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Pricing Optimization to Address the Profitability

Challenges of Foodservice Manufacturers

by John R. Phipps, Vice President, SignalDemand

The foodservice processing and manufacturing industry is poised for a
promising long-term future as populations and consumer wealth grow and
available time for at-home food preparation declines. The smart manufacturer
can withstand foodservice industry declines (like 2008) by proactively adjusting

pricing, product mix and production.

However, making the right adjustments is no small feat. Price, product mix and
production decisions are inherently complex for foodservice manufacturers
due to a wide variety of products, customers and channels. Foodservice
manufacturers’ multi-tiered selling and distribution networks further
complicate already difficult decisions and frequently result in the inefficient or
ineffective use of valuable trade spend dollars.

Many foodservice manufacturers now find that their current means of
determining prices, margins and forecasts fail to generate the net margin results
required to complete and win in a rapidly changing business environment. In
addition, list price becomes meaningless and inconsistent, and inappropriate
prices often result (for example, smaller customers receiving lower prices).
Forward-thinking foodservice companies are increasingly turning to
optimization powered by advanced math and sophisticated algorithms to
provide them with more accurate forecasts, better recommendations on price,
product mix and production and a defensible methodology for determining
prices.

This paper describes foodservice manufacturers’ challenges and details how
sophisticated price management and optimization can transform decision-
making processes. The stakes couldn’t be higher--manufacturers who make
better and faster pricing decisions will ultimately control their profitability
instead of having the market dictate success or failure.



Three Key Challenges

The food manufacturer has three major challenges in identifying,
forecasting and optimizing margin.

Challenge # 1: Knowing True Net Margin at the
Product/Customer Level

Because of complex distribution and selling networks, few foodservice
manufacturers know exactly what customers pay for products, making
it impossible to identify true net profitability at the product/customer
level or create what is commonly described as the “margin waterfall.”
However, this information is vitally important as profit leakage occurs
everyday when thousands of small pricing opportunities are missed.

The foodservice manufacturer margin waterfall is complex with many
components (see sample waterfall below), and the data residing in
different databases.

The margin waterfall is also organizationally complex. For example,
the pricing, marketing, commodity sales, sales and national accounts
departments might have control of different components of the
waterfall, measure profit differently and have different definitions of

common terms.

Every product/customer combination potentially has its own unique
margin waterfall. Values are continuously shifting due to input cost
changes and new deals. Layered on this, the product tracking, billing,
payment and reconciliation processes are laborious and error-prone
and make true realization accounting difficult. And bill-back time
delays with estimated accruals obscure current performance.

As a result of the above complexities, the margin waterfall, this basic
building block of control and management insight, is generally not
known. What's profitable and what’s not is unclear. The result is
very inconsistent net pricing and profitability across customers.
The consequences are profit leakage through missed pricing
opportunities.

Building real-time margin waterfalls is a data manipulation and
organizational management challenge. Aggregating information and
uncovering optimal net prices at the product/customer level is beyond
even the most advanced spreadsheet and requires a sophisticated

price management and optimization solution.

Challenge # 2: Developing Accurate Forecasts
Foodservice manufacturers have always faced challenges in
forecasting ingredient/commodity prices and projecting the impact

on product market prices. However, this need is more acute as
ingredient/commodity prices change at an unprecedented pace.

The best possible forecasting to balance risk is critical to manufacturer
performance. Reliable short-, mid- and long-term forecasting helps
a manufacturer know the profitable pricing floor on a fixed price
contract, and when to opt for a commodity market price formula
contract. Customers appreciate the dependability of manufacturers
whose accurate forecasting makes them an outsourced manager of
their underlying ingredient/commodity costs.

The forecasting challenges for foodservice manufacturers are three-
fold:

1. Maximize the use of historical, current and futures markets price
data to create the best possible forecast based on “the numbers.”
(This requires sophisticated and tested mathematical models.)

2. Produce a forecast that allows opportunity for management to
also inject judgment.

3. Adjust forecast product prices based on real-time analysis of the

marketplace’s reaction to new price levels.

Challenge # 3: Establishing “Optimal Prices
and Margins”

Optimal, consistent and profitable true net margins require complete
knowledge of the margin waterfalls.

The means to develop such pricing necessarily requires bringing
together: (a) all the elements of the organization that influence
margin waterfall component values, (b) the production capacity
constraints and available capacities, (c) finished product inventory
levels, (d) forecast ingredient, commodity and resultant product costs,
(e) historical customer price levels and (f) estimated price elasticities
of demand and resultant optimum price points. Layered on top of
these ingredients should be (g) management judgment of current
marketplace realities such as the acceptance of commodity cost
spikes in the product.

This effort are extremely complex trade-offs clearly impossible
to optimize without the help of serious information systems and
massive amounts of data, especially given the huge number of
product/customer combinations with ever-shifting costs and prices.
In fact, technology and computer processing power have only
recently advanced to the point of being able to solve this very large
“optimization” challenge.



