the end of this ride: having already built on the
vast majority of suitable sites, growth through capacity expansion was slowing dramatically.
New stores were cannibalising existing ones, and the margin growth that came from using
new volume to further leverage central costs had disappeared. Some were paying more
attention to developing their marketing and merchandising capabilities in an attempt
to drive more growth from existing stores, but this was always going to be a challenge.
For most of the category killers, things were starting to look tough.
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Then the internet retailers arrived
At the headquarters of a typical category killer, the lobby is decorated with old flyers or
adverts – sometimes with pen-and-ink style product images – emphasising the low prices,
wide assortment and warehouse-style shopping environment to which the business owed its
success. But now that Amazon and other internet competitors have entered the market, the
category killers no longer have the lowest prices, or the widest assortment, or the lowest cost
structure. And so they have been losing on the single metric which defines what a category
killer is: their consideration rate (see Exhibit 1). When your business is built on being the first
place consumers would choose to go for the products you sell, losing that lead threatens
everything. In effect, any retailer that no longer enjoys a lead in customer consideration is no
longer a category killer.
Of course, the category killers have faced serious competitive threats before. The mass
merchants have always offered low prices, and have a reputation for value for money. But they
don’t have the same breadth of assortment, and they have co-evolved alongside the category
killers as they grew. Reliant on bricks-and-mortar, they face the same trade-offs and the same
fundamental economics as the category killers, and are subject to the same constraints on
their rate of growth. To a great extent, the threat from the mass merchants is already part of
the competitive environment, having shaped the nature of the category killers in terms of
their offer and their store densities.
But the online threat is different. Online retailers face fundamentally different economics:
they are an alien species introduced into an otherwise stable ecosystem. Category killers
have not evolved in the presence of this threat and so, while a new equilibrium will eventually
be reached, it may look very different from today. And just as small format stores and momand-pop stores were powerless in the face of the category killers’ superior store formats,
category killers have limited options for how to react to online competitors.

Exhibit 1: CONSIDERATION RATES (DISGUISED CLIENT EXAMPLES)
100%
80%
60%
40%

Category killers

20%

Mass merchants

0%

Online retailers
Retail Sector A

Retail Sector B

Retail Sector C

Whether customers consider shopping with you is a key metric for a category killer – and online retailers have so far penetrated

different sectors to differing degrees.
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So what can bricks–and–mortar retailers do?
There’s no denying that e-commerce presents a serious and sometimes existential threat to
the category killers – and in a decade’s time, many retail sectors will be very different from
today. But although change is certain, the form it will take is not: established retailers still
have the power to shape their destiny. Those who face up to the threat and take their fate
into their own hands will fare better than those who persevere with their existing business
model and hope for the best.
Bricks-and-mortar retailers therefore need to ask themselves where the new equilibrium
lies and therefore how deep and long their decline could be if left unaddressed: this is a
foundational piece of analysis that should underpin their strategy. They can then start
adapting their business through a set of defensive and offensive moves.
In our view, the defensive options fall into three categories:
Rush to copy the online business model. Self-cannibalisation is usually better than waiting
for competitors to steal your sales. Building your own online presence is an obvious strategy,
but has obvious drawbacks: customers expect the online offer to be aligned with the offer in
the stores, especially where prices are concerned. Trying to compete head-to-head with lowpriced internet retailers can therefore drag down store prices and hurt profits.
Furthermore, shifting your own emphasis towards online sales accelerates the loss of volume
from stores, as well as making it harder to sell the low-ticket, high margin “add-on” items that
are key to profitability. With big box operating models relying on volume to cover their high
fixed costs, this can rapidly erode profitability. Increasingly, Amazon is benefiting from “default”
behaviour where it has achieved such a high degree of trust that consumers don’t check other
sites – no category killer’s site will be able to duplicate that advantage for normal consumers.
Finally, it’s important to keep in mind that it’s difficult to make money from online retail.
Even for large online retailers, fulfillment costs are very significant, in some cases scarcely
lower than the cost of running bricks-and-mortar stores. For established retailers, it’s a
case of adding capital to generate sales at a lower margin – and as such, it’s only likely to
be viable as part of a set of other moves.
Accept and manage your decline. In many sectors a new equilibrium will be reached
that has many fewer stores or much smaller stores. It may be much better to confront this
unpalatable truth than to ignore it and continue with business as usual – and the quicker a
retailer responds, the less painful the adjustment is likely to be.
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Retail is a business characterised by long lags in customer behaviour: in the short term, price
elasticity is low, and capital investments generally take years to pay off. This means that some
retailers’ instinctive response – cutting prices to match online competitors, while investing in
stores to reinvigorate them – may be precisely the wrong one. Instead, the value maximising
strategy is more likely to involve managing a decline in the store estate as leases come up,
rather than lowering margins and fighting to maintain share. It’s a grim picture to accept, but
the implications of refusing to accept it could be grimmer still.
Part of this strategy involves identifying which stores will be viable in the long run – either as
part of an integrated multi-channel proposition, or on a stand-alone basis – and which will
not. The impact of online competition will be uneven across the estate: two stores that have
had similar performance historically can be affected in very different ways, depending on
local shopping patterns and competitive intensity. As we discuss shortly, an understanding
of what’s likely to happen to your competitors in each location is therefore an essential input
into real estate strategy.
Managed decline is never easy, and the consistent falling sales and years of cost cutting that
will be needed to keep central costs in check make this type of strategy very difficult for a
public company to pull off. It’s worth pointing out, though, that there is room for enormous
value creation for specialist buy-out firms.
“Don’t try to outrun the bear.” You simply need to outrun your friend. New competitive
pressures can create polarisation amongst incumbents, with the strongest players coping
with the pressures better than the weakest. The weakest players will be forced to consolidate
their store base fastest, and in many cases stronger rivals can derive more growth from
increasing the share they have within their format than they lose to new formats.
This represents an opportunity for certain retailers, and follows a pattern that has played
out in the grocery sector in the US over the last 10–15 years as pressure from Walmart
supercentres has grown. In many markets there are only one or two strong conventional
grocers left alongside Walmart, but they have thrived at the expense of the players that
have left these markets.
So if your sector is likely to end up with half as many stores as it does now, but you currently
operate only one-third of all the stores in the sector, being the sole survivor can represent
sales growth. If your format still has several different players and you enjoy a productivity
advantage, it is worth considering designing your strategy to ratchet up the pressure even
further and accelerate the end-game. The challenge is to figure out which retail levers offer
the most effective way of pressurising competitors at the lowest possible short-term cost to
you – and, of course, to avoid being overly optimistic about the strength of your proposition.
A thorough understanding of how favourably customers perceive the different players in
your markets is essential to making this strategy work, for example by using a Customer
Perception Map (Exhibit 2).
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Exhibit 2: Measuring the Strength of a retail proposition
THE CUSTOMER PERCEPTION MAP
A TYPICAL PATTERN FOR A RETAIL SECTOR
OFFER LEADERS
Strong range, great product
quality and/or high levels of
service put these retailers in a
strong position to defend against
the online threat. Typically
around 2 in 10 retailers in a
sector fall into this category.

Strong

CUSTOMER FAVOURITES
Very well placed to win share
from bricks-and-mortar rivals –
but typically only 1 in 10 retailers
in a sector is in this position.
“THE PACK”
Around 4 in 10 retailers in a
sector are typically viewed by
customers as “average”. This is a
relatively weak starting point –
but it can often be significantly
improved by upgrading
commercial capabilities.

LAGGARDS OFFER
Retailers in this region are poorly
regarded by customers, and are
in trouble even without online
competitors. Only around 1 in 10
retailers is in this position at any
given time – in part because they
don’t tend to survive long.
Weak
Weak

VALUE

VALUE LEADERS
Price leadership is highly effective
against bricks-and- mortar rivals
– whether it can be defended
against online competitors often
Strong depends on whether basket size
tends to be high. Around 2 in 10
retailers fall into this category.

It is vital to understand what customers think of what you’re offering them and the prices they have to pay – and how this
compares to competitors.

Going back on the attack
Depressing as the situation may be, there is hope. Stores exist for a reason. As an environment
for presenting a wide variety of product options, for having customers really understand the
products that are available, for offering advice and assistance and providing an engaging
experience for the consumer, the store is unrivalled. It is also highly efficient to ship product
to a store and ask customers to handle the costs of the expensive last mile.
And the art of merchandising has a value – a store is a perfect environment to get
customers to buy the products they didn’t even know they wanted. In fact it is common
to see multi-channel retailers that typically average four or five items in a basket bought
in store, rarely achieve more than one item in a typical online basket. The internet is well
designed for fulfilling a single, simple consumer need, but a store is well designed for
selling. And customers use the channels differently to start with: they are far more likely
to visit a store for a complex multi-item purchase than for a simple single-item one, as
Exhibit 3 illustrates.
But the category killers in the bricks-and-mortar world need to recognise that they are not
category killers online, and probably never will be. Amazon’s ability to offer equally wide or
wider range across many categories, and lead in price perception means that while most
category killers still lead in consideration in the real world, they lag far behind online.
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Exhibit 3: The Economics of halo

$
In-store

Online

Items in rest of basket

4.8

1.3

Sales of rest of average basket

$103

$45

Margin on rest of basket

$39

$17

In this example, customers buying a particular household item typically bought several other items when shopping in a store, but
only one or two when shopping on line. This is typical for low-margin big ticket items, and means that stores can often afford to
offer lower prices than online competitors.

Achieving consideration leadership and category killer status online can only be done by
leveraging the store portfolio. But not through a typical multi-channel strategy which really
only attempts to remove misalignments between the different channels. It requires a shift
in thinking about how and why customers buy different products. What are the different
purchase types? What are all the steps that consumers go through before, during and after
the purchase? How can your different channels support the whole process by working
together for the customer seamlessly?
In most category killers the bulk of the organisation is focused on managing the bricks-andmortar business while the online business sits off to the side, run separately to free it from
the bureaucracy of the legacy business. Under this model the best that can be hoped for is to
minimise misalignment and to grow a strong online business out of the ashes of the bricksand-mortar business. Instead, category killers should organise around product groups that are
defined by the way customers buy them, across channels. This removes the barriers that prevent
each channel playing its optimum role in each customer’s individual purchase journey, whether
that be initial research, getting advice, actually transacting or receiving after-sales support.
The ultimate goal is a mutually-reinforcing symbiosis between different channels where an
online presence increases consideration and conversion in stores and the stores do the same
for the online business. The answer for how to achieve this symbiosis will not be the same in
different retail sectors and will likely not be the same for different categories within a retailer.
The design of the stores and of the website (and other online access routes such as mobile
apps) will need to change, as, eventually, will the real estate configuration. But the prizes
are a re-established customer proposition advantage that can’t be matched by pure online
competitors, and a continued consideration advantage into the future.
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Don't try to outrun the bear.
You only need to outrun your
friend. The weakest players
will be forced to consolidate
their store base fastest, and
in many cases stronger rivals
can derive more growth from
increasing the share they have
within their format than they
lose to new formats.
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Perspective:

AmazonFresh
in the US
After years of anticipation, AmazonFresh has now expanded its US home grocery
delivery service beyond its home market of Seattle. In June 2013 it launched in
Los Angeles, with more markets expected to follow. From conversations with
supermarket retailers all over the US and globally, it is clear that online and
multi-channel competitors have come into focus as a key competitive threat, and
AmazonFresh is by far the most dangerous of the new breed. What is striking is
the similarity between what we hear from food retailers today and what leaders
of category killers were saying back in 2009 – and we know that the category
killers’ fears of Amazon proved to be well-founded.

What is AmazonFresh?
AmazonFresh, operating in pilot mode in Seattle since 2007, allows shopping online and
on mobile apps. The assortment is surprisingly broad and deep, with between 10,000 and
30,000 items, depending on the market, including (for example) 400+ produce items, 500+
meat and seafood items, 1,300+ beverage items and 4,000+ health and beauty items. Unlike
the traditional Amazon model, AmazonFresh prices on consumables are currently higher than
those found in local supermarkets, as promotions are mostly absent – the current customer
proposition focus is on convenience.
The differences between the Seattle and LA models (different membership and delivery
pricing models and different assortment depth, to name a few) seem to indicate that Amazon
is still trialling many elements of the business, but the rollout to additional markets suggests
underlying confidence in the economics.
When Amazon decides to move from pilot to rollout, history indicates they will move very
rapidly. The company has reportedly told suppliers it could roll out to 40 US markets by the
end of 2014!
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The direct impact that Amazon had on many category killers by winning market share is
obvious, as is the impact on consumers’ price expectations, but one under-reported aspect
of what is happening to category killers is the channel conflict competition Amazon provokes.
Not only does Amazon take share, they also force category killers to shift transactions to their
own websites. But those sites are not the basket-building machines that stores are. For one
major category killer, the average online transaction has only a quarter of the number of items
that the average in-store transaction has. So the incumbents face a conundrum – they must
grow online sales, but doing so dramatically worsens their economics.
However, Amazon will never take as much share away from food retailers as it has taken from
category killers. Food retailers’ natural defenses – low gross margins, focus on fresh product,
“need it now” consumption patterns, the emotional aspect of personally selecting food to
feed one’s family – mean the supermarket channel as a whole will not suffer the fate of
Borders or even Best Buy.
The threat is not that stores will become obsolete; such notions are alarmist and naïve.
But AmazonFresh can force dramatic change in the shape of the food retail industry with
even modest market share. It doesn’t take complicated analysis to prove this. The industry
overall runs with about a 2% bottom line and a 20% volume variable margin. This means
a 10% sales loss would wipe out the entire industry’s profit. Any experienced food retail
executive knows that most chains have a “mushy middle” of stores that generate reasonable
operating income with current sales volumes, but would quickly tip into negative store profit
with a modest reduction in volume. We don’t know what Amazon’s ultimate ambitions in
the food space are, but if they achieve even a 5% volume share it would force significant
changes. Current players would have to either raise prices – kicking off the vicious cycle of
volume loss, causing deleveraged fixed costs, leading to even more price rises – or close
stores to bring costs into line. A 5% volume loss to AmazonFresh would result in 10–20%
reduction in store count, because not all the volume from closed stores will be clawed back
by surviving stores: as supermarkets become relatively less convenient, some of the volume
would go to specialists (clubs, hard discounters, premium players) and online channels. It’s
too early to know the full extent of the impact, but a good guess is that around one in eight
supermarkets would have to close to maintain current profitability without raising prices.
Supermarkets should not count on their ability to weather this disruption the way
they weathered the last major disruption: the Walmart supercentre tsunami, in the
case of the US. Then, the best grocers got better, slashed cost out of their networks,
improved their capabilities, and prospered at the expense of weaker competitors who
couldn’t adapt fast enough. They had time to pull this off because Walmart couldn’t open
a thousand supercentres overnight. But this time, the starting point is much, much more
efficient – there will be a lot less “fat” to cut to preserve profitability in the face of falling
volume – and the weaker players that were the victims last time are already gone. Most
significantly, the rate of change in the competitive landscape will not be constrained by
the process of opening new stores. Amazon only has to set up distribution centres and
networks. It already has a strong consumer brand. This disruption could happen much
faster than anything the industry has seen before.
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What should food retailers be doing? At least
three things:
Build a multi-channel offering. Of course, grocers must develop their own answer to
online and mobile shopping. And it is better to cannibalise one’s own in-store sales than
to surrender them to the competition. That said, it is very tricky to make the economics of
these models work, so great care must be taken to manage the bottom line as online and
mobile sales ramp up.
Get seriously good at fresh. The fresh categories represent a cushion around the rest
of the customer offer. If customers believe they can’t get the same quality, freshness and
selection on-line as they would in a store, it will be a formidable barrier to switching to online purchasing. So far AmazonFresh’s fresh product offering is highly variable (see Exhibit 1)
but it stands to reason that they will get better with experience. And they have a built-in
freshness advantage – as do all online grocers – because product take less time to go from
the distribution centre to the customer’s home. Most retailers are nowhere near where they
could be, and the same is true in many other geographies. Getting good enough at fresh to
fend off online competition means re-thinking the supply chain, store practices and trading
standards. It means breaking the usual trade-off between availability and shrink, shifting the
efficient frontier through better capabilities and greater accountability.
Prepare for a world with fewer stores. Possibly a lot fewer. Even an excellent multichannel
platform and a rejuvenated fresh offer will not be nearly enough. We believe food retailers
should be planning now for a world with far fewer stores. If, say, 15% of the square footage
is going to have to close down, survival will depend on making sure the competition bears
more than their fair share of the pain. So grocers’ competitive strategy should be focused on
ensuring they get to keep more of their stores than the competition does, and being prepared
to pounce when weakened competitors begin to wobble. This means understanding how to
win store-by-store battles and drive maximum profit out of every square foot. To be clear, we
are bullish on the supermarket industry. While the industry’s transformation will be painful for
all and fatal for a few, the survivors will be better placed. Surviving stores will do much higher
volume and, with higher fixed cost leverage, they could be massively more profitable. Stronger
competition will force grocers to become even better operators and even more responsive
to customer needs. Retailers who act fast can not only survive, but adapt their businesses to
thrive in the new world.
Exhibit 1: PRELIMINARY CUSTOMER RESEARCH BY OLIVER WYMAN SHOWS a wide
range of customer perceptions of the quality of AmazonFresh products

“The apples were the kind I would have
hunted for and maybe not found. They
looked great and the taste was fresh and
sweet, the texture crisp which is exactly
what I like. They were delicious.”

