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Wal-Mart’s business model
seeks to drive down costs
and maximize margin per
unit sold.

Rebuilding the Relationship
Between Manufacturers
and Retallers

In the perennial tug of war between manufacturers and retailers, o LEADING

retailers seem to be winning. But manufacturers can benefit by How can man-

understanding what type of business model a retailer emphasizes 5 Iuefs fr;[%ec\?ork

— and tailoring their approaches accordingly. more effec-

BY NIRAJ DAWAR AND JASON STORNELLI t|Ve|y with
retailers?
FINDINGS

»Recognize that
there are different

IN THE PERENNIAL TUG OF WAR between manufacturers and retailers, retailers seem types of retailers.
to be winning. Just a few years ago, manufacturers had hopes of being able to manage consumer »Learn what makes

: : . : > 9 : specific retailers
relationships and product delivery directly. But today’s retail industry is more concentrated than tick and tailor _
ever; in many industries and markets, a handful of retailers account for the majority of sales. offerings to their

. .. . . . particular business
Retailers, whether they operate traditionally or electronically, have become increasingly astute at models.
capturing consumer loyalty with effective merchandising, innovative private-label offerings and »Work with retailers
targeted pricing and rewards programs. Their ability to control market access and influence g::;;:::fh?;c‘l,\‘,‘if]'ve
consumer buying behavior means not only that manufacturers need retailers more than ever but ;?:#tl:t:ﬁ;% H:’e"
also that manufacturers’ need to understand what makes retailers tick is more pressing than ever. success.
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As retailer influence has grown, power has moved
downstream in a wide range of industries, including
hardware, books and consumer electronics. A prime
example is the grocery industry, where global manu-
facturers have seen their brand clout erode in favor of
consumer relationships cultivated by retailers. Man-
ufacturers across industries rightly ascribe retailers’
power to their increasing size and concentration. For
example, in 2007, Wal-Mart’s sales were approxi-
mately 4.5 times greater than those of its largest
supplier, Procter & Gamble.! Consolidation and
retailers’ global scale have reduced the number of
“buying points” that manufacturers can develop.? By
2010, the 10 largest grocery retailers represented
nearly 70% of U.S. sales, up from less than 30% 10
years earlier. The trade is even more concentrated
within regional markets in the United States, as well
as in most developed countries.® Retailer scale has
other consequences, too: It makes private-label pro-
grams viable, and it justifies the costs and effort of
setting up loyalty and data-mining programs.

Recognizing retailers’ clout, manufacturers now
routinely allocate two-thirds or more of their market-

ABOUTTHE RESEARCH

We set out to examine if there was a better way for manufacturers and retailers to
manage their fraught relationships. Our goal was to develop a prescriptive framework
for manufacturers to improve the allocation of trade marketing resources, which form
a significant and increasing portion of any marketing budget. Our analysis of financial
reports, trade journals, case studies and the academic literature on channel and trade
relationships was supplemented with in-depth interviews with retailers as well as an-
alysts and consultants covering the retail industry.

One of our early insights was that retailers have a broader choice of business mod-
els than manufacturers do. \We generated an exhaustive list of business models that
retailers in the grocery industry could potentially use and then narrowed the scope of
our examination to the most prevalent and distinctive models presented here.

Next, we sought evidence for both the presence and the enduring nature of those
models by examining multiple years of financial statements for a globally representa-
tive sample of retailers, including some from North America, Europe and the United
Kingdom. We discovered that the majority of key metrics remained stable over the
period we examined, suggesting that the business models selected by retailers tend
to endure over time.

Finally, we identified a set of prototypical retailers for each business model by con-
ducting an analysis of the financial filings, company statements, financial analyst
reports and trade and popular press reports. The retailers detailed here represent clear
exemplars of the four business models that we identified. Based on this analysis, we
constructed a prescriptive framework.