“The sell by date on the frozen beef says
July 2013 [delivered in September 2013].
Granted it was frozen, this makes me
believe it's not fresh beef and I'm a little
disappointed by that.”

“Some of the berries were very
soft and leaking all over the box.”
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GETTING FRESH

Lessons from the Global
Leaders in Fresh Food
Fresh food is at the heart of grocery retail: a compelling fresh food offer is central
to any successful, differentiated proposition. At the same time, it presents a
complex challenge, requiring a coherent strategy “from field to fork”, in which
sourcing, handling, distribution, merchandising, and service are aligned to
deliver maximum customer appeal and attractive economics. Different retailers
have adopted very different approaches – but what is most effective?
To answer this question, it’s important to understand what consumers want, and what they
think of the fresh food offering of different retailers today. Oliver Wyman surveyed more than
10,000 consumers who shopped at 120 retailers across the US, UK, France, and Germany.
Not surprisingly, customers view some fresh food offers much more favourably than others;
what’s perhaps more interesting is how powerfully the attractiveness of the fresh food offer
influences store choice. This paper presents some of the key findings from this work, and
suggests some lessons that all retailers can learn from the global leaders in fresh food.
Over the last decade, “value” has been the dominant theme in grocery retail, particularly in
the US and Germany. Discounters and mass merchants have focused consumers’ attention on
price and promotions, and economic headwinds have encouraged trading down. For traditional
supermarkets, the fresh food offer has been a vital defense mechanism – in an increasingly
value-sensitive world, it can still pull in customers and provide a crucial point of difference.
More recently, other types of retailers have also begun developing compelling fresh food
propositions. From Walmart’s investment in 70,000 produce department managers to
AmazonFresh’s plan to be in 40 US markets by the end of 2014, the leading retail players
are moving fresh food up the agenda.
Looking ahead, as economic growth remains subdued and the marketplace becomes
increasingly competitive, consumers are signaling that they demand more than value
alone. The next battleground – and the place that will separate the winners from the
losers – is fresh.
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HOW IMPORTANT IS FRESH, REALLY?
The fresh offer is a primary driver of store choice, just behind value and convenience
in terms of overall importance. In fact, 60% of UK consumers in our recent global study say
that “access to the best quality fresh products is the most important consideration” when
choosing where to shop – see Exhibit 1.
When we look at the performance of food retailers across all geographies, a common theme
emerges: the top overall performers have a highly-rated fresh offer. In fact, we see that the
majority of their lead in overall customer satisfaction can be attributed to the gap they have
opened up with their fresh offer (Exhibit 2). The difference in satisfaction between top and
bottom performers is almost four times as large in the fresh departments as it is in the rest of
the store. Fresh is the wedge that the most successful food retailers are driving between
themselves and the competition to attract and retain customers.
Fresh is also a key driver of sales and profitability. Customers who are satisfied with the fresh
offer of their store shop more frequently and spend much more each trip, both on fresh
products and in the rest of the store. In our work with retailers on this topic, we commonly
see 5–10% sales gains and 2–4% margin improvement in the fresh categories from efforts
to improve the proposition and customer satisfaction. Moreover, a compelling fresh offer
also encourages additional visits to the store, generating a significant halo impact for other
categories – for the average store in our study, a £1.00 increase in fresh sales generated
£1.63 in total store sales.
While fresh represents a huge opportunity, it’s not easy to get right – and getting it wrong
can be very costly, both in immediate financial terms and in terms of customer satisfaction.
The majority of consumers we surveyed say they will change where they shop if they are
dissatisfied with the fresh offer at their main supermarket, and nearly 40% already shop
elsewhere for some fresh items. As all retailers know, losing customers and volume can
quickly undermine store economics – it can also kick off a vicious cycle of reduced inventory
turns and poorer freshness which in turn further damages customer perception and drives
more volume loss.
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Exhibit 1: Importance of access
to quality fresh food

Exhibit 2: Customer perception
leaders drive most of their
advantage from fresh

Proportion of consumers that say access to the best quality
fresh products is the most important consideration when
choosing where to shop

Difference in customer satisfaction scores −
Top 5 vs Bottom 5 food retailers

Country

Proportion

United States

70%

United Kingdom

60%

France

52%

Germany

43%

Top 5 vs Bottom 5
Fresh gap

Top 5 vs Bottom 5
Non-fresh gap
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WHO ARE THE “WINNERS” TODAY?
There are a handful of retailers who consistently excel in fresh – we refer to them here as the
fresh “winners”. Wegmans, Whole Foods and H-E-B are amongst the leaders in the US, with
relative newcomer Mariano’s taking top spot. They are joined at the top by Waitrose and Marks
& Spencer in the UK, and Globus in Germany – as shown in Exhibit 3. Unsurprisingly, these
companies are at or near the top of the list for overall performance and customer satisfaction as
well as for fresh satisfaction.
Exhibit 3: Global “Fresh Winners”
1

Mariano’s

11

Schnuck’s

2

Wegmans

12

Super U

3

Waitrose

13

Harris Teeter

4

Marks & Spencer

14

Auchan

5

Whole Foods

15

Edeka

6

H-E-B

16

Stater Bros Mkt

7

Globus

17

Hyper U

8

Publix

18

Costco

9

Morrisons

19

Giant Eagle

10

Meijer

20

Albertsons (LLC)

Source: Oliver Wyman Fresh Survey and analysis. The survey covered the US, UK, France, and Germany.
Retailer scores are geography and competition adjusted. Minimum number of responses required.

The fact that the global winners have very different approaches to fresh suggests there’s more
than one way to get it right. The real leaders at the top of the table have differentiated formats,
not just differentiated fresh offers. Their business models are built around “outer draw”, the ability
to attract customers from a larger catchment area than a traditional grocer, pulling them past
other, more convenient retailers. The premium outer draw players, such as Mariano’s, Wegmans,
Marks & Spencer, and Whole Foods, employ high-touch service counters and in-store theatre,
pursue niche sourcing and sustainability policies, and design stores with food courts, ready
meals and other high-end amenities to draw customers in. Outer draw retailers rely on high traffic
and sales densities to be profitable, with high turnover reinforcing the freshness of the offer.
Some of the other more traditional grocers who lead in fresh, such as Waitrose, Globus, H-E-B
and Publix, succeed with a more rounded offer and by selectively investing in what is most
important to consumers. They are “inner draw” formats, winning battles with other traditional
supermarkets to capture a high local share, and pulling in many of the customers for whom
they are a convenient option. A high inner draw rate also typically translates into high sales
densities, which in turn support a better fresh offering and a virtuous cycle of success.
There are clearly different ways of winning in fresh, and lessons to be learned from each of the topranked retailers. While retailers with traditional formats cannot copy all aspects of the winning
outer draw models, there is a recipe for fresh success, whatever your proposition might be.
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Exhibit 4: Five Ingredients For Fresh Success
Store

Product

What is it?

What does success look like?

What is it?

What does success look like?

•• Store format, layout
and space allocation
•• Look and feel of the
fresh departments,
including displays
•• Service offering,
including counters
and prepared foods

•• A great overall shopping
experience that reinforces
core values

•• Overall fresh
product catalogue
•• Sourcing choices,
product specifications
and “input quality”
•• Provenance (e.g. local
vs regional/national)
•• Store range and
localisation

•• Products that create excitement and an
emotional connection with customers
•• A catalogue that delivers “true choice” and
innovative products, not just SKU count
•• Where it matters, strategically sourced product
with high/differentiated quality specification
•• Product range localised and “right-sized”
for each store – maximising choice without
creating freshness and shrink issues

•• Optimal space allocation and
presentation for each department,
category and item
•• The right counters, features and
customer service touch points
in each store

Delivery

Execution

What is it?

What is it?

•• Flow of product, end-to-end:
−− Logistics and cold chain
−− DC network and operations
−− Quality control
−− Inventory management
and demand forecasting

•• Store operations and management
−− Inventory management –
e.g. ordering, rotating, culling
−− People management –
e.g. scheduling, accountability
•• Store standards and practices

What does success look like?

What does success look like?

•• Supply chain configured to
maximise velocity – which
delivers truly fresher product
for the stores
•• Forecasting and ordering is
optimised – to ensure delivery
of the right quantity of product,
at the right time and in the right
place, in peak condition

•• Consistent execution of best
practice across stores
•• Transparent KPIs and fact-based
decision-making
•• Great customer service and in-stock
position, particularly at key times of day
•• Cross functional working – across
merchandising, store operations
and supply chain

Value
What is it?

What does success look like?

•• Value for money in the
fresh departments
•• Price and promotions strategy –
e.g. Hi-Lo vs EDLP – overall
and for each category

•• A winning value strategy for fresh – appropriate
for the brand and market situation
•• Strategies that foster product freshness
and availability…
•• …which typically means investing a bit more
in value to drive volume and turns

SO, WHAT CAN YOU DO?
Consumers tell us there are many different ways to win in fresh, and given what we know
about the underlying economics, we agree. That said, there are some common themes.
We have identified five “ingredients for fresh success” (Exhibit 4).
Of course, most retailers are doing something in each of these areas – but doing the right things
is trickier, particularly when it comes to embracing change across large parts of the organisation.
However, when you get it right, the gains can be significant – on the following pages we
describe a recent case study demonstrating how one retailer improved their fresh offer
dramatically by focusing on the “ingredients of fresh success”.
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CASE STUDY 1

HOW ONE GROCER IMPROVED ON-SHELF
AVAILABILITY AND REDUCED SHRINK
The retailer was facing challenging market conditions, and declining volumes and sales
were putting pressure on the economics of the business. To generate short-term margin,
the retailer started raising prices – particularly in fresh categories where competitor items and
prices were much less comparable than in branded goods.
This approach boosted margins in the short term but led to a further decline in volumes,
particularly in fresh. Because of this, shrink became more difficult to control in stores, and
stores were then instructed to manage shrink downwards, which in turn caused availability
problems and stifled volumes and sales even further.
As product in stores turned slower and slower, this started to take a toll on freshness, driving
away even more customers. How could this retailer get out of such a death spiral, particularly
when the business was short of cash to invest to get back to growth?
This retailer started by improving in-store execution: incentivising and helping stores to do the
right thing for the customer. A cultural shift was needed across the whole organisation – instead
of focusing on shrink and cost, people were told to focus on freshness instead. For example,
store teams were trained to follow best practices around replenishing, presentation and
culling. At the same time, new metrics (e.g. on-shelf product availability) were introduced,
along with incentives and an accountability process. These efforts started to pay off almost
immediately – particularly in those stores with a lot of opportunity to improve. But it was not
enough to just tell everyone to get better – key processes and tools were upgraded to help
stores and trading teams make better decisions.
Getting delivery right is often one of the most powerful ways to improve fresh. A fundamental
problem faced by this retailer was that product was spending too much time in the supply chain
and sitting on the shelf in stores. Stores had no tools to guide them on how much to order for
when. As a result, stores frequently over-ordered – creating freshness and shrink problems – or
under-ordered – creating availability issues. Supply chain, on the other hand, had no way to
anticipate what stores would order and would hold large inventories to meet store demand.
Large amounts of fresh inventory “dwelling” in the supply chain reduced freshness further.
Fixing these interrelated delivery issues was a hugely important step forward for this retailer.
The key was the introduction of a forecast-based ordering tool for fresh categories which
enabled stores to order much more accurately while retaining control and accountability.
This radically improved the balance of inventory in store, but also created more predictability
for the supply chain so that dwell time could be reduced.
Creating a great store experience is very often an important element of winning in fresh;
however, it is something that requires significant time and investment – and this retailer
had neither to spare. While winning retailers expend a lot of time and money on creating
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innovative fresh concepts, it is just as important to get the basics right – setting the right
amount of space for each department and each item, and having product presentations that
look attractive and are easy to replenish.
The challenge for this retailer was that most stores had been designed and fitted several years
back when sales volumes and mix were very different, and display planning was influenced
by ambitious (over-) forecasts. As a result, the space allocated to many fresh departments and
categories was wrong. For example, in one store an over-sized produce department called
for far more product inventory than was sensible to carry. The store manager had to make the
choice between accepting excessive shrink (not allowed by company policy) or disappointing
customers with poor-looking, under-filled displays. In that same store, the meat department
only had a third of the space that it required given its sales – and could not keep up with
replenishment throughout the day. The solution was to rapidly implement a programme of
quick wins to systematically analyse, identify and address the most egregious space mismatches with a moderate investment in store furniture and labour to implement.
Last, but not least, getting the right product in the right store is key to a great fresh offer.
Like many retailers, this company was shying away from the perceived complexity of
localising the fresh range of each store, tuning the assortment to what the customers really
wanted to buy. The business was lacking the tools to manage ranges at such a granular
level and IT systems were unable to support it. Therefore, a “one-size-fits-all” approach was
applied, and every store was assigned a similar range with minimal regional adaptation.
The result was that many stores were forced to carry items that simply did not sell well, which
of course drove shrink. At the same time, other stores were frustrated because they felt that
the opportunity existed to sell much more than the standard range. The implementation of
a cluster-led approach to the fresh range enabled the assortment to be “tuned” according to
customer demand in each location. As a result, shrink was significantly reduced by cutting
ranges in low-volume stores, while additional sales were generated overall from stores where
there was demand for extended assortment.
Taken together, these actions were overwhelmingly successful. Within a period of 12
months the fresh business had been turned round – from volume declines to volume
growth. On-shelf availability was significantly improved and shrink reduced at the same
time (Exhibit 5). Overall, fresh sales grew by an impressive 9.2% while margins also
improved due to shrink reduction.
With the cash generated, the business was able to make a significant investment in price
reductions in fresh categories, improving value for customers. Oliver Wyman research shows
that fresh categories are an extremely strong driver of overall value perception and that
they have a positive halo on footfall and basket size beyond fresh, driving additional sales
and margin growth across the store. In this case, the theory worked in practice, and price
cuts in fresh led to volume gains that in turn had a positive impact on shrink and freshness,
continuing the virtuous circle of growth.
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Exhibit 5: Improvement in sales, on-shelf availability, and shrink
LFL SALES GROWTH VS PREVIOUS YEAR IN FRESH PRODUCTS
+9.2%

Start of year LFL sales down vs
previous year

Beginning of fresh
project implementation
WEEKS

IMPROVEMENT IN ON-SHELF AVAILABILITY AND SHRINK
Availability

Shrink
Implementation

-12

-9

-6

-3
0
+3
+6
+9
WEEKS VS BEGINNING OF IMPLEMENTATION

+12

+15

+18

CONCLUDING REMARKS
Fresh is already a clear point of differentiation for grocery retailers, and its importance will only
grow in the coming years. Customers see – and value – the differences between one retailer and
another, and this ultimately has a powerful influence on where they choose to shop. This makes
fresh an enormous opportunity, where the right approach can yield transformative results:
5–10% LFL sales gains and 2–4% margin improvement over the short-term, as well as improved
customer perception and significant market share gains over the longer term.
When we look at which retailers customers rate most highly for fresh, it’s clear that there are
many different ways to win. Nonetheless, there is a common theme: getting to grips with
the complex challenges that fresh presents, understanding how sourcing, supply chain,
and service interact to affect product choice, quality and value, and targeting investment
accordingly. The winners in fresh have aligned the five key levers – store, product, delivery,
execution, and value – to create a fresh food offer that customers will love, and that makes a
positive contribution to the bottom line.
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The Big Squeeze

Redesigning
Store Labour
With wages and related costs rising faster than inflation, retailers must
continually wring more from every unit of labour. In the past, many have
successfully slashed labour costs, either through brute-force cuts or more
subtle changes – for example by decreasing the time allocated for certain
tasks. But at some point this starts to affect customers’ experience in store,
and many retailers have already pushed it as far as they can. So how should
they now respond to the continuing, relentless pressure to bring down
labour costs?
We have seen executives meet this challenge in different ways, but the common theme has
been a shift in mindset from cutting to redesigning labour. Rather than the store or the budget,
the customer has been the focus of their decisions – instead of asking simply “how can I cut
labour costs?”, they have asked “what do my customers truly value, and how can I allocate
labour to provide it?” At the same time, they have moved from looking at stores in isolation,
to considering the whole of the value chain – asking “which decisions being made elsewhere
impose unnecessary costs on the stores?”
Of course, the stores can’t make these changes on their own – redesigning store labour takes
close collaboration with trading, logistics, real estate, and in some cases suppliers. It also
requires building new central insight capabilities, to provide better support to the stores.
Even so, this doesn’t necessarily imply a complicated, multi-year programme, and some
relatively simple strategies have quickly delivered real value for a very modest effort.
This short article presents a set of case studies showing some of the ways retailers can redesign
store labour. They illustrate three different approaches, each requiring a different level of
commitment and resource:
•

Understanding what’s really happening in the stores by exploiting data and insights

•

Taking an end-to-end cost perspective when making trading decisions

•

Redesigning labour from the ground up, with a fully cross-functional approach
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Understanding what’s really
happening in the stores
To schedule and manage staff effectively, stores need
targeted insights underpinned by robust analytics. This
allows labour to be reduced “surgically”, cutting cost
while protecting the customer experience. The analysis
needn’t be complicated – in fact it’s the kind of analysis
store managers would do themselves, if they had time.
The key is to keep it simple, crack the analysis centrally,
then provide it to stores in an easy-to-use format.

Case study 1: Effective
Checkout Staffing
By comparing cashier hours with customer demand,
a US grocery retailer made an important discovery:
although there were occasional periods of understaffing,
checkouts were usually overstaffed. This offered an
opportunity for reducing labour, but the retailer needed
more detailed information to avoid doing anything
that might damage the customer experience.
In the past, their labour scheduling tool relied heavily
on store colleagues to provide the right inputs (such
as staff availability and reference weeks for forecasts)
while managers needed to make manual changes to
stay within their budget. As a result, the final schedule
usually bore little resemblance to what the tool initially
recommended. To help managers make more informed
staffing decisions, the retailer provided the stores with
new reports that clearly highlighted any half-hour
period with consistent under or overstaffing (see
Exhibit 1). This enabled store managers to both reduce

their overall cashier hours and shorten customer lines.
To achieve those gains, however, the retailer needed
to overcome another obstacle. Even when managers
knew they were overstaffed, they often hesitated to
address the issue because of confusion about union
rules, fear of conflict with staff, or other HR concerns.
To address this, the retailer provided managers with
appropriate training – when dealing with challenging
discussions with staff, for example, they were taught
to focus on the reasons the scheduling changes were
necessary, using the reports as an objective source of
facts for that difficult conversation.
The results were impressive: the retailer reduced
its labour costs by 10% while also decreasing
understaffing by 10%.
A key factor in the success of this programme was
achieving the right balance between corporate
command-and-control and local authority. The head
office could simply have prescribed the scheduling,
based on the insights generated by the new reports;
instead, it merely provided recommendations, leaving
the store managers to make the final decisions. That
local authority was important because managers
possessed local knowledge that couldn’t be built into
tools, and more importantly they were accountable
for store labour.

Checkpoint
•

Do you get lots of customer complaints at
peak periods of the day?

•

Do your scheduling or replenishment systems
involve many manual over-rides?

Exhibit 1: example cashier scheduling report
Saturday

Period consistently
understaffed

Periods consistently
overstaffed

4
2
Deviation from
Optimal Cashiers 0

-2
-4
Time

7

Open Lanes

2

3

4

4

6

7

8

9

9

9

9

9

9

11

Optimal

2

2

4

5

6

9

9

10

8

11

9

10

8

11 10 10 11

9

8

9

9

Deviation from Optimal

0

1

0

-1

0

-2

-1

-1

1

-2

0

-1

1

0

1

3

2

2

36

8

9

10

11

12

1

2
9
-1

3

4

5

6

10 11 10 11 11 11 10
0

0

7

8

9

10

11

8

10

9

9

6

6

6

5

3

3

2

2

8

7

8

7

6

4

4

4

4

3

2

2

2

2

1

2

2

3

2

2

2

1

0

1

0

0
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Taking an end-to-end
cost perspective
At every step of the process of getting a product into
customers’ hands – from moving it from the store
room, to opening the packaging, to stacking it on
the shelf – decisions made in trading affect costs in
the stores. Our experience is that whenever traders
and stores work together and take an end-to-end
perspective, it reveals significant opportunities
to reduce cost. The same is true of choices made
in logistics.

Case study 2: Efficient Packaging
and Range Management

Second, the retailer improved its process for
revising its product assortment. When traders are
disconnected from store operations, they typically
view assortment changes simply in terms of better
choices for customers or more funding from suppliers.
The reality, of course, is that introducing even a few
new products can require a complete rebuild of an
entire shelf in every store, consuming many labour
hours. At this retailer, category managers were given
a KPI for “store reset hours”, making the impact of
new product introductions transparent to them, and
helping ensure that the full cost could be properly
weighed against the benefits. As a result, future
product introductions were delayed until a seasonal
reset was scheduled (so minimising additional costs),
unless they were for major product launches and
suppliers funded the reset costs.

To reduce product and packing inefficiencies, a
European retailer embarked on a major initiative
involving its stores, trading, and suppliers, redesigning
The combination of these changes saved the
its processes from an end-to-end perspective. First,
retailer more than 8% of replenishment hours.
the retailer redesigned case quantities. It began by
reviewing the shelf space allocated to each product,
alongside its rate of sale and case size. This analysis
found that the planograms and rates of sale were
Checkpoint
usually well aligned with each other, but not always
with case sizes: for example, a planogram might be
• Are your buyers accountable for the costs they
configured for only 12 units of a product that came in
add to stores?
a case size of 24, meaning time was wasted returning
• Do your buyers challenge suppliers on pallet
at least half of the units to the storeroom. Armed with
configuration, case sizes or packaging design?
this knowledge, traders worked with suppliers to
• Does the timing of new product introductions
design more appropriate case sizes – and in situations
get determined by suppliers or buyers?
where suppliers demanded higher prices for the new
packaging, the traders had the data they needed to
understand the cost trade-offs involved.
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Redesigning labour from
the ground up

The key success factor here was effective collaboration
across the trading, supply chain, store operations,
and real-estate functions. Indeed, at least two of
those “silos” were involved in virtually every major
Some retailers already provide their stores with rich data
improvement, including the new packaging with
and insights, and may also have optimised decisions
increased barcode coverage; cases that were easier
from an end-to-end cost perspective. The next step in
to shelve; and better delivery methods, fixtures,
cutting labour costs is even more ambitious, requiring a
layouts, and dock designs.
fundamental re-think of what stores do, step by step. It
involves starting with the absolute minimum number of The redesign’s impact was dramatic: the new store
hours required to man a store, then adding labour back was 30% leaner, while protecting the aspects of
in task by task, with the trading, supply chain, and real the store experience that customers truly value.
estate functions providing end-to-end input throughout.
Furthermore, most of the new elements (beyond the
layout and fixtures) could be applied to existing stores.
Case study 3: A Prototype for A
The return on investment calculations for such changes
Lean Store
showed positive returns after just one to two years, with
To design a new store prototype, a North American the stores becoming an estimated 20% leaner as well.
retailer assembled a cross-functional team with
experts on real estate, store layout, equipment,
Exhibit 2: overhauling the checkout process
trading, and operations. The goal was to design
the layout and labour model together to make the
One queue per checkout or
customer queues
single queue for all checkouts?
new store as efficient as possible while limiting any
adverse effects on customers. This meant starting
How many customers is the
customer puts items
with the absolute minimum labour required to
on belt
belt long enough for?
operate a store and then selectively including tasks
How fast is the belt? Is it
belt moves
based on their value to the customer.
As is often the case, the zero-based approach revealed
a surprising number of tasks that could simply be
eliminated, or at least reduced in frequency. Changing
the freezer type, for example, made defrosting
unnecessary. Eliminating the sale of gift cards removed
that time-consuming process at checkout, with minimal
impact on sales. Installing fewer urinals reduced the
cleaning required. And so on.
But the biggest savings came from the redesign of
certain tasks. For example, the checkout process was
overhauled (see Exhibit 2). First, the retailer installed
new equipment with faster belts and a shorter distance
for cashiers to reach for products. It also introduced a
new, faster scanning technique, which was only made
possible by working with traders and suppliers to
improve the barcode coverage on the products. Finally,
the retailer implemented better cashier performance
tracking so that it could reliably monitor best practices.
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items forward

slowing down the cashier?

cashier reaches
for product

How far does the cashier
have to reach?

cashier
scans product

Do items always scan the
first time?

cashier places
product at end stage

Who bags the products?

Checkpoint
•

Do you know the value to customers of each
task that takes place in your stores?

•

How long has it been since store processes
were reviewed by a truly cross-functional
team, involving trading, supply chain, store
operations, store design and real-estate?
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CONCLUDING REMARKS
Managing store labour cost is something every retailer needs to do all the time – and it never
gets any easier. But once you’ve cut out all the obvious “fat” from your store labour allocations,
it’s vital that further reductions don’t worsen the store experience and alienate customers.
Some retailers take a centralised “command and control” approach to store labour, with
hours earned strictly in proportion to sales, while others rely on store managers to make the
right decisions and manage their local P&L. In either case, taking a holistic view across the
whole value chain can unlock savings that stores can’t access on their own – by redesigning
the store labour model, rather than relying on cuts alone.
In our experience, there are different ways of achieving this: exploiting data and insight to
better understand how the stores are operating; taking an end-to-end perspective to ensure
that the stores aren’t saddled with the cost of decisions taken elsewhere; or comprehensively
redesigning the entire store labour model. As the case studies show, each presents a real
opportunity to drive down cost and improve financial performance – without hurting
your customers.
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SMARTER ARGUMENTS FOR HIGHER PROFITS

REVERSING THE INFORMATION
ASYMMETRY
To get the most from negotiations with their suppliers, retail buyers need a deep
understanding of both customer behaviour and the economics of their product
categories. Building this understanding requires powerful and user-friendly
management information systems.
Historically, consumer product manufacturers have had the upper hand when negotiating with
retailers. Their organisational structure gives them a big advantage: each account manager
is responsible for a few dozen similar products, while retail buyers have to cope with hundreds
of dissimilar ones. At the same time, retail category managers have traditionally been jacks of
all trades with minimal specialist backup, whereas manufacturers’ account managers could
draw upon financial analysts, marketers, and negotiators for support.
As a result, manufacturers have negotiated from a position of strength – and armed with
richer and better-quality information, they have often been able to capture more than
their “fair share” of the value created through selling their products. A recent Oliver Wyman
survey of trading directors of leading European retailers bears this out: around 89% feel that
their top suppliers are better prepared for negotiations than they are.

THE PROBLEM
To get the best deal, retailers need to reverse the “information asymmetry” with their
suppliers. Good arguments mean lower costs – and building good arguments begins
with collecting data about sales, margins, space productivity, market share evolution, and
commodity prices.
Gathering this data is harder than it should be. Retailers possess vast amount of information,
but it’s scattered throughout the business: transaction data, loyalty card analyses, market share
figures, and commodity prices aren’t in the same place, demanding multiple login/logout
procedures, and messy multi-tasking. Problems with data integrity or matching up records
from different sources are common. Identifying the information needed to make the strongest
argument is a difficult and time-consuming process of trial and error, and the outputs produced
are not always in a user-friendly format: long, complex tables that make it difficult to identify
and extract key facts.
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These are major obstacles when a retail category manager is preparing for negotiations with
dozens of different suppliers in the course of a few weeks. At best, buyers waste time gathering
data, when they should be preparing negotiating tactics. At worst, they enter negotiations
without the ammunition they need. Time-pressed category managers are often forced to
use whatever information they can lay their hands on – sometimes relying heavily upon their
suppliers. This is risky, as manufacturers are not well placed to deliver an accurate, objective
understanding of the true economics of their products, and in any case it isn’t always in their
best interests to do so.
Of course, to get the most from negotiations, buyers and category managers need more than
just basic information. They need to understand the true economics of each SKU on their
shelves, and to know what contribution it makes to their business. They also need genuine
insight into customer behaviour at a level of detail which is relevant for negotiations about
individual products. For example, understanding how willing customers are to switch between
substitute brands on the shelves is a key input into ranging decisions. The Oliver Wyman article
“Five Questions for Effective Negotiations” (available on request) provides further examples
of the types of insight buyers need to get the best deal.

THE SOLUTION
What if a retailer decides that the typical approach to preparing for negotiations just isn’t
good enough? What if they decide they need a system specifically designed to support
buyers’ arguments during negotiations, rather than making do with a collection of mutually
incompatible legacy systems?
Retailers already possess the data they need to reverse the information asymmetry: the
problem is that it’s not well organised or easy to access. Finding a way to deliver the
insights buyers need to support negotiations in minutes rather than hours can therefore
unlock enormous value. Less time gathering data means more time preparing the right
tactics and role playing negotiations. This in turn means better arguments, and lower
costs from suppliers.
The key is to collect robust data efficiently in one place, process it to generate the insights
required, and serve it up in a suitable format – all with minimal effort from the buyers.
Exhibit 1 gives a schematic illustration of this type of integrated system, along with examples
of the types of output required (which in this case are disguised outputs from a support tool
created by Oliver Wyman for one of our clients).
Creating this type of capability may sound like a major long-term investment, but it needn’t
be. In our experience, building an advanced negotiations support system that links to and
works in parallel with existing platforms takes months, not years. Moreover, the cost of such
a system is always a small fraction of the savings available through better negotiations.
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The fact that retailers have historically been on the back foot in negotiations with their suppliers
presents an opportunity for a step-change reduction in bought-in costs, which can then be
sustained over the long term. Reversing the information asymmetry therefore offers significant
returns, particularly in retail sectors such as grocery which are characterised by a broad range
of products and low operating incomes.
With category managers under severe time pressure during each negotiating cycle, those
retailers who industrialise the production of insight-rich documents win more arguments with
suppliers. Ultimately, this will translate into a real and sustainable advantage over competitors.
Exhibit 1: An example of a purpose-built negotiations support system

1

CREATE ONE POWERFUL DATA UNIT AND ANALYTICAL ENGINE
DATA WAREHOUSE
Transaction data

1
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MARKET DATA
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94%
96%
97%
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–
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85%
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94%
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–
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1%

20%
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–
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–
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0%
–
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Cutting cogs

going beyond
supplier negotiations
In today’s tough retail markets, reducing Cost of Goods Sold (COGS) is more
important than ever. Buying cheaper means better financial performance even
when sales growth is hard to come by, and while driving costs down requires little
investment, the cash it frees up can allow the business to invest in other areas.
Of course, reducing COGS is easier said than done. Retailers have always tried hard to
buy product as cheaply as possible, and most have redoubled their efforts in recent years.
Although weak demand and increased competition have encouraged manufacturers to
offer more attractive deals to maintain sales volumes, they can’t escape rising costs forever:
ultimately, they will need to pass them on to retailers. With many retailers experiencing
weak sales, it’s harder for them to promise suppliers volume growth tomorrow in exchange
for lower costs today.
But there remains significant scope for retailers to reduce bought-in costs – in some cases
by as much as 10% (see Exhibit 1). It takes a concerted effort over a 3–5 year period to reap
the full rewards, but it can greatly improve earnings performance.
Exhibit 1: RANGE OF OPPORTUNITY
% POTENTIAL SAVINGS
12
10
8
6
4
2
0

Higher Savings Potential (8%+) e.g. Hard Goods
• High proportion of complex, manufactured products
• Some spending with major brands, with limited previous
negotiations based on robust data and analytics
• Strong buyer power, growth opportunities for suppliers
• Fragmented supplier base, with no partner structure
• Untapped opportunities for low cost country soucing
Lower Savings Potential (4%+) e.g. Grocery
• High proportion of commodity items, e.g. fresh produce
• Extensive previous use of supplier negotiations based on
robust data and analytics
• Weak buyer power; limited supplier growth opportunities
• Consolidated supply base with clear supplier partnership
structure
• Low cost country sourcing offices in place
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The key to achieving these significant, sustained reductions in COGS is to recognise that
achieving excellence in supplier negotiations is necessary, but not sufficient. Going beyond
negotiations and getting into the detail of suppliers’ underlying costs can yield multiple
opportunities for further cost reductions. However, capturing these savings requires a
transformation in the retailer’s relationship with its suppliers.
In this article, we will briefly discuss achieving excellence in supplier negotiations and then
focus on going beyond this by taking cost out with partner suppliers.
1. ACHIEVING EXCELLENCE IN
SUPPLIER NEGOTIATIONS

2. TAKING COST OUT
WITH PARTNER SUPPLIERS

Adopting sophisticated, systematised
approaches to deliver the maximum
results from each supplier negotiation

Building deeper relationships with a smaller
group of suppliers and working with them
to capture mutually beneficial savings

1

1. Achieving excellence in supplier negotiations
Many retailers have made large improvements in their negotiating capabilities over recent
years. It is no longer the case that suppliers are more likely to have the edge when it comes to
negotiating with retailers. Sales teams at suppliers are able to focus on much smaller ranges
of products compared to retail buyers who have to cope with hundreds of dissimilar ones.
However, retailers have access to a lot more data, which, if they are able to analyse and
deploy it effectively, they can more than redress the balance in the negotiating process.
In many retailers, the information needed is scattered across unrelated, incompatible systems,
making it extremely difficult for time-pressed buyers to get hold of what they need when
preparing for negotiations with multiple suppliers. By working out how to provide buyers with
the most relevant and useful information in an accessible, user-friendly form, retailers can
ensure their buying teams make the strongest arguments possible and achieve the best results
from the negotiation process.