Our findings reveal the importance of trade segmentation on multiple levels. \We
argue that manufacturers should segment their channel partners according to busi-
ness model, enabling them to pursue differentiated strategies at the bargaining
table. Although our findings and recommendations are applicable in many settings,
we examined the grocery industry as a model for this approach because of its size and
because it represents a bellwether for channel relationships in many other industries.
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ing budgets to trade marketing, in-store promotions
and cooperative advertising rather than to cultivating
their own consumer relationships through media
advertising and consumer promotion.*

Trade marketing expenditures have been grow-
ing in recent years, but neither side is happy about
it. Manufacturers’ attempts to influence retailer
behavior have been only partially successful. They
can help highlight a brand in store or bundle it with
complementary products in a custom display, but
these tend to deliver tactical gains, not enduring
competitive advantage; they last only until com-
petitors outbid the promotion. Ultimately, the
retailers decide how the money is spent. It is clear
that manufacturers need a better strategy.

Although retailers seem to have the upper hand,
they are not satisfied with the current system,
either. Most retailers consider manufacturer trade
support to be both inadequate and insufficiently
strategic.’ They have trouble converting trade
promotion into profits. Rather than building
longer-term partnerships with suppliers and nur-
turing store and shopper loyalty, they tend to
compete on price and fritter away the trade support
they extract from manufacturers.®

Rebuilding the Relationship

Accounts of the rocky relationship between manu-
facturers and retailers have mostly focused on the
balance of power between them: where the power
resides, why money changes hands and how the
spoils are divided. However, we believe that manu-
facturers have the ability to rebuild this relationship
by understanding the retailers’ business model.
(See “About the Research.”)

Retailers have different ways of making money:
encouraging customer loyalty, building profitable
private labels, relying on financing from suppliers
or keeping overhead low. As companies such as
Tesco in the United Kingdom, Loblaw in Canada,
and U.S.-based Costco and Wal-Mart have shown,
multiple strategies are available, but retailers tend
to choose one (or in some cases, two) that they
emphasize. The particular approach, or mixture
of approaches, that retailers select defines their
business model and differentiates them from com-
petitors. Manufacturers, by contrast, have much
less flexibility; they are locked into large fixed
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Private label Seeks to increase profitability by selling highermargin
private-label products and using them to develop
brand differentiation from competitive retailers.

Working capital Aims to use working capital as a source of financ-
ing by optimizing the amount of time between
when a good is sold to consumers and when the
retailer pays the manufacturer for it.

Margin-focused Seeks to drive down costs and maximize margin

per unit sold.

investments and wedded to products and brands
with long payback cycles. Like it or not, they need
to sell their products through retailers. Expecta-
tions of direct sales to consumers through the
Internet have not panned out for most manufac-
turers, because many consumers like to compare
products from multiple sellers.

Retailer Business Models What can manufac-
turers do to improve their power positions, align
their efforts with the strengths and objectives of the
retailers and better reach their target consumer? We
examine four different retail models: Tesco, which
excels at connecting with consumers through its
loyalty program; Loblaw, which exemplifies relying
heavily on private labels; Costco, which gets its sup-

pliers to finance its inventory; and Wal-Mart, which
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ADDRESSING RETAILERS’ SPECIFIC NEEDS

Manufacturers can do a variety of things to tailor their strategies to support retailers’ business models.

RETAILER BUSINESS MODEL | RETAILER STRATEGY WAYSTO DELIVER

Information-driven Seeks to use information about customers to
facilitate both efficient targeting and the growth
of deep relationships with the retailer’s brand.

*Provide a wider picture of the market that goes
beyond the retailer’s loyalty card data. This
perspective can be derived from a broader under
standing of the market and deeper knowledge of
the product category.

eTake advantage of joint loyalty opportunities (such
as My Coke Rewards) to provide additional con-
sumer insight and leverage the strength of
manufacturer relationships with consumers.

eAssist retailers in ways that do not damage manu-
facturers’ core brands, and ensure that promos for
national brands and private-label items do not run
concurrently.

eHelp retailers establish a product category in
which they do not currently compete.

eCobranding may allow both retailers and manufac-
turers to grow the market together.

eConsider adopting measures that quicken the
flow of goods through the supply chain to allow
the retailer to accelerate inventory turns.

*Minimize inventory-holding risk by concentrating
on bestsellers. Buyback programs may also be
enticing.

oOffer early payment discounts in lieu of other
financial incentives.

eConcentrate traditional incentives such as invoice
discounts and forward-buying programs on this
type of retailer.

eUtilize operational initiatives to increase efficiency
and reduce labor costs.

eExplore producing exclusive pack sizes to allow

margin-focused retailers to pursue pricing differ
entiation.

focuses closely on margins. After describing the
models, we will recommend tailored strategies
manufacturers can pursue. (See “Addressing Retail-
ers’ Specific Needs.”)

The Information Model

Perhaps the largest change in the grocery retail indus-
try during the past 30 years has been the explosion of
consumer data. Accurate, real-time and actionable
consumer information is particularly important in
the consumer packaged-goods trade because of the
frequency of consumer visits and fast movement of
goods. In recent years, some retailers, including
Kroger and Tesco, have seized opportunities to jump
ahead of their competitors by connecting informa-
tion about transactions with information about
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individual consumers, thereby enabling them to
know who buys what when, and at what price. Armed
with these insights, they can streamline their sourc-
ing and inventory, target their communications and
make their promotions much more efficient.

In a market where competitors are heavily ori-
ented toward private labels, Tesco’s Clubcard program
isn’tjust a vehicle for getting customers in the door; it’s
designed to build a long-term “loyalty contract” in
which the consumer receives rewards but also gives
Tesco information that enables highly targeted pro-
motions and communications.” Consumers cite the
Clubcard program as the No. 1 reason they want Tesco
rather than a competitor to open a store in their
neighborhood and as the leading driver behind their
decision to switch to Tesco for their regular shopping.?

How powerful is Tesco’s Clubcard program? In the
early 1990s, Tesco was the United Kingdom’s No. 2
supermarket behind Sainsbury’s. In the year and a half
after Clubcard was launched, Tesco gained and held the
top spot, increasing sales by 28% at a time when Sains-
bury’s revenues fell 16% and it tried to create its own
loyalty program.’ Clubcard was probably not the only
reason for Tesco’s rise, but for retailers it demonstrated
the power of data. Later in the decade, Tesco fought off
Wal-Mart, which entered the U.K. market with its
purchase of Asda. Instead of trying to compete with
Asda across the board on price, Tesco, drawing on
Clubcard data, focused on a short list of products
(including margarine) that influenced customer price
perceptions and slashed prices on those items. By doing
s, it was able to retain price-sensitive consumers while
maintaining its margins on other products.'®

Tesco also uses Clubcard to expand the range of
goods customers put in their cart. The company
noticed, for example, that new parents often
shopped for baby products at Boots, a large phar-
macy chain, and that they were willing to pay
premium prices because they received helpful
advice. Tesco countered with Baby Club, now the
Baby & Toddler Club, which leverages the Clubcard
infrastructure to give parents helpful and timely
information while also providing discounts on
baby products. In the first two years, Tesco grew its
share of the U.K. baby market by 24%, and it had
signed up 37% of parents-to-be as members.!!

Tesco’s proficiency with consumer information
has allowed it to fend off competitors and target new
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segments. Though Tesco is strong in many areas —
for example, the company also has a high level of
private-label sales — its ability to understand and
target individual consumers is so well recognized
that it now sells its loyalty know-how to other retail-
ers through its dunnhumby subsidiary.'?

Building relationships Given the demonstrated
benefits Tesco derives from consumer information,
why don’t other retailers attempt to follow this
model? The reality is that many retailers either
aren’t willing or aren’t able to invest the resources to
turn shopper data into insight. Some treat loyalty
programs as a discount-delivery vehicle rather than
as a means of building relationships.