2. Taking cost out with partner suppliers
For those retailers seeking to move beyond supplier negotiations and reduce costs further,
there are multiple large and untapped opportunities available. However, accessing them
requires such a shift in approach and mindset that success has eluded most retailers.
It is deeply ingrained in the psyche of retail buyers to use confrontational negotiation
techniques with suppliers, focused on maximising leverage to get the best possible deals.
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And yet, getting at cost savings that are hidden deep in the end to end product supply
chain necessitates extremely close co-operation between retailer and supplier. That means
operating in a true partnership, openly sharing information and fairly dividing up the benefits.
This approach is standard practice in industries such as aerospace or automotive, where
long-term supplier relationships are the norm and there is a strong sense of mutual
dependency. In our experience, this approach makes most retailers feel extremely
uncomfortable – they are reluctant to make long-term commitments with suppliers and
often take the view that “it’s none of their business” to understand how the products are
made. As a result, to achieve further COGS reductions they have tended to revert to ever
more aggressive negotiation approaches. In the long run though, these either fail to yield
further savings or become counterproductive as stronger suppliers prefer to work with
less aggressive competitors and weaker ones find they cannot cut margins further, ending
up in financial difficulties or having to cut corners on product quality or safety to meet the
retailers’ demands.

Selecting Partners
It is neither practical nor sensible for a retailer to attempt to do this with its entire supply base. For a
start, the work involved tends to be both time consuming and complex. Even the largest retailers
will not have the bandwidth or capabilities to work in partnership with hundreds of different
suppliers. More appropriate is to select a smaller group, typically up to 50 suppliers. These
should be selected from the group of the largest suppliers, but not all of them will be appropriate.
There are a number of important factors involved in selecting the partners to work with:
•

Confidence that it is the right supplier for the longer term:
−− Those suppliers whose combination of product offering and commercial proposition
will consistently drive both sales growth and superior margins
−− For some suppliers, their brands are so strong and consumer loyalty so high that it is
inconceivable that they would not be a long term supplier. Their products are core to
the range architecture and will continue to be for the foreseeable future
−− In other cases, the supplier is uniquely positioned, for example, with a structural
advantage over its competitors in cost or freshness, or by providing unique products

•

Relationship with the supplier:
−− A high degree of mutual trust and openness is critical. Success will be hard to achieve
with suppliers that don’t show a strong willingness to co-operate
−− The desire to work in partnership needs to be reciprocated. It may not make sense to
partner with a supplier that has a much stronger relationship with a competitor retailer

Adopting the partnering approach doesn’t mean an end to confrontational supplier
negotiations. One of the challenges for retailers is to work out how to get both approaches
working effectively together. In fact, the partner selection process itself can be used as a way
to drive more from supplier negotiations. With the opportunity to become a partner at stake,
suppliers will need to put forward their best possible proposals, on the basis that partners
will grow share and non-partners will lose out.
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This partner selection process presents a good opportunity to consider new suppliers, and
indeed new types of supplier. For example:
•

Could a wholesaler be replaced with a manufacturer?

•

Could a local supplier be replaced with a lower cost overseas source?

•

Are there suppliers with fundamentally superior propositions, say in terms of quality,
service level or speed to shelf?

•

Are there suppliers with unique innovations or products that could be exclusive?

Reducing costs together
The process of selecting partners, agreeing “more for more” deals with them and systematically
shifting spend towards those partners will yield significant benefits. However, the more
significant savings opportunities will come from getting into the detail of the cost out work
with those partners. The biggest cost reduction opportunities are usually found in the
following areas:

SUPPLY CHAIN

PRODUCT
SPECIFICATIONS

INTERFACE BETWEEN
RETAILER AND SUPPLIER

From raw materials to
manufacturing and distribution

Including materials, design,
accessories and packaging

Efficiency of processes, optimal
order quantities

Supply Chain
There are many ways that retailers can help their suppliers reduce costs in their supply
chains. For example, retailers often have greater buying power than their suppliers in
certain categories, such as specific raw materials or commodities such as fuel. A supplier
which uses the increased buying power of one of its retail customers to reduce its costs
can achieve benefits across all of its customers, and as a result the retailer involved should
seek to capture a disproportionate share of the savings. Distribution costs can be another
area for significant savings. For example, through optimising the use of backhaul whereby
a supplier’s delivery costs can be virtually eliminated by using the retailer’s empty vehicles
that pass the supplier’s factory on the way back to their own distribution centre.
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Product specifications
As far as product specifications are concerned, large retailers often have little understanding
of the cost implications of their demands. In fact, in many cases the supplier’s own sales teams
do not have a full understanding of the true costs associated with producing the products.
Take, for example, the manufacturer of silicone sealants selling to a DIY retailer who, in order
to hit a lower price point, made a small reduction in quantity of product in the tube believing
this would reduce the cost, not understanding the knock-on cost increase from disrupting
the manufacturing process. Or the retailer that produced a detailed packaging specification
for one of its own brand products but didn’t know that this would require the manufacturer
to use a non-standard, and more expensive, printing process, but where a small change,
unnoticeable to the end consumer, would mean a standard process could be used.

Interface between retailer and supplier
Significant costs can arise from the way in which the retailer and supplier work together.
There can be multiple opportunities for streamlining the way that key processes operate,
including demand forecasting, order placement and replenishment, goods receipting and
payment. Minor adjustments on either side, for example improving how data is shared, can
lead to big improvements by reducing workloads and improving accuracy. Order quantities
can have a significant impact on a supplier’s production costs. In some cases the production
costs per unit of a full batch can be significantly less than those for a part batch due to the
effects of set up costs and line downtime. Hitting the optimal order quantity, taking into
account all of the costs including production and storage can pay big dividends for certain
product categories – see Case Study 1.
All of these efforts by the retailer and supplier working together to reduce costs can deliver
large benefits for both. However, there is one important caveat: while this close partnering with
suppliers can yield big benefits, there is clearly a risk that suppliers will find opportunities to
take advantage of the reduced competitive pressure associated with their partner status.
As a result, retailers need to include mechanisms in their partner agreements to prevent this.
For example, by including “best price guarantees” that give the retailer the opportunity to find
the best prices in the market and require the partner to match these in order to retain its status.
This can be achieved by running a regular process of price benchmarking and competitive
tendering or reverse auctions at the product level.
We have focused on the potential cost benefits of this approach, however there are a number
of other important benefits from cultivating these close relationships with core suppliers.
For example, in some categories which experience supply bottlenecks, building close
relationships with certain suppliers can lead to a significant competitive advantage in terms
of security of supply. In other cases there can be benefits from working together to achieve
improvements in sustainability or drive improvements in service levels, product quality or
developing unique products to give the retailer a competitive edge.
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CASE STUDY 1

MultiNational Distributor
A multinational distributor was working closely with a key supplier to identify cost reduction
opportunities. Together, they spotted the potential benefits from optimising order quantities.
The products were made to order for the distributor in batches. Small orders meant the
manufacturer needed to set up a production line then shut down and clean it just a few hours later.
Unit manufacturing costs would reduce as the order size increased until a second production
line was needed which would increase unit costs again (Exhibit 2). Analysis showed that orders
were not being placed in a way that minimised production cost. Only 7% of orders were within
the lowest cost zone (Exhibit 3). The companies also factored in storage and delivery costs to
minimise total costs. Because of their partnership, the distributor could recognise which order
quantities minimised total cost, with the subsequent savings shared between the two parties.
Exhibit 2: COST OF DIFFERENT ORDER QUANTITIES
UNIT COST (£)
1.10
Low
cost
zone

1.05
1.00
0.95

1st production line running
continuously, 2nd production
line making batches

0.90
0.85
Single production line
making batches

0.80
0.75
0

20

40
60
ORDER QUANTITY (THOUSANDS)

80

100

Exhibit 3: ORDER QUANTITY DISTRIBUTION
PERCENTAGE OF ORDERS RECEIVED
30

20
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cost
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0
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30–40

30–40

30–40

60–70

Over 70000
(2nd prod. line)

ORDER QUANTITY (THOUSANDS)
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Putting it into practice
A systematic programme to reduce COGS can deliver significant gains, but it’s important
not to underestimate the amount of work required. It needs a significant effort over and
above the existing work of the retailer’s commercial teams, and these teams are often
already stretched with a multitude of other requirements – managing the range, running
promotions, managing prices, and so on.
When it comes to supplier negotiations, the challenge isn’t usually a lack of awareness or
understanding from buyers of what needs to be done, but a lack of time combined with a
lack of access to the analysis and tools that would enable them to develop the best possible
negotiating positions.
Successfully executing a “partner cost out” programme is a much more significant challenge
for most retailers. It is likely to require a considerable change management effort, not only
with the retailer’s commercial team but also with the suppliers. There needs to be clear and
consistent communication of the programme, so that the suppliers understand what is
happening, why it is important and what is expected of them – supplier conferences and
direct communication from the retailer’s CEO form an important part of this. Internally,
everyone should be aligned on what needs to be done: how they should be working with
partner suppliers and what the expectations are from both sides. In addition, there needs to
be detailed tracking of activities to ensure the programme remains on course across all the
partner suppliers, combined with robust measurement of the benefits being delivered.
For those retailers with a degree of vertical integration, or those with low cost country sourcing
offices, they will have some in-house experience further up the supply chain. However, in most
cases the skills required differ so much from those traditionally associated with retail buying
that it is necessary to bring in specialists with deep cost reduction experience (probably
from other industries), as well as putting in place a thorough programme of training and
development for the commercial team.

CONCLUDING REMARKS
In summary, venturing beyond supplier negotiations into the world of “partner cost out” isn’t
going to be a short, “one off” project. It needs to be thought of as a multi-year programme,
with a focus on building and embedding the capabilities the organisation needs to ensure
the benefits are sustainable in the long term. Those retailers that are able to implement
successfully will be able to access reductions in COGS that would be unobtainable through
negotiations alone. Case Study 2 on the following page describes how one retailer approached
the problem, and was ultimately able to reap significant rewards.
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CASE STUDY 2

EUROPEAN DIY RETAILER
Context
A multi-country, multi-format DIY retailer with historically high margins was facing an
increasingly difficult market, with new competitors entering. Its commercial teams had been
working hard to negotiate deals with suppliers – although synergies across countries were
very limited. A new management team came on board with a view that a reduction in COGS
of 8–10% was possible and decided to embark on a three-year programme.

Approach
The management team created a strategy to deliver the reduction in COGS over three years
– at the core of this was partnering with suppliers.
The initial focus was on the top 50 suppliers. This was kicked off with a supplier conference, and
was followed by detailed analysis to create negotiation “asks” tailored for each supplier and
a structured process of negotiations with each supplier to obtain best offers for re-alignment
and future growth. This re-alignment and re-negotiation approach was replicated across the
wider supplier base, but with a lighter touch approach.
Regular meetings were held for the senior team to evaluate supplier offers and select partners.
Then three year agreements were put in place with all partners to lock-in the benefits proposed
by suppliers, and to facilitate the next stage.
Once partners were in place and spend had been largely consolidated to them, a cost down
programme was initiated to identify and deliver the next wave of savings: getting suppliers
to deliver on the commitments they made in their agreements.
In parallel, an intensive programme of tenders, e-auctions and product cost benchmarking
was launched to deliver further savings from non-partner suppliers and ensure partners
were providing the most competitive possible product pricing. In some categories, this
included moving to direct sourcing from lower cost countries.
Throughout the three years, a comprehensive programme management approach has been
in place to ensure activities remained on track and benefits were robustly measured and
captured. Additionally, specialists with cost reduction expertise were brought in from outside
the organisation to help drive the cost out work with partners and develop these skills across
the commercial team and tools were built to enable the commercial teams to repeat the
process and sustain the benefits over the long term.

The results
The programme is on track to achieve its savings target of 8% in three years, despite
extremely challenging trading conditions that impacted the ability to offer growth to
suppliers. The COGS reduction programme has been a huge contributor to the company’s
financial performance over this period.
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Further reading
For more insights into how a retailer can build the most effective negotiating capabilities,
the following articles are available on request from www.oliverwyman.com

NEGOTIATING WITH SUPPLIERS FROM A POSITION OF STRENGTH
Part of the challenge retailers face in a world of rising commodity costs is to understand
their suppliers’ economics and form their own view about the impact of commodity cost
changes, since raw materials sometimes account for a smaller proportion of total cost than
one might expect. At the same time, it’s important to keep in mind the history of both list
costs and commodity prices: the price of many commodities fell significantly during the
past two years, and where manufacturers failed to pass on any of this saving to retailers,
this undermines the case for steep increases now.

FIVE QUESTIONS RETAILERS MUST ANSWER
TO NEGOTIATE EFFECTIVELY
Most retail category managers are tough negotiators – but nonetheless, they often enter
negotiations at a disadvantage to their suppliers. This short note gives some tips on how
better preparation can help category managers get the best deal.
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Winning Customer Proposition

making the right choices

sku rationalisation
in retail
After years of product proliferation, many retailers are looking to eliminate
duplicative items and boost profits. Successful SKU rationalisation relies on
identifying the products that are important to customers, and understanding the
full financial and organisational implications of narrowing the assortment.
Retailers in all sectors are launching assortment rationalisation initiatives, and with good
reason: the thousands of products added in recent years have generated plenty of cost,
complexity, and confusion, but their sales and profit benefits have been less clear. It has
reached a point where SKU rationalisation can offer significant gains: justified reductions
of up to 30% of the assortment can yield upwards of a hundred basis points of margin
improvement while preserving or even growing sales.
SKU rationalisation is based on a simple idea: every product takes up valuable shelf space and
generates additional operating costs, and so every product needs to justify its presence in the
assortment. If an item is important to customers – they aren’t prepared to buy an alternative
and may even switch stores to find it – clearly it must be retained. Certain products also play
a vital strategic role (being essential to the promotions programme, for instance); others
may be somewhat duplicative but have high margins. Items that meet none of these criteria
should be de-listed.
The logic is clear enough, but applying it can be difficult because the information needed
for making SKU rationalisation decisions is unclear, complex, or scattered throughout
the business. Furthermore, narrowing the assortment requires active participation – and
perhaps a change in mindset – from the merchandising department, creating an additional
set of organisational challenges.
In our experience, there are four requirements for making SKU rationalisation a success:
1. Identify the items that are truly important to customers
2. Acknowledge the strategic role of certain products
3. Understand the true costs of complexity, and ensure that suppliers cover these costs
4. Recognise and address the organisational challenges involved
This article examines each of these in turn.
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1. Identify the items that are truly important
to customers
Customers value choice, but only up to the point where new items are no more than brands,
varieties, or pack sizes almost identical to other products. Those items with unique appeal
generate significant incremental revenue; those without it don’t. Cut duplicate products, and
customers will buy others within the category.
In the context of SKU rationalisation, “which products are important to customers?” boils down
to something much more specific: “if I take out a particular item, what proportion of its sales
will I claw back elsewhere?” Removing products frees up shelf space and reduces inventory and
store labour costs, so a small decline in category sales can still be profitable. However, a loss
of 2–3% will almost always worsen operational gearing and customer satisfaction enough
to make SKU rationalisation counterproductive. Preserving the overwhelming majority of
sales is critical. Doing this requires a thorough understanding of the “switchability” of one
product for another.
Buyers and category managers often take an intuitive, judgment-based view of switchability
to predict the impact of removing an item. They then combine this with other data – margins,
supplier funding, space allocations, and competitor assortment surveys, for instance – to draw
up a list of candidates for de-listing. In reality, differences in switchability between SKUs are often
both large and difficult to guess. Without accurate measurements it is possible to make costly
mistakes. We have seen situations where buyers relying on a qualitative and intuitive view of
switchability expected a group of de-listed products to be 80% switchable. They turned out to
be only 60% or 40% switchable, making the sales loss two or three times what was anticipated.
The safest approach is to calculate “brand switching matrices” to accurately predict what
proportion of a de-listed product’s sales will be clawed back, which other products will
benefit, and what the profit impact will be. Exhibit 1 shows an example for orange juice.
Past customer behaviour is the key to producing such matrices, and there are a variety of ways
to perform the necessary calculations. Loyalty card and other transaction-level data, such as
credit card-linked sequences of transactions, are invaluable. An alternative is to use out-ofstock data as a series of tiny “SKU rationalisation trials”.
This can be supplemented by modelling based upon customer decision trees and detailed
item attributes to plug the gaps where there is insufficient data.
Measuring switchability will also identify those products which are so strongly differentiated
that removing them from the assortment will cause some customers to make additional trips
to competitors’ stores. Few products inspire this degree of loyalty, but removing any of them
is a costly mistake. Even if they have very poor margins, it is essential to keep them on the
shelves to avoid sales losses across the rest of the store.
If carefully executed, SKU rationalisation can in many cases retain all the sales of the category –
Exhibit 2 shows an example where this was achieved.
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Exhibit 1: BRAND SWITCHING MATRIX: ORANGE JUICE
How much of switched sales would go to other brands?

1

Switchability: How
much of today’s sales
would switch into
other brands?
Leading national
21%
brand

Leading Private
national label
brand

10%

Premium
brand 1

Premium
brand 2

Second Regional Economy
national brand 1 brand 1
brand

27%

34%

29%

0%

0%

7%

10%

13%

0%

0%

12%

7%

0%

0%

13%

0%

0%

0%

0%

Private
label

66%

69%

Premium
brand 1

79%

78%

3%

Premium
brand 2

85%

75%

3%

9%

2

Second national
brand

85%

73%

5%

6%

16%

3

Regional
brand 1

86%

48%

21%

8%

11%

12%

Economy
brand 1

91%

85%

0%

7%

4%

4%

0%
0%

1. The Leading National Brand is truly differentiated in customers’ eyes, with low switchability into other brands. Of the sales that

would switch, 10% would go to Private Label, 27% to Premium Brand 1, etc.
2. By contrast, the Second National Brand has much lower loyalty – possibly indicating current sales are driven by deep

discount promotions.
3. Regional Brand 1 has very low loyalty as 86% of customers would switch.

2. Acknowledge the strategic role of
certain products
Besides being differentiated or unique in customers’ eyes, there are other reasons why certain
products may be essential to a category. One example is the need to maintain a competitive
promotions program or pricing architecture, another is the desire to develop the private label
as a brand in itself. Such considerations represent “exceptions to the rule”, and can justify
keeping particular products on the shelves even if they are highly substitutable.
Many retailers drive significant volume through promotional activity, often relying heavily upon
a small number of products, and funding from suppliers can make this a profitable strategy even
if most of the volume represents cannibalisation of other products. In addition, promotions
are the single strongest driver of short-term sales changes. Year-on-year sales targets reflect
established patterns of promotional activity and SKU rationalisation without this in mind
risks both seriously weakening the promotions program and greatly reducing sales volumes
and overall competitiveness.
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Exhibit 2: SKU rationalisation need not harm sales
PRESERVES
UNIT SALES WEEK (K)
1000
900
800
700
600
500
400

Rest of assortment

300
200
100
0

Removed
5

10

15
MONTHS

20

25

30

Pricing architecture imposes additional constraints. A retailer’s need to provide a competitive
assortment across all price points may require keeping some unproductive SKUs – at least until
better replacements can be found. The desire to prevent unprofitable volume mix changes
within the category can have similar implications.
Private label products may justify special treatment. After all, private label represents one of the
few significant and sustainable ways a retailer can truly differentiate itself from its competitors.
Having complete control over these products is valuable in itself. De-listing them obviously
hampers a retailer’s efforts to grow private label volume.

3. Understand the true costs of complexity,
and ensure that suppliers cover these costs
Complexity has a cost. It is always difficult to measure as it is spread across different parts of
the business, but it can strongly influence assortment decisions. Before SKU rationalisation can
take place it is vital to be aware of all the diffuse financial effects of carrying additional products.
Understanding the true economics starts from a robust view of each product’s gross margin.
This is usually straightforward to calculate, but not always: it may be the net result of a complex
blend of bought-in costs, listing fees, and volume discounts, for instance. In the case of heavilypromoted items, buyers need to predict what will happen to promotional funding if these items
are de-listed. Some of it will be lost, but a significant proportion may be switched to support
other promotional items.
Of course, gross margin represents only part of the picture. Most of the costs of complexity are
borne by other areas of the business – or by customers. Additional products increase operating
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costs both in the store and further up the supply chain, since replenishment practices and
delivery schedules are heavily influenced by the number of items carried. Slow-moving SKUs
languish in warehouses and on the shelves, increasing the amount of inventory in the business,
with unfavourable implications for working capital.
Duplicative range hurts customer service in two important ways. First, additional items make
the store more difficult to shop, meaning it takes customers longer to find the items they
want. Second, taking facings away from fast-moving products leads to more out-of-stocks.
The implication in both cases is that additional items can actually reduce customer choice.
Once all these factors are taken into account, it is clear that the economics of adding SKUs are
very different for the retailer than for suppliers – one justification for charging suppliers a fee
for carrying a product in the first place. If a new product duplicates existing ones, it might be
very profitable for its manufacturer, but for the retailer it will probably add more to costs than
to sales revenue. Exhibit 3 shows a typical example in which adding to the SKU count merely
rearranges sales in the category, rather than growing them.
This is why SKU proliferation has been driven by suppliers rather than retailers. SKU rationalisation
attempts to redress the balance by eliminating redundancy and unnecessary cost. It represents
a temporary – but massive – strengthening of a retailer’s bargaining position.
Making an explicit link between the negotiations process and assortment decisions gives
suppliers the chance to offer better costs to avoid having their products de-listed. The size
of the opportunity for the retailer should not be underestimated: an aggressive round of
cost re-negotiation can produce profit gains that outweigh all the other benefits of SKU
rationalisation combined. Case Study 1 shows some examples of what can be achieved.

Exhibit 3: most new items rearrange sales without growing the category
HOUSEHOLD PRODUCTS
UNIT SALES PER WEEK (K)
400
350

This vendor’s launch of 15 new
SKUs grew the vendor’s share
but not the category

Removed

300
250

Added to
assortment

200
150

Stable items

100
50
0
10

20

30
WEEK

40

50
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4. Recognise and address the organisational
challenges involved
SKU rationalisation requires commitment and active participation from the buying team. It’s
important to acknowledge the challenge involved: removing 20 – 30% of an assortment that
may have been stable for years represents a drastic change, with significant associated risks.
Attempts to narrow the assortment in a heavy-handed, “top-down” fashion are therefore
likely to end up being ineffective, not to mention demoralising.
When cutting down the assortment, buyers and category managers face disincentives beyond
just hard work and disruption. The fact that their period-by-period targets are based on the
existing assortment is a significant obstacle that needs to be overcome. Senior management
must acknowledge that the buyers bear almost all the costs, while other parts of the business
reap many of the rewards of SKU rationalisation. For example, category managers may often
suffer a decline in sales, while store operations will realise many of the efficiency savings.
If targets are not adjusted accordingly, it’s not realistic to expect more than a half-hearted
response from the buying teams.
It’s also important to appreciate that you don’t know in advance how many brands or items you
should be looking to cut – because the buyers don’t know how substitutable different products
are. The “right” amount of SKU reduction will be the end result of thousands of independent
decisions: some categories might end up with a 30% reduction in SKU count, and others none
at all. This makes handing down across-the- board targets to the buyers a risky business.

CONCLUDING REMARKS
SKU rationalisation represents a huge opportunity for a retailer. As we’ve described in this
article, getting it right begins with understanding which products are important to customers:
eliminate even a handful of products with unique appeal, and the whole process risks being
a disaster. On the other hand, even some duplicative products may be worth keeping due to
their broader strategic role.
In addition, the true cost of complexity needs to be understood, and form the foundation of a
round of aggressive cost negotiations with suppliers. And finally, due consideration needs to
be given to the organisational challenges involved.
Successful SKU rationalisation takes smart analysis and hard bargaining, but it takes more
besides. A holistic, comprehensive approach will produce the best possible overall result:
higher profits, higher sales, more satisfied customers, a stronger long-term competitive
position, and an engaged and motivated buying department.
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case study 1

WHAT CAN BE ACHIEVED FROM SKU
RATIONALISATION AND COST NEGOTIATIONS
SKU rationalisation can enable a retailer to negotiate significantly lower
costs from its suppliers. These examples from US grocery illustrate the
size of the opportunity and some of the tactics that can be used.
In the yoghurt category, one of the leading brands made an initial offer
of cost reductions. The brand was a strong one – but when the retailer
carried out the financial analysis, it was clear that even the new terms
didn’t justify retaining most of the supplier’s SKUs. The two sides went
back to the negotiating table, and in the end the supplier reduced
cost by almost 18% to keep its products on the shelves. In contrast,
in the preserves category, two national brands were pitted against
one another. After they had submitted first-round cost proposals,
it was clear that one supplier would see its products de-listed,
leaving the other as the only national brand. One competitor offered a
6% reduction in net costs and won exclusivity in the category, while
the other’s products were removed.

Exhibit 4: EXAMPLE RESULTS OF
CATEGORY NEGOTIATION ON
COST OF GOODS SOLD
Category

Net COGS
reduction

Yoghurt

18%

Flour

15%

Cooking oil

7%

Preserves

6%

Salad dressing

6%

Cereal

5%

Batteries

4%

Cocoa

2%

Many other categories also yielded significant cost reductions,
see Exhibit 4.
If this sounds like a tough approach, it’s important to remember that
suppliers whose products are truly differentiated have nothing to fear.
They stand to gain from SKU rationalisation, since they will pick up
sales when other, duplicative products are removed. In the end, the
losers from this process will be those suppliers whose products don’t
cover the true cost of the shelf space they occupy.
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GETTING MORE FROM THE STORE

FROM “SET IT AND FORGET IT”
TO ACTIVE SPACE MANAGEMENT
Are your stores working as hard as they could? Retailers pay close attention to
most of the levers which can deliver better performance: pricing, promotions,
product variety, merchandising, staffing and inventory levels are all actively
managed on a weekly or daily basis. But when it comes to the single biggest
asset retailers have – their physical space – most are too passive. They put a
great deal of effort into determining space allocations when new stores are
laid out, and again every few years when major refurbishments or remodels
are planned. In between, however, it’s mostly “set it and forget it” – unless
there is a major crisis and the whole format gets torn apart and put back
together, often with no testing and poor results.
In today’s world, alternating between passivity and panic isn’t good enough. Retailers facing
existential threats need to manage their space as tightly as they manage their pricing, with
frequent small changes and a philosophy of curiosity and experimentation. Of course, changing
space takes more labour and capital, and poses greater risk to smooth store operations than
changing pricing or promotions. But it still needs to be managed actively, by making lots of
incremental changes, tracking the results and constantly learning.
Different sectors of retail face different space-related challenges, but for all of them getting a
grip on space productivity is critical. Consider:
•

Many category killers’ stores don’t contain a single growing category. They need to find
ways to free up space from “cash cow” categories to experiment with new categories.
These experiments usually don’t work, so category killers need to be able to try a lot of
them and learn from them quickly.

•

Grocers are looking to shrink large “superstore” formats down into neighbourhood-sized
stores without ruining the economics. Making the right trade-offs between category
breadth and depth, determining the right role (if any) of service counters and balancing
trip-driving and basket-building categories requires understanding space productivity
better than most grocers do today.

•

Clothing and soft goods retailers are seeing encouraging results from “stores-within-astore” and brand-focused marketplaces. How can they further compact the core store
offering to free up more space for innovative concepts?
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Getting good at active space management requires tackling three areas:
1. Eliminating item-level duplication (without hurting sales)
2. Rebalancing space allocation across categories (while maintaining adequate
choice everywhere)
3. Densifying product offerings (without creating serious operational difficulties for the stores)

1. Eliminating item-level duplication
Most retailers generate the bulk of their sales and profit from a relatively small number of
products, while carrying a long tail of SKUs each of which makes a very minor contribution in
financial terms. But the answer is not just to cut the slow movers. The challenge is to determine
which SKUs can safely be eliminated, and which provide customers with genuine choice. Some
of those low-selling products have high loyalty because they are important to the small number
of customers who buy them. The cost of removing such a product will be many times larger than
a simple analysis of its sales volume would suggest. But on the other hand, most SKUs are readily
substitutable for other items – and the sales impact of eliminating them will be even less than
might be expected, since customers will choose alternative products in the same categories.
Understanding which products customers see as substitutable isn’t easy – it depends upon
the overall structure of the assortment and on customers’ precise needs, so it’s not always
the intuitively obvious items. Some big brands in some categories inspire great loyalty, but
others don’t. The only way to know for sure is through analysis of basket or panel data at
customer level, aimed at generating the type of product switching matrix shown in Exhibit 1.
Of course, decisions about assortment rationalisation shouldn’t be based solely on how happy
customers are to choose different products. Some items bring other benefits to the retailer
itself – private label products, for example, or those that often feature in major promotion
campaigns. The previous article “Making The Right Choices: SKU Rationalisation in Retail”
discusses the issues involved in catalogue design in greater depth.
Exhibit 1: Switching matrix for Toothpaste product category
Some products are much more readily substitutable for others –
with strong implications for assortment decisions
Other brands
“Target”
brand

64

Clawback

Leading
Brand

Leading Brand

30%

Brand A

39%

54%

Premium Brand 1

46%

38%

Brand A

Premium
Brand 1

Premium
Brand 2

Brand B

52%

9%

11%

3%

9%

11%

3%

7%

2%

36%

Premium Brand 2

55%

36%

34%

6%

Brand B

57%

32%

34%

5%

7%

9%

Brand C

61%

35%

35%

6%

8%

2%

Economy
Brand 1

64%

39%

36%

8%

7%

2%

Own Label

69%

31%

36%

5%

11%

2%

Specialist Brand

70%

38%

34%

4%

8%

2%
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2. Rebalancing space allocation across categories
Choice matters more in some categories than others – in some cases, a lot more. Rebalancing
space from categories where choice is less important and towards categories where it is more
important is a relatively easy way of squeezing more productivity out of every square foot.
Simple inertia (sometimes combined with a retailer’s internal organisation structure) tends to
mean that category space allocations are reviewed too infrequently. Building a more appealing
proposition starts with identifying the categories in which broader choice is most valued by
customers – in other words, which categories are “choice elastic”. It’s important to note that in
financial terms, this means focusing on marginal rather than average space productivity: will
putting in an extra bay of Category A do more for you than adding an extra bay of Category B?
The starting point therefore makes a big difference, and the answer may be very different for
stores of different sizes, as Exhibit 2 illustrates.
Rebalancing store space can often be achieved without the need for refurbishment, since
in many cases the categories affected use the same fixtures, and may already be in close
proximity to one another. In one retailer, we found that within drinks there was a broad range
of SKUs in iced tea, despite the fact that the category was fairly choice inelastic – making
it a good candidate for cutting assortment in order to free up space. Conversely, red wine
showed high choice elasticity and was a candidate for increasing space. Identifying a
number of such “puts and takes” in adjacent departments can make it straightforward to
rebalance shelf space and increase sales.

Exhibit 2: Space productivity – an illustration
CASH PROFIT FROM CATEGORY
INDEX BASED ON BENCHMARK STORE
160

120

80
Category A is a better use of space
in the smallest stores, while medium-sized
and large stores would benefit from
devoting more space to Category B

40

Category A
Category B
Gain from adding
one bay to category

0
1

2
3
4
5
TOTAL NUMBER OF SHELF BAYS DEDICATED TO CATEGORY

6

Product categories exhibit differing profiles of diminishing returns as they are given more space – so the best mix of space
varies by store size.
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CASE STUDY 1

How one grocer packed more punch into
their stores
A major European grocer wanted to dedicate more space to categories identified as being
important to attracting customers to the store, and at the same time increase basket sizes
by introducing entirely new categories. Both of these require more space: by applying an
approach similar to that described here, the retailer was able to condense the rest of the
assortment to provide it.
First, the retailer strengthened its ranges by eliminating duplication, and adding new lines
which commanded real customer loyalty. A new ranging tool, which modeled the switchability
of demand across items, meant buyers could estimate the net sales gains from adding
or removing products. By allowing them to develop stronger planograms in an efficient,
scalable way, it produced space productivity gains of over 4% in the retailer’s mature stores.
Second, the retailer looked for opportunities to “squeeze” categories with lower productivity.
By comparing choice and space elasticity data across different areas of the store and taking
its long-term objectives for each category into consideration, the retailer found opportunities
to free up additional shelf space by removing entire bays of slow-selling products in
many categories.
Third, the retailer reviewed shelf stocking rules to identify and eliminate “spare” space in
each bay, comparing operating practices with rate of sale data, and understanding where
stores were and weren’t complying with the old guidelines. Removing unnecessary facings
across the whole store allowed the same assortment to be condensed into around 3% less
space, freeing up additional shelf bays for new categories.
The overall impact of these initiatives was strongly positive: the retailer was able to condense
a more powerful assortment into significantly less space, and achieve an improvement in
space productivity of over 10%, as shown in Exhibit 3.
Exhibit 3: Improving space productivity for a grocery retailer
SPACE PRODUCTIVITY GAIN
12%

8%

4%

0%
Eliminating duplication,
adding fast sellers

66

Squeezing
unproductive categories

Reviewing
stocking rules
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3. Densifying product offerings
Making the store look appealing is critical, but how much of each product does a retailer
actually need to display? In our experience, stores more commonly display too much than
too little, thereby compromising the breadth of choice they offer or using more space than
they need. Sometimes this is because of outdated merchandising practices; sometimes it
reflects poor compliance with head office guidelines. Reviewing operating practices almost
always uncovers unwelcome surprises – which translate into valuable opportunities.
Although display requirements vary widely across retail sectors, a common theme is that
store operating practices tend to have been set in relatively simplistic ways, which can mean
there are opportunities to get more sales from the same space. Ease of replenishment is
clearly a key consideration for a grocer, and displaying products in attractive ways is vital
for (most) clothing retailers. But in both cases, there are trade-offs to be made between
how much variety is offered to customers, how it is displayed, and how much space it uses.
In our experience, looking afresh at the economics, ergonomics and aesthetics of store
merchandising and operating practices often reveals significant opportunities to put more
genuine choice on display, and to generate additional sales.