Despite the current hype about big data, in indus-
tries such as retail where such data have been
available for a number of years, loyalty programs
have had an unremarkable record. A 2010 survey by
the Chief Marketing Officer (CMO) Council, a mar-
keting industry group, found that 51% of consumers
were dissatisfied with their loyalty program mem-
berships. The average consumer belongs to 14.1
loyalty programs but is only active in 6.2 programs.
Marketers were even unhappier: only 14% of loyalty
program managers reported that they were produc-
tively using insights gained from consumer data.”” In
2007, Boise, Idaho-based Albertsons dropped its
Preferred Card program in many U.S. markets, and
others have done likewise.!*

A bigger picture We see a big opportunity for
manufacturers. Many manufacturers have experi-
ence that can help retailers use information more
effectively. For instance, although retailers have
access to scanner data that tells them what products
consumers buy, their perspective is often limited
to the activity in their own stores. Suppliers see a
much bigger picture, since they usually sell to other
retailers. Thanks to this perspective, they can dem-
onstrate — with data — the effectiveness of new
practices that retailers might otherwise not con-
sider. These practices can be profitable for both the
retailer and the manufacturer.

Even within their own stores, retailers tend to
know little about consumer behavior before the
consumer checks out. Vendors act as category cap-
tains in many instances, advising grocers on shelf
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space placement and inventory tracking. For exam-
ple, Kraft Foods works with retailers on long-term
studies of product organization within the dairy
case, sometimes resulting in double-digit sales
gains for the retailer. It also establishes cooperative
funding programs to develop joint merchandising
initiatives that have proven successful elsewhere.'®

Finally, manufacturers with brands that have
strong equity have opportunities to construct their
own loyalty programs and use them collaboratively
with retailers. For example, Coca-Cola used its My
Coke Rewards program in 2009 to build consumer
connections while simultaneously offering bonus
points to Safeway.com delivery customers.!®

The Private-Label Model

For more than three decades, the market share for
private labels has been growing at a steady pace.
More than half of the respondents to a 2010 survey
said private-label products offer superior value at a
lower price, and nearly 70% considered them when
shopping for premium items.!” Not surprisingly,
retailers like private labels for their higher margins
and consumer pull.

Consider Loblaw, Canada’s largest food retailer
and a major seller of general merchandise in North
America. Loblaw’s President’s Choice and No Name
brands are the No. 1 and No. 2 packaged goods
brands in Canada.'® There is ample evidence to show
that private labels drive innovation and growth. To
provide value to retailers like Loblaw, manufacturers
must find ways to innovate both at the product level
and at the category level. This requires re-examining
their brand’s place in the category.

Private label-focused grocers such as Loblaw
manage multitiered programs that span the price/
quality range within a category: Loblaw’s No Name
brand occupies the value-priced position, while
President’s Choice aims to match or beat the top
national brand. For premium brands, however,
maintaining innovation and product quality is
essential. Campbell Soup, for example, has intro-
duced portable microwavable soup packaging to
appeal to people on the go. Such innovation by lead-
ing brands is beneficial to participants across the
product category. For grocers with well-established
private label programs, too much private-label activ-
ity can be harmful; national brands drive traffic, and
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when store-brand penetration gets too high, con-
sumers may begin to defect.!’

Innovative partnering Manufacturers should
think about partnering with retailers to produce
private-label products. In addition to the obvious
volume and capacity utilization gained from pro-
ducing private labels, there are more subtle benefits,
such as acquiring a better understanding of the cat-
egory and obtaining leverage over private labels.
Vendors that manufacture private labels can en-
courage the retailer to position the private label to
compete with other national brands and differenti-
ate their own products with distinctive packaging,
product sizes and quantities.

Many manufacturers worry that their branded-
goods business will be overwhelmed by private labels
if they produce their own private-label entry. But
strategies for protecting core brands have been evolv-
ing. H.J. Heinz, for instance, produces private-label
products in a number of categories where it also sells
national brands, with the exception of ketchup.?
Different brands play distinct roles on the grocery
shelf; the Heinz products and the retailer’s items don’t
always compete head-to-head. Depending on the cir-
cumstances, they can appeal to consumers in different
ways and can be promoted at different times.

Cobranding opportunities Retailers are beginning
to offer cobranded products, in which national
brands are an element in a store-brand product.?!
Safeway, for example, offers Safeway Select ice cream
containing pieces of Nestlé’s Butterfinger candy, with
the Butterfinger name prominently featured on the
packaging. With cobranding, the retailer benefits by
bolstering its claims to uniqueness or quality; the na-
tional brand gets to promote its brand.