Concluding remarks
No retailer would consider letting months go by without revisiting decisions about pricing,
promotions or product assortment. Operational considerations and costs make it impractical to
review space allocation as frequently as, say, pricing – but most retailers today need to up the
tempo with which they manage space and drive more out of every square foot of every store.
Careful, active space management opens up a range of options for generating sales: running
more in-store experiments with new concepts, introducing additional product categories,
adding new features or higher levels of customer service, or improving the look and layout of
the store to create a more appealing shopping experience. As ever, retailers who find ways to
get more from their space deliver better results, and are better placed to compete with both
their bricks-and-mortar and their online rivals.
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price guarantees

do they work, and
should you have one?
Price guarantees are an increasingly common feature of many retailers’ value
strategies – but do they work? In competitive markets, where discounters
and e-commerce players are a growing threat, it’s easy to see why established
players want to communicate a clear “value” message. But on the other hand,
guaranteeing to match competitors’ prices can be expensive, and can conflict
with the rest of the retailer’s brand positioning.
This short article describes three different ways that price guarantees can be used effectively:
1. To reinforce value leadership
2. To drive consideration and conversion of prospects into customers
3. To highlight the overall competitiveness of high-low value strategies

Reinforcing value leadership
An across-the-board, no-questions-asked price guarantee can hammer home the value
message: “no-one beats us on price – ever.” It can also help maintain price leadership in
an operationally efficient way. Since it’s almost impossible to keep track of all of the price
changes, promotions, and special deals at all major competitors on a day-to-day basis,
a price guarantee can help by getting customers to do some of the work.
Taking such an aggressive, proactive stance on price can reinforce the credibility of retailers
who genuinely are the cheapest in the market, as well as being a clear statement of intent to
competitors that discourages aggressive pricing tactics. For anyone else, both the cost and the
danger of highlighting an underlying price disadvantage may be too high. The implication is
that only companies with a very low-cost, value-focused business model can successfully run
this type of price guarantee – and this tends to mean discounters, online and EDLP players.
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Driving consideration and conversion
In retail sectors where many customers research products and prices before purchasing,
price guarantees can act as a consideration and conversion driver – here, the message is “if
we’re not the cheapest, we’ll match whoever is”. This type of price guarantee is designed
to reduce the importance of price in determining which retailer a customer considers for a
purchase so that other advantages like convenience, assortment and ability to interact with
the physical products have more weight. It is also designed to help convert “showrooming”
customers into sales.
This type of price guarantee is especially valuable to category killers. In many sectors the
threat from e-commerce means that offering the lowest price in the market is what it takes to
win the sale. But matching every price to competitors who are more concerned with building
long-term category share than earning gross margin today is a recipe for a value-destroying
price war. A strategy of slightly higher-than-market prices reinforced by a price guarantee
is the best way of maintaining consideration and conversion rates while holding category
margins at sustainable levels. At the same time, it can usefully extract additional consumer
surplus from less price sensitive consumers.
Of course, this approach carries risks. Structurally higher-than-market prices can undermine
your position as a destination of choice even with a guarantee in place, as the “researchers”
may stop considering you if you’re always more expensive – and setting up the price guarantee
will encourage people to look more closely at your prices. By implication, then, your base
prices need to start within touching distance of the market and you need to have clear
advantages in other parts of the customer proposition.
Exhibit 1: BECAUSE A HI-LO RETAILER SELLS A DISPROPORTIONATE NUMBER OF
PROMOTED ITEMS, ON FULL BASKETS IT MAY ACTUALLY ACHIEVE PRICE PARITY WITH
“CHEAPER” COMPETITORS
A
A
A
A
A

Promoted
product

Non-promoted
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B
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-5

0

D

+5

F

G

+10

+15

+20

MORE EXPENSIVE THAN COMPETITOR

Based on an item-to-item comparison, this retailer is almost 2% more expensive than its competitor – but the effect of promotions
means it is at parity on the average basket.
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Communicating overall competitiveness
Many large basket businesses such as grocers and mass merchants have Hi-Lo strategies
that offer good value overall, but have poor shelf prices compared to EDLP competitors.
The message is essentially: “we’re not the cheapest on every item, but overall, we offer as
good value as anyone.” For such retailers, price guarantees at the basket rather than product
level can be effective in building perception and communicating overall value. In normal
circumstances, our experience suggests that a pound given away through everyday shelf price
drives long-term value perception twice as strongly as one given through a promotion – but
a price guarantee comparing the overall cost of the basket against the same basket at a
competitor’s store helps communicate the real value of the promotions investment.
Interestingly this type of comparison also confers a bonus on Hi-Lo operators because their
customers’ purchasing is shifted into the items that they are promoting rather than the ones
that competitors are promoting. On these items the price comparison is more favourable, and
across the basket this effect improves the apparent price comparison by a few percentage
points, as Exhibit 1 shows. In such circumstances, a basket guarantee can make a lot of sense
from the point of view of managing price perception: whether it justifies the operational
complexity involved is likely to be heavily dependent on the flexibility of the retailer’s systems.

Concluding remarks
Price guarantees can be valuable in many retail sectors, particularly given the greater price
transparency that e-commerce has brought. But they don’t make sense in all cases, and
can end up generating significant costs without producing significant increases in sales.
They can be a good way of extracting value in a complex, multi-channel world – but they’re
most affordable and sustainable when their credibility derives from a value strategy that’s
competitive to begin with. The danger in other cases is that they end up being expensive
enough to undermine other aspects of the proposition, or that they actually hurt price
perception by drawing attention to a weakness.

Copyright © 2013 Oliver Wyman71

Logistics

Delivery logistics for
european e-commerce

The e-commerce industry in Western Europe is growing rapidly (e.g., revenue
growth of 10–15% per year) with overall online sales penetration poised
to increase by double-digits over the near term. And as internet-driven businessto-consumer (B2C) package flows expand at nearly the same rate, so too does
the opportunity for providers of delivery logistics to grow their businesses –
although they will find the e-commerce market radically different from other
markets they serve.
The European e-commerce market is at a turbulent stage, with various players competing for
market and mind share:
•

The giant e-commerce companies that own their inventory (e.g., Amazon, Asos, Zalando)
are driving consumer shopping innovations and further developing fulfillment capabilities.
They even capture initial product-related search traffic at their sites.

•

Bricks-and-mortar retailers (e.g., PPR, H&M, Marks & Spencers) are aggressively adding
e-commerce channels and searching for optimal solutions to leverage their existing
offline distribution networks.

•

Online marketplaces (e.g., Ebay, Overstock) are ever innovating the front end, but are
struggling to keep consumer attention, as they lack influence over back-end logistics.

For all companies operating in the e-commerce space, however, offering the most convenient
possible shopping experience is a critical component of the value proposition – putting pressure
in turn on third-party logistics providers (3PLs) that provide delivery and return services.
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Exhibit 1: FORECAST FOR EUROPEAN ONLINE RETAIl
CAGR
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Source: Forrester Research Online Retail Forecast 2013, Oliver Wyman analysis.

THE CHANGING PARADIGM OF CONSUMER BEHAVIOuR
Consumer expectations regarding delivery services have risen as remote-shopping habits have
evolved from a careful buying process that accepted some degree of inconvenience and long
delivery times to transactions that are increasingly driven by spur-of the-moment shopping
decisions and total customer convenience. The consumer shopping paradigm has shifted:
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•

From primarily offline and telesales channels (store/phone/catalogue) to increasingly
frequent multi-device and online channels: 11% of shoppers in Europe are multi-device
buyers; 57% buy using two or more channels (hence the rise of mobile online sales)
(Exhibit 2)

•

From acceptance of long delivery wait times to expectations that delivery will be as fast
as possible, preferably same-day and preferably at no additional cost (hence the rise of
same-day offers)

•

From inflexible delivery points and uncertain delivery times to consumers wanting the
flexibility to get deliveries at the time and location of their choice (hence the rise of timewindows for delivery services, flexible additional delivery attempts, and multiple options
for delivery points)

•

From policies designed to discourage returns through difficult logistics to the need
to minimise returns (e.g., through better product descriptions and online customer
reviews); and on the logistics side, making returns as painless as possible (preferably
free, with in-store or pickup return options), as an easy return process influences online
buying decisions heavily for non-commodity sectors (e.g., fashion)
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Exhibit 2: TOUCH POINT SOPHISTICATION IN EUROPE
PERCENTAGE OF CUSTOMERS, 2012
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Source: European Technographics Online Benchmark Survey 2012, Oliver Wyman analysis.

Meeting these sharpened expectations is one way that e-commerce players can differentiate
themselves from their competitors and trigger repeat purchases, increase the value of goods
and the average basket size, and reduce return rates. “Beacon” companies, such as Amazon
and Asos, drive consumer expectations around delivery service, by constantly improving
their offer: Amazon and Asos set service-level benchmarks, consumer expectations quickly
adapt, and other e-commerce players must keep up or lose the race.

COMMODITIsATION OF STANDARD DELIVERY SERVICES
Standard delivery services, such as next-day home delivery, are increasingly becoming
commoditised. Customers are starting to take convenient delivery for granted: from their point
of view, delivery is a fixed component of the purchase, not an extra service. To compensate,
e-commerce giants are developing sophisticated purchasing organisations and aggregating
increasing volumes of parcels through third-party fulfillment businesses they own, thus
increasing their bargaining power with delivery logistics providers.
Pricing of delivery into the product (rather than as a separate line item) and the growth of
flat-rate subscription models (such as Amazon Prime) – both powerful retention tools – are
exacerbating the need to lower delivery costs. As a result, 3PLs are seeing more volume
fluctuation when e-commerce players shift volumes between 3PLs. Prices for next-day
delivery in Germany are hovering around two euros per parcel, and are only slightly higher in
the UK and France.
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FOCUS ON THE DELIVERY EXPERIENCE
In their quest for differentiation, e-commerce players are considering selectively moving
into logistics to offer improved delivery and return experiences that “plain vanilla” 3PLs
cannot offer (since these 3PLs serve the whole market). Amazon, for example, is no longer
happy with the later outbound cut-off times, compared to other e-commerce players. It may
consider moving into same-day logistics (e.g., in Germany) if no logistics partner steps up to
offer the service.
At the same time, multi-channel businesses (i.e., bricks-and-mortar retailers with online
channels) are experimenting with in-store pick-up and return solutions (partially counter,
partially locker-based, with 24/7 access in urban downtowns). Well placed and priced –
as multi-channel players can save significantly on logistics costs – these solutions have the
potential to capture some of the market share vanishing from standard delivery networks.

STEPPING UP TO E-COMMERCE LOGISTICS CHALLENGES
E-commerce business models are still developing at a fast pace. The difference versus five
years ago, however, is that e-commerce players today are much larger, their bargaining
power is greater, and internet-savvy consumers are both buying more frequently (Exhibit 3)
and more willing to try out new offers (which has allowed players like Zalando to quickly gain
significant market share as a category killer, by swamping the market through marketing
spend). Deliveries and returns for urban and suburban areas for the fashion segment in
Germany alone will account for more than 80 million parcels in 2013.
In this dynamic environment, delivery logistics has become a tool for standing out from the
crowd. Logistics providers thus not only need to react quickly, but to implement new business
design elements:
•

Cost focus will remain relevant: to capture volume from large e-commerce players (so as
to fill the networks with base volume), 3PLs need to offer low-priced service – which only
works where network assets are well planned and utilised.

•

Innovation will be important: 3PLs will need to become better and faster at innovating,
whether this involves developing mobile apps to track and trace parcels or tools to
enhance customer convenience.

•

Multiple location touch points will be necessary to stay competitive:
−− To the door options (standard)
−− Locker options
−− 24/7 retail shop access, serving both urban core (e.g., travel agencies, coffee shops)
and suburbs (e.g., petrol stations)
−− Workplace access (mailrooms at large firms, where parcels can be delivered
to employees)
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Exhibit 3: CHANGE IN ONLINE BUYING FREQUENCY IN GERMANY, 2006–2012
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Source: Allensbacher Computer- und Technik-Analyse 2012, Oliver Wyman analysis.

Another option for 3PLs, as intermediaries between e-commerce players and consumers,
is to get more value out of customer touch points, a hitherto largely ignored but potentially
valuable asset. Gathering data on how customers use touch points could provide insights into
behaviour patterns and preferences that delivery logistics providers could use both to improve
their own services and to increase their value as partners to leading-edge e-commerce players.
These solutions hold true not just for 3PLs but also for European postal services, which
are facing declining letter volumes. The challenge for postal services will be to move away
from their traditional, bureaucratic “letter culture,” to focus on innovation and seamless
integration of customer touch points.
Delivery logistics providers who succeed in serving the e-commerce market will be locking in to
a long-term growth engine: While B2B parcel growth is projected to remain weak (and declining
in some markets), B2C flows are expected to continue expanding over the foreseeable future.

INNOVATION FOCUS CASE EXAMPLE: SAME‑DAY DELIVERY
Ever faster delivery is a key e-commerce market trend: D+1 is already quasi-standard for
most of Germany and the UK and D+2 for France. The next step for Europe will be same-day
delivery service. Same-day is expected to become a widely available option in urban areas of
Western Europe within the next five years; indeed, implementation has already begun:
•

Shutl and Tiramizoo are back-end services that match an e-commerce order with a courier
service for delivery within 90 minutes. They are currently available in the UK and Germany
and expanding into the US and other countries. While these services are great examples
of bundling single-courier service to become a meaningful market player for same-day
delivery in urban areas, they are not all that scalable for lower-cost delivery options.
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•

DHL is experimenting with same-day delivery from the warehouse, e.g., in the Cologne
area, Germany, together with Gourmondo, an online food retailer.

•

After setting up regional fulfillment centres, Amazon is expected to further expand
its same-day services, by building on already existing evening delivery services. In
Germany, for example, Amazon is expected to expand into a differentiating same-day
service within the next 12 months.

The same-day trend favours e-commerce players with a net of distribution centres located
close to urban areas. Multi-channel bricks-and-mortar businesses may be particularly well
positioned, as they sometimes have decentralised warehouses. E-commerce category killers
like Zalando are more vulnerable and will have to move from central to regional warehousing
to realise the operational foundations of same-day delivery. We expect possible leapfrogging
by multi-channel players into same-day service within the next 12 months.

GROWING WITH A GROWING MARKET
The dynamics described above must be considered only a starting point. No delivery logistics
provider who wants to serve the e-commerce market can afford to stand still; nor can
e-commerce players themselves. Flexibility, keen attention to market trends, and a business
culture that embraces change are now critical components of success. B2C flows are
becoming more seasonal and more volatile. Consumer shopping habits and expectations
will continue to evolve. And, e-commerce players will continue to innovate in their search for
an “edge,” putting pressure on their third-party suppliers to keep up. Only through nimble,
operationally excellent, and innovative business designs can delivery services providers
break the commoditisation cycle, increase their bargaining power, and share in the benefits
of an expanding e-commerce culture.
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Amazon and Asos set
service-level benchmarks,
consumer expectations
quickly adapt, and other
e-commerce players must
keep up or lose the race.
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sustainability in Retail
an interview with Jürg Peritz
Jürg Peritz joined Coop Switzerland in 1990. He served as a member
of the Executive Committee and, in addition, held the positions of Chief
Marketing and Chief Purchasing Officer from 2004 until his retirement in
2012. In 2008, Mr. Peritz was named Vice Chairman of the Coop Executive
Committee. During his time at the company, he was a strong advocate for
sustainability. Today, Coop is recognised as a global sustainability leader
among retailers and has won several international awards for its efforts.
Most recently, Coop was awarded the Ethical Corporation’s Responsible
Business Award for “Authentic Communications” (2011). The company was
also named top retailer worldwide for sustainability by oekom research
(2011) and chosen for inclusion in the Sustainia100 (2012), a list of the 100
most innovative, sustainable solutions from around the globe.

Mr. Peritz, why do you believe that sustainability can be an effective strategy for
growth in retail?
Growth basically comes from two sources: addressing a large and growing customer demand,
and differentiating vis-à-vis the competition on dimensions which matter to the customer.
In many ways, driving growth is no more complicated than that. However, growth is not an
end unto itself – it must also be profitable. And profitable growth will not happen by doing
what everyone else is doing, or pursuing a strategy that anyone can copy. Freshness, choice,
availability, supply chain management, store design and price are all critically important
in retail, but at the same time “basics”. They are things which every company must deliver
on, and where continuous improvement is crucial. Everyone is working hard to get things
right here, and every year everyone gets better. But will it really yield differentiation? Every
retailer must therefore ask itself two simple but very important questions: “What can we offer
customers which others cannot copy?” and “how do we make our company unique in the eyes
of these customers?” Achieving real sustainability provides good answers to both questions,
and offers the prospect not only of profitable, but also defensible growth over the long term.

Freshness, Price, Choice as basics! It almost sounds as if you’re saying that these are
no longer important.
No, of course not. Getting the basics right is essential in any industry. E
 fficiency is important,
processes can always be improved, and maintaining price competitiveness is critical. But
traditional recipes for generating growth in our industry have in many ways “had their day”.
We are also now facing new realities. The era of space growth and expansion is coming
to a n end. So is the time of wasteful exploitation of resources – resources that we cannot
replace. We cannot expect the strategies of the past to help us with the challenges of the
future. Retail needs a new paradigm. Our future will increasingly be characterised by global
resource shortages, dramatically changing customer expectations, and skyrocketing energy
costs. Quite frankly, the future is already here – we must deal with it.
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Why is sustainability such a good answer?
Because there is no alternative. We are facing huge challenges – continued global population
growth, steadily increasing calorie consumption in the developing world, a shift to more
processed products, to name just a few. These and other realities will all have major ecological
and social impacts. The agricultural industry is an excellent example. The ecological footprint
of today’s industrialised food production is far too large, and almost totally dependent on oil
and chemical derivatives. The negative implications for our planet a re massive. If we want to
continue to generate continued economic growth, as well as maintain biodiversity, all while
protecting our water resources and fertile soils, we need a fundamental re-think. And for
retailers, that means changing our approach and attitudes toward farming, fishing and forestry.

Fair enough. But is sustainability really something that customers care about?
Environmental problems and food scandals are already prominently featured in the
media – and the internet is making people even more aware. The fact is that our customers have
never been better informed. Social media is creating transparency not only around the issues,
but also the companies who are found wanting – this creates risks for some, and opportunities
for others. Sustainability is a theme which already resonates strongly with our customers – and
will continue to grow in importance. Consumers care today, and will care even more tomorrow.
The chance for retailers to differentiate themselves and their brand is enormous. A credible,
sustainable offer represents a great opportunity to build trust and drive long-term profitable
growth. By the way, the fact that resource costs have continued to rise has already led to
new technologies that can help realise substantial cost savings – and which are sustainable.
Bottom line: sustainability is not just about achieving ecological and social benefits, but also
very much about addressing a real customer need, and creating lasting economic advantage.

But don’t most retailers label themselves as sustainable already?
There is a big difference between changing the message and actually changing the DNA of
an organisation. There are two big challenges here: First, retail is a business with a laser-like
focus on the short term. Year-on-year revenue changes, monthly market share updates, and
constant, daily attention to how we are doing against the competition – these are the tools
we use to manage and drive performance for the current year. Very few retailers succeed in
defining and achieving a long-term vision, because the tools needed are very different, and the
benefits felt only in the long-term. The tendency therefore is to address today’s opportunities
and challenges – 2020 ends up taking a back seat. Second, achieving sustainability is not
easy. It requires embracing complexity – at times tremendous complexity. Retailers cannot
fall back on what they know, because most of the challenges are new. When it comes to
sustainability, even things which seem simple – l ike getting the right information to make
the right decisions – can present huge challenges. Where do we find information on our
ecological footprint? What do we need in order to start measuring it? How can we establish
even a rough view of the ecological and social impact of our supply chain? How can we
create sustainability scorecards if we are not sure what the KPIs should be? The challenge is
immense, and there is still much to do.

82

Copyright © 2013 Oliver Wyman

Sustainability and Risk

How can companies overcome these challenges?
Leadership at the highest level is crucial. Leaders need to anticipate what the world will look
like in a decade, and start addressing now the challenges they will be facing then. At the
end of the day, that is what they are paid to do. It is their “call” – will they choose business as
usual, or have the courage to transform the business into a more sustainable one? Honesty,
transparency, competence and discipline are all important elements of the mix. The people
who run companies have a duty not only to shareholders and employees, b
 ut also to future
generations. Leaders must take responsibility, not just when in office, but far beyond – even
beyond their own time here on Earth. Like it or not, we must prepare ourselves for very
different times. By 2050, we will have to find a way to support some 9 billion people on the
basis of the finite and depleting resources of our planet. Business as usual is no solution; the
clock is ticking.

There is much said about the importance for sustainability of g reen and fair-trade
products. Aren’t they really “niche” products? How important can they ever really
become for a retailer?
I guarantee you that these products can not only be successful, but also enjoy very broad
appeal – as long as they meet three important criteria: first, they need to address lifestyle
and customer needs. Second, they need to b
 e competitive with conventional products.
Third, the fact that these products are sustainable must matter to the customer – and
retailers need to be able to communicate effectively why it should matter. Sustainable and
fair-trade products can and do meet these three important criteria. With the know-how
which exists today, we can develop truly wonderful, modern products which really provide
value to the customer – and to our planet.

During your many years at Coop Switzerland, you were responsible f or Sustainability.
In 2011, Coop was named the “World’s Most Sustainable Retailer”. What made this possible?
Coop’s leadership recognised the importance of protecting our environment early on. In the
1970s, protecting our environment became a part of our business philosophy. Organic farming
was identified as an alternative to c onventional farming at the time, and an opportunity
for the company. In the early 90s, we were the first big retailer to launch own-label organic
products – we called them Naturaplan and Naturaline. They are still with us, and we c ontinue
to develop them. As the pioneer in the Swiss market, we had a platform from which we could
develop a very unique product offer early on – and therefore were ready when customer
demand really took off. For example – in 1998 we had 300 products in our range generating
less than CHF 200m turnover. Today Coop has over 1600 organic products, and generates with
these some CHF 900m in revenues. Sustainability has for us developed into a true driver of
growth, and become a decisive factor for our customers in choosing where they wish to shop.
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SUSTAINABILITY – BEYOND
GOOD INTENTIONS

Most retailers talk
about sustainability
– but few really act
More and more retailers are issuing sustainability reports, selling organic o
 r fair
trade products, and launching some type of “sustainability initiative”. “Making
our business more sustainable is one of our top priorities” has b
 ecome a
standard element of just about every CEO interview or letter to the shareholders.
But there is still a huge gap between ambition and reality. In fact, when we talk to
retailers about how the drive for more sustainability has affected their businesses
day to day, most tell us little has changed. A recent Oliver Wyman study suggests
that, while sustainability now routinely figures in evaluating investment
decisions and corporate projects, it has h
 ad little effect on the key commercial
activities of the business – buying, store operations, or supply chain decisions.
Despite this disparity between ambition and reality, retailers do agree that sustainability
matters. Our study reveals broad retailer consensus that they will almost certainly face
potentially wrenching supply cost and availability problems in the coming decades, and
likely be confronted with very different patterns of demand as customer priorities and
regulations change. The study also suggests that those who seize the opportunity to build
a more sustainable operating model early can drive growth and gain market share.

Plenty of Concern, but not much Happening
“Sustainability” has been on most retailers’ agenda for some time. Our r esearch indicates
that some 90% of the top 50 global grocery retailers market their own organic product ranges
and 68% publish a sustainability report¹ (Exhibit 1). In their annual reports, 82% of retail
CEOs cite sustainability as a key priority. And more than one in three have opened “green”
pilot stores. While these developments are encouraging, the reality behind these flagship
initiatives continues to be largely “unsustainable”. In most cases, sustainable product lines
account for only a few percent of sales revenue, and, with new product development and
space decisions still dominated by other priorities, this is not changing fast.
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Although retailers’ advertising campaigns are
increasingly built around “green” messages and
products, their in-store price promotions largely
ignore them – and these account for a very significant
proportion o
 f sales. As far as store estates are concerned,
the vast majority of new stores have little to do with their
“green” concept stores; as a result, over 99% of all stores
are still “traditional”, “non-green” formats.

Why sustainability is
not “sticking”
Retail is characterised by low margins, pressing day-today challenges, and an ever more globalised and complex
supply chain – so it is not surprising that really achieving,
rather than merely talking about, sustainability has taken
a back seat. Most retailers focus on the urgent, and
sustainability for many is not urgent enough. But even
deeply committed retailers often struggle to generate real
impact. In our experience, two f actors are at work here:
Failure to drive sustainability into daily decisionmaking. In many, and perhaps even most retailers,
decision-making is devolved across hundreds of
buyers, category managers, procurement managers,
store associates, logistics specialists, and ordering
managers. 42% of the top 50 global grocery retailers
have established a sustainability function, and 1
 4% now
have a Chief Sustainability Officer. But only 10% of these
companies a ctually measure and incentivise p
 ersonal
performance against sustainability KPIs¹. In this context,
it’s not surprising that sustainability often remains
limited to a few corporate flagship initiatives, and rarely
filters down into such d
 ecisions as what products to
carry, or what to promote next month. If sustainability
is not an important factor alongside sales, volumes and
margins, decision makers will tend to ignore it.
You can’t manage what you don’t measure.
 odel sustainable relies on
Making the core business m
understanding the financial impact of sustainability
initiatives. But only 16% of the top 50 grocers evaluate
in any detail how their efforts to achieve sustainability
translate into financial outcomes¹.

Exhibit 1: Share of top 50
worldwide grocers
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This is a key problem; it is hard to define realistic targets, shape decision-making and m
 easure
progress without understanding and measuring cause and effect. KPIs are crucial here. But
identifying and generating the right KPIs is hard. Often there is a simple lack of data. And even
when the data exists, disentangling the link, for example, between improving a company’s
ecological footprint and its economics is far from straightforward. Nonetheless, leaders in
sustainability have shown that i t is not only possible to find ways to measure the impact of
their efforts, b
 ut also to use this knowledge to achieve their ambitions.

Making sustainability happen
Given how devolved decision-making is in a typical retailer, making s ustainability a reality
means getting “into the bloodstream” of the whole organisation, p
 articularly the decision
makers in trading and operations. Our work with clients points to five important success factors:
1. A clear strategic intent, underpinned by continuous and unambiguous t op level support
regularly reinforced over multiple years. Achieving this means acknowledging the organisational
and cultural challenges involved in targeting longer-term and more holistic objectives – while
not losing focus on short term sales, cost and margins.
2. More transparency over the ecological and social footprint of products and operations.
Measuring this is very difficult (especially on the product side where most of the resource usage
happens upstream), but not impossible, a lthough it requires going beyond what has been
done over the last few decades. To date, most retailers have focused on availability, cost and
time-to-market in their attempts to better understand upstream supply chains. In the future,
supply chain management and supply chain collaboration will need to put as much, if not
more, emphasis on resource usage, renewable resources and social standards.
3. Translation of the overall sustainability strategy into quantified, operationalised
objectives for functions and individuals, in both the s hort- and long-term. For sustainability
to become a reality, decision makers need to see it on par in importance with financial
performance – not just a “nice to have”. This requires setting specific targets.
4. The introduction of sustainability into daily decision making in a d
 ispassionate,
transparent and quantitative way. To become really e ffective, this needs to be based on
a detailed understanding of how, when, and by whom d
 ecisions are being made, as well
as how to influence and change them. Just throwing more data at buyers, category and
operations managers is not enough.
5. Detailed and quantified measurement of the impact delivered against the targets
set. As described earlier, ongoing measurement using KPIs is a vital part of embedding
sustainability into the organisation: without it, it is very d
 ifficult indeed to know how
successful the strategy has been, o
 r to ensure that sustainability remains top of mind for
those making d
 ay-to-day decisions.
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Is it all worth it?
Building a sustainable retail business model is not easy, it costs money and is not without risk.
The argument for becoming sustainable is fundamentally underpinned by a need: coping in a
world of finite resources and increasingly stark trade-offs. The business case for sustainability
is fundamentally a long-term one, driven by the need to address emerging but anticipatable
realities – ones that only become obvious in the long term. But sustainability also offers
tangible opportunities to drive growth and market success and t o reduce costs today.
Coop Switzerland’s leadership in pushing a more sustainable product p
 roposition has
generated substantial growth; sales of Coop own-label sustainability brands and quality
labels is now C
 HF 2bn – more than 18% of food revenues². Coop’s market share in
Organic products exceeds its structural market share by more than 100%2. In the UK,
Marks & Spencer’s “Plan A” has generated net benefits of more than £100m, mostly
through improved resource efficiency including reduced packaging, reduced landfill
waste, transport improvements and improved energy effciency³. Both companies have
won awards for their sustainability initiatives, and are regularly labeled “sustainability
leaders”. These and other pioneers have shown that there can be a path to profitability in
sustainability. For companies who heed the lessons of those who have succeeded, as well
as those who have not, doing the “right thing” could also mean doing the “smart thing”.
Sources
1

Oliver Wyman research of the top 50 grocery retailers globally. Ranking based on retail sales 2009/10,
including supermarkets, hypermarkets, convenience/forecourt and discount stores (with substantial
grocery), not including Cash & Carry/wholesalers

2

Coop sustainability report 2012 http://www.coop.ch/pb/site/common/node/71067544/Len/index.html

3

M&S Plan A Report 2012 http://corporate.marksandspencer.com/documents/publications/2012/plan_a_
report_2012.pdf

4

Institute of Mechanical Engineers Global Food: Waste Not, Want Not http://www.imeche.org/knowledge/
themes/environment/global-food

THE MACRO CASE FOR SUSTAINABILITY
An explosive global food demand growth will meet an already stretched supply in the next decades.
Global demand for agricultural production is projected to grow by 70% by mid-century.
The global average per capita calorific intake is projected to grow by about 40% during the
next four decades as the global population moves towards 9.5 billion4.
At the same time global food production already utilises about 50% of the viable land surface
available, while the global agricultural sector already consumes about 70% of the fresh water
abstraction for human use, and fertiliser manufacturing already consumes about 3–5% of the
world’s annual natural gas supply⁴.
The emerging supply–demand imbalance has the potential to erode the profit of the entire
food value chain by 2050. (“Unless we change direction, models show that the profit of the
entire consumer goods sector could be wiped out by 2050.” – Paul Polman, CEO, Unilever.)
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SUPPLY CHAIN AND REPUTATIONAL RISK

BANGLADESH FACTORY
COLLAPSE: LESSONS IN RISK
FOR THE RETAIL INDUSTRY
On April 24, 2013, the Rana Plaza building in Savar, Bangladesh collapsed,
killing more than 1,100 people – mostly garment workers. This and other
recent tragedies in Bangladesh and elsewhere highlight the serious risks
that labour conditions can pose not only to workers, but to organisations’
reputations, supply chains, and bottom lines. The collapse also served as a
reminder of the low wages earned by factory workers in many parts of the
textile industry. For some of the world’s largest suppliers and retailers, the
Rana Plaza incident brought widespread negative attention regarding their
sourcing of textile goods.
Organisations sourcing textiles from this region have made concerted efforts – often as a
result of stakeholder pressure – to better understand and improve the practices of companies
within their supply chains. The Rana Plaza incident clearly reinforces that labour-related
globalisation risks require strong management, greater visibility, increased vigilance, and
continuous improvement. Retailers and their suppliers should seize this event as a catalyst
to more fully identify and understand their risk exposures, reform and strengthen workforce
safety practices, and improve supply chain and reputational risk resiliency. Doing so will help
ensure continuity of operations at critical supplier sites and along the entire supply chain,
while at the same time better protecting workers.

BANGLADESHI Labour AND THE GLOBAL TEXTILE ECONOMY
LOW COST
Bangladesh is an important location for the global textile trade. It is a top-five exporter
of textile goods and a key link in the supply chain for many retailers. For more than two
decades, this South Asian country has benefited economically by tapping into Western
demand for apparel. Its textile exports totaled more than $20 billion in 2012, according
to the World Trade Organisation (WTO), and make up approximately 80% of Bangladeshi
annual exports. The country’s garment industry has given social mobility opportunities to
many people, especially women, through steady, though low-wage, employment.
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Bangladesh’s low-cost production capability makes it one of the most attractive global markets
from which to source primary retail goods for demanding consumers. Textiles/apparel is a
capital-intensive and price-sensitive industry. Raw materials – for example, cotton – currently
account for 50–60% of total production costs. Labour costs in the supply chain amount to
30–40% of total production costs, a figure that is rising in markets like China, where wages
have increased approximately 20% each year.
With one of the world’s lowest minimum hourly wages (see Exhibit 1), the outsourcing to
Bangladesh of garment production is affordable and attractive to companies facing tight
margins and heavy competition. These low wages help maintain low prices for consumers
and stable, profitable margins for producers and retailers.
However, retailers that outsource to third-party manufacturers in low-wage countries face
significant short- and long-term reputational risk, and may encounter stakeholders demanding
that they only source to manufacturers that have improved, safe working conditions and fair,
equitable wages. Retailers that do not manage these risks and meet expectations may be
forced to relocate production, or may lose customers. The implications for operating margins
and competitiveness are significant.