Retailers focusing on private labels are also
attempting to broaden their offerings into largely
uncharted territory, including ethnic foods, nutri-
tional supplements, organics and environmentally
friendly items. Here, manufacturers with extensive
category knowledge can make real contributions.
They can often draw upon experience gained from
across the globe, allowing retailers to be more
regionally focused.

For manufacturers, some of the most promising

opportunities may come from no-frills retailers
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such as Aldi, Dollar General and Family Dollar,
which are focused on private labels but seek to drive
traffic with branded goods. For example, Aldi,
based in Germany but with more than 1,000 stores
in the United States, has found that it must carry
branded goods such as Colgate toothpaste and Fer-
rero chocolates to satisfy shoppers.?? A study of
European discounters found that there are three
ways that national brand manufacturers and dis-
count retailers can cooperate profitably.?® First, the
price differential between the national brand and the
private label must reflect the perceived quality differ-
ence. Second, the price of national brands at the
discount store needs to be lower than at mainstream
retailers. And third, because discounters frequently
offer products in large quantities, manufacturers
should invest in packaging and case designs.

TheWorking Capital Model

Cash flow is critically important to the retailer. All
retailers focus on the efficient use of working capital,
but for successful players like Costco, it is a pillar of
their strategy. Manufacturers have an opportunity to
design programs to meet the working capital needs of
retailers and to focus these programs on those retail-
ers most concerned with working capital efficiency.

Manufacturers should look for two simple clues.
First, does the retailer have a working capital gap
— does it sell goods faster than it pays for them?
And second, is this gap the result of efficient opera-
tions or delayed payments to suppliers?

A negative working capital gap can be a signifi-
cant competitive advantage. Our analysis suggests
that while negative working capital gaps are com-
mon, their size varies across retailers. To illustrate
the differences, let’s compare Costco, the large U.S.
warehouse-club retailer, and Loblaw. (See “Analyz-
ing the Working Capital Gap.”)

Faster selling cycles At first glance, the discrepan-
cies in working capital efficiency appear small, and
they even suggest that Loblaw is more efficient than
Costco. Loblaw has a gap of —11.65 days (during
which suppliers provide financing for inventory),
compared with Costco’s gap of only —2.17 days.
However, significant differences emerge when the
different components are considered individually.
First, Costco collects receivables twice as fast as
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Loblaw; its receivables are outstanding for 4.23 days
versus Loblaw’s 8.7 days. Second, Costco turns its
inventory faster than Loblaw. Although mattresses
typically take much longer to sell than milk, Costco
manages to push its stock out the door quickly. The
result: Costco requires nearly one week less of work-
ing capital to operate than Loblaw does. Also note
how quickly Costco pays suppliers. Because its oper-
ations require less operating cash (and because it
gets working capital from membership fees), Costco
pays its suppliers more than 20 days faster than
Loblaw does. This allows the company to finance its
operations with vendors’ cash while also paying
vendors quickly enough to capture early payment
discounts. Costco’s strategy is no accident. Rather,
it’s a core component of its operating philosophy.?*
Manufacturers have an opportunity to design
programs to meet the working capital needs of
retailers and to focus these programs on those retail-
ers most concerned with working capital efficiency.

Payment flexibility Retailers that manage working
capital well carry merchandise that sells quickly. For
example, Costco stores typically carry fewer than 4,000
stock keeping units, or unique products, a small frac-
tion of what most supermarkets and hypermarkets
carry.”® Every retailer worries about being stuck with
inventory that won’t sell in a timely manner. Manufac-
turers are well-positioned to provide retailers with
market intelligence, sales guidance and buyback pro-
grams. Manufacturers can also consider developing
exclusive items or assuring retailing companies that
they will be the first to receive new products.

Selling to retailers focused on managing work-
ing capital is not easy; it requires both financial and
inventory efficiency. But developing smart pro-
grams to fit the retailers’ need for quick stock
movement and payment flexibility can yield signif-
icant dividends.

The Margin Model

Of the four retail business models we studied, mar-
gin retailers present the thorniest issues for
manufacturers. Since the cost of goods sold (COGS)
is the retailer’s biggest cost, those focused on margins
typically are relentless in their efforts to drive this
cost down, even if it means brutal negotiations with

their suppliers.
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No retailer is better known for its
focus on margins than Wal-Mart. Wal-
Mart’s global sourcing initiatives have
cut intermediaries and dramatically
reduced costs for categories like perish-
ables, leading to significant retail price
cuts.?® As a result, it has maintained a
favorable COGS-to-sales ratio (approxi-
mately 75% of sales) over the past
tive years, despite its intense focus on
everyday low pricing. Wal-Mart’s cost
diligence has paid off even as it has
grown. Operating costs have remained
between 18% and 19%, and net margins
have topped 3% over the past five years.

Beyond incentive programs How can
suppliers end up on the right side of the cost
equation for margin-focused retailers such
as Wal-Mart? Incentive programs like
invoice discounts, early payment entice-
ments and forward buys are costly, but
suppliers may need to offer them strategi-
cally; they may be critical to building
dominant market share positions.”’ Manu-
facturers should also take advantage of other
tools for building close relationships with
retailers, including package design and logis-
tics that minimize handling costs and transit
time. For instance, Wal-Mart requests that
poultry vendors pack trays of chicken in
uniform weights to eliminate the need to individually
price them in-store.?® Similarly, suppliers can redesign
packaging to make it easier for stores to display products
and make them more attractive to consumers.”

Although making exclusive products and pack-
ages may add to a manufacturer’s costs, they can help
margin-focused retailers differentiate their products
and improve their pricing power. Nestlé, for exam-
ple, offers the Germany-based discounter Lidl
custom two-liter containers of its Vittel mineral
water. Lidl is able to sell the product for significantly
less than competing retailers. Nestlé, for its part,
is able to boost its margins because higher product
volumes allow for more efficient distribution and
manufacturing, thereby lowering costs.*

The grocery business is challenging for both man-
ufacturers and retailers. With extremely thin margins,
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ANALYZINGTHE WORKING CAPITAL GAP
A working capital gap analysis compares accounts-receivable days, inventory days and ac-
counts payable to establish the cycle of inventory holdings and cash inflows versus cash pay-
ments. The ideal situation for a retailer is to have a negative gap — to sell products faster than
they are paid for. Our analysis suggests that while negative working capital gaps are common,
their size varies across retailers. To illustrate the differences, let's compare Costco and Loblaw.
At first glance, the discrepancies in working capital efficiency appear small and sug-
gest that Loblaw is more efficient than Costco. But because its operations require less
operating cash (and because it gets working capital from membership fees), Costco pays
its suppliers more than 20 days faster than Loblaw. This allows Costco not only to finance
its operations with vendors’ cash but also to pay vendors quickly enough to capture early
payment discounts.

COSTCO LOBLAW

Accounts receivable days 4.23days Accounts receivable days 8.70 days
Inventory days 30.62days Inventory days 33.06 days
Operating cash cycle 34.85days Operating cash cycle 41.76 days

Less: Accounts payable days —32.30days  Less: Accounts payable days —53.41 days

Less: Deferred membership
liability —-4.72 days

Working capital gap —-2.17days \Working capital gap —11.65 days
SOURCE: ThomsonONE, 2010. Used with permission of ThomsonONE!. The method of analysis is

adapted from J. Mullins and R. Komisar, “Getting to Plan B: Breaking Through to a Better Business
Model” (Boston, MA: Harvard Business Review Press, 2009).

fierce competition both between suppliers and
between stores, and rapid change, there are incentives
for retailers and manufacturers to find ways to coop-
erate. When manufacturers work with retailers to
optimize shelf layouts, or when retailers approach
manufacturers to reach specific consumer segments,
they both gain by moving more volume and appeal-
ing to more consumers. Manufacturers can enhance
their competitive positions by stepping back from
harried relationships and intense negotiations to
rethink their strategies toward retailers. We suggest
that manufacturers tailor their strategies to retailers’
specific business models. The four models described
here provide a framework that manufacturers can
use, and the lessons from the consumer packaged
goods industry can be adapted to other manufac-
turer-retailer relationships.
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