Labour CONDITIONS
In addition to being the home of the world’s lowest minimum wage, Bangladesh is known for
its poor working conditions and workplace accidents. Unfortunately, these have persisted
even after significant actions in the last 20 years. Bangladesh ranked as the world’s eighthworst country for industrial working conditions in 2012 (Exhibit 2).
Exhibit 1: HIGHEST AND LOWEST MINIMUM WAGE COUNTRIES
COUNTRY

MINIMUM HOURLY WAGE (US$)

Australia

$16.91

France

$12.68

Great Britain

$9.66

United States

$7.25

China (Beijing)

$2.24

Vietnam

$0.27–0.39

Pakistan

$0.29

Cambodia

$0.25

Bangladesh

$0.23

Blue highlight indicates risks involved in the Rana Plaza tragedy.
Source: Excellence in Risk Management, 2013, Marsh and RIMS
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Exhibit 2: MAPLECROFT’S WORKING CONDITIONS INDEX
AFGHANISTAN
IRAQ
SYRIA

NORTH KOREA
HAITI

Extreme Risk
(0–2.5)
High Risk
(>2.5–5)
Medium Risk
(>5 –7.5)

SOMALIA
ERITREA

Low Risk
(>7.5–10)

DR CONGO
BANGLADESH
MYANMAR

No Data

RANK

COUNTRY

CATEGORY

RANK

COUNTRY

CATEGORY

=1

Eritrea

Extreme

6

Afghanistan

Extreme

=1

Myanmar

Extreme

7

DR Congo

Extreme

=1

North Korea

Extreme

8

Bangladesh

Extreme

=1

Somalia

Extreme

9

Iraq

Extreme

=1

Syria

Extreme

10

Haiti

Extreme

Maplecroft’s “Working Conditions Index” tracks over time violations of working hours, minimum wage, health and safety, and
labour protections. It is part of the Maplecroft Human Rights Risk Atlas 2013 (www.maplecroft.com), which publishes annually
30 human rights risk indices and trend analysis across human security, labour standards, civil and political rights, and access
to remedy. Professor Alyson Warhurst, CEO of Maplecroft, notes: “While Bangladesh has become the epitome of what’s wrong
with Asia’s factories, this tragedy could as easily have happened in Myanmar, Pakistan, China, Indonesia, or India, which are even
riskier for brands with supply chains in those economies.”
Source: Maplecroft

Although the scale of the Rana Plaza collapse highlights current dangerous labour conditions in
the textile industry, issues of labour and human rights in Bangladesh stretch back over decades.
The extent of the Rana Plaza tragedy was magnified by previously observed deficiencies, including
the discovery of cracks in the building, which had led many tenants to immediately close shop to
protect their employees. The garment factories located in the building, however, stayed open.
Two other recent events show how labour conditions in Bangladesh, despite years of
government and international corporations’ efforts, still leave much room for improvement.
•

Investigations following a November 2012 fire at the Tazreen Fashion factory in Dhaka
showed that a major retailer was aware of safety deficiencies, but did not implement
reforms or invest the required capital to improve fire safety.

•

In April 2012, Aminul Islam, a labour activist in Bangladesh, was murdered. According to
media reports, labour organisation and activity grew following his death.

In the wake of the Rana Plaza tragedy, the Bangladeshi government guaranteed labour
rights. The rise in organised labour in Bangladesh places upward pressure on wages, and
thus costs, and adds to the pressure for organisations to invest in higher quality workplaces.
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International Regulations and Standards
A number of international standards, protocols, and regulations have been established by
governments and non-governmental organisations (NGOs) – including the International
Labour Organisation (ILO), labour unions, and other activist groups – in an attempt to improve
working conditions in Bangladesh and elsewhere. Overall, these measures seek to establish
a culture of awareness and oversight when it comes to garment manufacturing workplace
conditions. Retailers should be mindful of these standards when selecting and vetting suppliers.
Furthermore, in the aftermath of Rana Plaza, many NGOs have advocated for new standards.
In Europe, this has led to an agreement whereby retailers pledged $60 million over five years to
conduct more rigorous safety inspections, become more transparent in disclosing poor working
conditions, and pay for regular upkeep at their factory sites and those of their suppliers.
US companies, however, have not signed the European retailers’ agreement, due in large
part to the potential for high litigation costs, and plan on addressing the issue independently.
The European Union and US government have pressured the Bangladeshi government to
enact workers’ rights reforms or risk losing duty-free trading access to Western markets.

Understanding the Risk
The Rana Plaza tragedy involves nearly half of the top 20 risks of 2013, as identified in a
recent survey of risk professionals and c-suite executives (see Exhibit 3). Many of these
risks, even on their own, can lead to costly disruptions for retailers, where even the smallest
interruptions can amount to big losses. The highlighted risks fall into three broad groups:
reputational, compliance, and supply chain/business continuity.
Exhibit 3: Top Risks 2013
Risk

Risk

1

Economic conditions

11

Workforce health and safety

2

Business disruption

12

Industry or sector-wide events

3

Legal or regulatory shifts

13

Capital availability

4

Litigation or claims

14

Technology/systems failure

5

Regulatory compliance

15

Talent availability

6

Brand/reputation

16

Business continuity/crisis management execution

7

Natural disaster

17

Data security/privacy breach

8

Cash flow/liquidity

18

Competitors

9

Insurance (availability, limits, claims payment)

19

Destruction/loss of human resources

10

Destruction/loss of physical resources

20

Market forces (demographics, trends, etc.)

Blue highlight indicates risks involved in the Rana Plaza tragedy.
Source: Excellence in Risk Management, 2013, Marsh and RIMS
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Reputational Risk
Damage to their brands in the wake of the Bangladesh tragedy has been one of the most
serious reputational risks for retailers, particularly as the apparel market can be both fickle and
highly competitive. Younger customers are typically more sensitive to issues that are broadly
defined as part of a corporation’s social responsibility. These customers have many options and
little to no barrier to changing brand loyalty. As some of the world’s largest and most successful
retailers discovered in the 1990s, issues such as labour rights and child labour can cause
long-term damage to brands, sales, and a company’s or affiliated celebrity’s reputation.
The most recent Bangladesh incident differs from similar past events as it has not been closely
associated with one brand. As a result, corporate reputations have not been directly affected,
though in a few instances, consumers and activists have taken note of and engaged in criticism
of brands thought to be or actually manufactured there. It should, however, be a harsh
reminder to every major retailer that the well-being of their reputation and brand has been
outsourced in many respects. The potential reputational risk should be carefully considered
in making any number of business decisions, particularly in areas where the company has
little direct control. Financial drivers and operational realities are clearly critical in decision
making, but overlooking reputational risk puts the health of a retailer’s various brands at risk.
Companies need to carefully consider their approach to reputational risk and crisis
management by asking questions such as:
•

Are we prepared to respond to an event like the collapse of Rana Plaza if it happened at
one of our suppliers’ factories?

•

Will we get prompt and accurate information?

•

Do we have the capability to manage response at the local level?

•

How is the broader impact going to be measured and anticipated, and the overall
impact reduced?

•

How are we going to retain credibility in the marketplace and the trust of consumers?

The effectiveness of corporate response is at least as important as the underlying event that can
precipitate the reputational risk. Thinking about it for the first time when something terrible
has happened likely will result in a slow, poor, inconsistent, and highly damaging response.

Compliance Risk
The second area that companies need to closely evaluate is compliance-programme risk.
Compliance programmes have long been an important part of the industries’ response
to these challenges. But despite decades of various NGO and third-party compliance
programmes and company-specific efforts, the Rana Plaza tragedy suggests that a major
overhaul of the approach to compliance and standards is needed.
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Auditing
Although organisations have conducted routine supplier audits since the 1990s, the process
and procedures involved have proven ineffective in preventing mass-scale human tragedies.
Facilities at risk are slipping through the cracks of standardised audits such as the Business
Social Compliance Initiative (BSCI) system. Here, auditors’ focus has shifted away from
worker safety toward product quality. In addition, factory owners’ impact on the auditing
process can easily skew the results in their favour; not only are they aware of impending audits
well before they occur, they also provide the key input at the core of auditors’ assessments.
For this reason, worker safety benchmarks are often misreported or ignored.
Organisations looking to improve the audit process and better safeguard their reputations may
want to reconsider how it is currently structured and implemented, and introduce a process that
is more standardised, meaningful, and less prone to manipulation. This process could include:
•

An expanded audit checklist

•

Longer audits (lasting days as opposed to hours, and greater depth of document reviews)

•

More frequent unannounced inspections

•

A detailed factory ratings system with formalised corrective action planning and return audits.

•

Information systems upgrade to provide a state-of-the-art factory conditions database
that can more effectively target problem areas/sites

•

Greater worker engagement in factory audits (greater awareness of the process,
anonymous feedback/questionnaires, and reporting)

•

24/7 remote surveillance via webcam

Operation Evaluations
Historically, emerging markets have had a tendency to lag more mature markets on fire
safety standards and building codes. This creates risk issues in life safety and fire safety when
operations expand rapidly, using buildings that are possibly not adequately designed for the
occupancies. When new construction is undertaken, the standard levels of life safety and fire
safety designs expected in other parts of the world are often not in existence nor applied,
unless otherwise mandated. The result is an increased risk to outsourcing businesses, the
supply chain, and local personnel.
Buildings in emerging countries that do not meet current fire safety and construction standards is
not a new issue – similar conclusions could be drawn looking at Japan, for example, in the 1960s
and 1970s, as more businesses outsourced production to Asia. The difference today, however, is
that there is a much greater reliance on outsourcing across businesses than there was 40 years ago.
To address life safety and fire safety risks, organisations should establish a baseline requirement
assessment that can be applied when evaluating their own operations – or their suppliers’
operations – in the supply chain.
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Transparency
A reinvigorated audit process and other measures could help retailers and their suppliers
address inconsistent compliance with global and local workplace regulations and standards.
For example, one major clothing brand decided to source its apparel from a factory that was
previously banned by a market-leading retailer. The clothing brand suffered a reputational
hit with the retailer for not adhering to its policies, and the retailer (along with its industry
peers) faced growing pressure from consumers to implement real reforms.
Greater understanding of regulations and standards and increased transparency of operations
would help retailers and their suppliers meet their compliance and reputational risk
management objectives in Bangladesh and other countries.

Supply Chain Risk
Disruptions
Bangladesh’s textile industry plays a key role in the retail industry’s supply chains. As a
primary supplier of apparel, Bangladesh is the central sourcing location for the industry’s
largest markets, including Europe and North America (see Exhibit 4). The retailers involved
are global organisations that provide apparel to prosperous markets in the West and Asia.
Their long and complex supply chains make them more susceptible to serious tragedies and
disruptions such as the Rana Plaza collapse.

Exhibit 4: Bangladesh’s Textile Export Markets

CANADA 4%
EU 59%
US 32%

Source: The World Bank
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Events that disrupt supply chains, whether from natural catastrophes or human causes, tend
to increase the cost of doing business for international retailers and textile manufacturers. They
also can affect how consumers, the media, and others perceive corporate social responsibility.

Business Interruption Costs
For major retailers, consistent production and delivery of apparel is essential in order to
maintain profitability. As a result, any disruption that forces the supply chain to re-route away
from the status quo or that requires higher costs will significantly impact the company’s
balance sheet. For these organisations, the potential cost of supplier breakdowns is huge.
It is estimated that it would take approximately one full season for a retailer to build up
the trust and infrastructure to resume normal operations at a different site or in a different
country. For the major retailers, this is simply too much time to take a loss and remain viable,
as profitability is determined for them in the mere number of days a supplier is offline.

Visibility
Global organisations often have intricate networks of suppliers to help them meet demand,
including the subcontracting of manufacturing processes by primary (first-tier) suppliers.
The tragedy in Bangladesh exposed a number of problems associated with this model, such
as the flawed factory auditing framework (where first-tier suppliers often neglect to do audits
unless explicitly requested to do so by the retailer) and the inherent tension between retailers
and their suppliers over compliance enforcement and supplier liability. These divisions and
overall lack of connection between the retailer and its critical second-tier suppliers present
major vulnerabilities, as an organisation could easily be blindsided by even a small business
interruption or reputational disruption.
In addition to pushing for multi-tier factory audits of suppliers, retailers should seek out
personal connections with suppliers. Networking relationships between suppliers and their
subcontractors can create a unified culture of safety needed to maintain an ethical working
environment throughout the supply chain.
This environment can also be accomplished through a well-written contract with suppliers,
as well as a formal, multi-step signing process within the organisation (including legal,
compliance, and the contracts office) to ensure via approvals that all relevant standards are
sufficiently met. Within the contracts, the use of well-placed penalties for non-compliance
on the part of the supplier can provide a strong financial incentive to improve factory safety.
Here, the US federal government provides organisations with a helpful guideline, going so
far as to publicly blacklist suppliers whose practices are highly questionable. Additionally,
shorter-term contracts with suppliers give organisations the ability to make swift, reputationsaving changes in sourcing.
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Managing the Risk
Even though major retailers and suppliers have sourced from Bangladesh for decades and have
worked to improve labour conditions in the past, they still face serious reputation and supply
chain crises. In the aftermath of Rana Plaza, there are several steps organisations can take to:
•

Become more aware of the risks presented by outsourcing and by situations as they
develop – and incorporate reputational considerations into their overall plan

•

Implement a consistent, reliable, and measurable framework for solving problems

•

Gain greater resiliency

•

Ensure an appropriate response to potential or actual crises

Make an informed risk decision: Although the moral aspects of this issue are straightforward
(that is, the working conditions at the factory in Savar were unsafe and unacceptable), the
decision to keep sourcing from Bangladesh is more nuanced and complicated. Organisations
should ensure they take the broadest view possible of all the risks they face, including
reputational, supply chain, political, and workforce health and safety. Active monitoring and
data analysis with a strong methodology should factor significantly in creating the business
case for any risk decision, particularly one as momentous as whether or not to continue
operations in Bangladesh.
Staying in Bangladesh eliminates the large opportunity cost of changing the supply
chain: Even with wage increases, Bangladesh would remain a very competitive place from
which to source textile goods. The shared history between organisations and their suppliers,
combined with the country’s economic reliance on apparel exports, make Bangladesh
an ideal location to profitably meet the strong demand of global consumers. Much like in
the 1990s, organisations can work to regain the trust of consumers and the international
community through improving working conditions in Bangladesh, especially through
reforming and strengthening audit processes. The Bangladeshi government, looking to
maintain the presence of international retail capital in the country, is also working to hold
those directly involved (such as the Rana Plaza building owner) accountable.
Improving crisis response and compliance frameworks is a must: The Rana Plaza collapse
shows that mechanisms designed to improve safety have been ineffective in protecting
garment workers. As a matter of reputational and supplier resiliency, retail organisations
must enhance their response and resiliency programmes and capabilities, and should
reform and strengthen audit processes and procedures. They should also seek to collect
and analyse data about corporate compliance, regulatory compliance, supply chain risk,
corporate response readiness programmes, and reputational risk so that their risk profiles
in Bangladesh or other sourcing locations are clearly understood and the information is
acted on appropriately to prevent, manage, or respond to a significant labour/safety issue.
Active monitoring and data recording/analytics are also useful in maintaining a culture of
awareness, safety, and response readiness throughout the supply chain.
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Responding in a timely and appropriate way is essential during a crisis: Today’s marketplace
is so interconnected that crises can emerge and grow very quickly, or happen suddenly and
catastrophically. Organisations need to gain visibility of problems quickly, and be able to
understand causes and impacts as soon as possible or face serious reputational damage.
Even those organisations not immediately affected can suffer by virtue of doing business
in the affected environment (in this case, Bangladesh) and/or having an association with
an affected supplier. The timeliness and appropriateness of an organisation’s response can
dramatically alter the impact of the situation on its reputation and business – and how its
customers, shareholders, regulators, and others perceive of it.

CONCLUDING REMARKS
The recent tragedy in Bangladesh has brought much needed attention to the safety and
stability of garment factories in that country, the world’s second-largest exporter of textiles.
Retail industry organisations and their suppliers should seize this opportunity to more fully
identify their risk exposures, revisit and strengthen workforce safety practices, enhance
internal crisis preparedness and resiliency processes, and improve oversight of these key
areas within their suppliers’ operations.
Improving supply chain and reputational risk resiliency in Bangladesh and other supplier
countries should be a top priority for retail organisations. The solutions applied there should
be based on an understanding of the multidisciplinary risks that emerge from sourcing in a
low-wage country. The cost of not taking action or of failing to conduct the appropriate risk
due diligence is too great for retail organisations and their suppliers.

This article was first published by Marsh, a global leader in insurance broking and risk management. As with
Oliver Wyman, Marsh is a wholly owned subsidiary of Marsh & McLennan Companies (NYSE: MMC), a global team of
professional services companies offering clients advice and solutions in the areas of risk, strategy, and human capital.
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