Another useful pricing benchmark that optimization can generate is the “price-index” or “net profit-index” of individual customers or sales reps.
This is a way to “normalize” the product mix that a customer or sales representative has to provide a true comparison to the manufacturer’s
average. While price indexing does not tell you the “optimal price,” it does provide a relative performance benchmark of customers and sales
representatives.

The Price Management and Optimization Solution

Ideally, an optimization solution provides the information necessary to not only bring pricing at the product/customer level under control, but to

optimize it. Six components are essential for success:
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5. Price Action Adjustment

Flexible business rules embedded in an
automated price optimization solution allow
you to adjust the optimum prices for the
realities of today’s market. Useful rules, for

example, include the ability to:

* Pass through a specified percentage or
dollar per unit of ingredient and packag-
ing cost increases.

* Move toward optimal prices by a speci-
fied percentage over some period of
time.

* Select the maximum percentage for a
unit to move in one price jump.

* Assign a specified unit price differential
between larger and smaller sizes.

| ==

Welcome, Demo User negl

GetData Start Over

[ htah

Rulas

Optirnizad Nt Price

[¥) eroadine z

[¥]  chain Aceount 15
Edit

[] oaveare

[¥) Field operator 18

Fundraising
] K12 School

PRESCHOOL

Systerns Distributor

o]
[m]
(]
[ Redistributor
(]
¥

University |z

%

¥

¥

10

02 »
%

s ®
L

%

s

%

«

@ | £

Max Multiplel Max Change Type | Max thange | Max Decline Type | Max Decline | Min change mel Min Change | Round?

.0z ] 005
B s .o0s
$
1 3 .o0s
]

§

&

]
¥
o |6 s

Nearest

Price Action allows manufacturers to create rules that govern how cost changes should be

applied across customers, SKUs, and channels.

* Hold prices in “down” markets or lead in “up” markets by a specified percentage.

6. Value Measurement Performance
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performance tracking capability
opportunities lie in the business mix. Value
Measurement represents the opportunity
areas, so you can identify, implement and
track the results of the optimal price. Both
the average margin performance and the
deviation around that average are assessed

to identify outlier opportunities.
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Value Performance Measurement provides visibility into the performance of

SignalDemand recommendation as compared to market pricing.




Increased Sales Effectiveness: Implementing price

Optimization: an Opportunity for Company-Wide optimization gives sales reps the confidence and expertise

Advantage that they are providing defensible “prices.”

According to research published by Gartner, a leading technology

analyst firm, the following are key characteristics of organizations Improved Customer Relationships: Accurate pricing can

that would most benefit from implementing price optimization help to de-commoditize manufacturer relationships with

solutions: large customers.

A large number of product stock-keeping units with varying

. . Become the manufacturer of choice by creating fair
price points

and accurate pricing based on data-based proven
Multiple customer segments with different price points mathematical models.
Inconsistent deal margins Build customer confidence by sharing price
Flexible discounting bands optimization insights, providing fast response to spot
and contract price requests and proactively suggesting
Multiple volume-based pricing agreements substitute products with lower prices.

Complex price-bundling kits

Pricing that fluctuates with market conditions, including com-
petition and market indexes John R. Phipps is Vice President of Services for SignalDemand.
. . He was a Partner at Deloitte Consulting from 1986 to 2004 in San
SpeCIaI price approval processes Francisco and Sydney, where he led the Australian Consumer
Goods practice. Previously he was with Management Consulting

Non-price terms (for example, services, freight and packaging)
. firms Case and Company and Edgar, Dunn and Company. He

that are part of the quotation process'

started his career as an Aerospace Engineer at British Aerospace.
Mr. Phipps has conducted a wide range of marketing, supply chain and technology

The above characteristics certainly describe the foodservice ) )
work for leading consumer goods clients around the world. He has played key roles

in ry. A result, implementin ri imization can
dust y s a result plementing price opt ation can be in major industry initiatives including Efficient Consumer Response (ECR). Mr. Phipps

transformational for foodservice manufacturers, resultmg in has an M.S. Industrial Engineering and Operations Research from the University of

i 0
increased prOﬁtS of over 20%. Houston and a B.Sc Aeronautical Engineering from the University of Manchester, UK. He
also has a Certification in Production and Inventory Control (CPIM) from the American

A price optimization solution delivers clear advantages across Production and Inventory Control Society.

the enterprise, and adoption rates are predicted to climb for
foodservice manufacturers. Below are some of the benefits from
implementation:
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Comprehensive Pricing Strategy: With a price optimization 301 Howard Street, Suite 1950

solution, you protect pricing knowledge, pricing decision San Francisco, California 94105

processes and data sources when key employees leave the Phone:  415.356.0800

company. Fax: 415.356.0806
Email: info@signaldemand.com
"Gartner, “Hype Cycle for CRM Sales, 2008, June 2008.

About SignalDemand

SignalDemand provides manufacturers with on-demand
software and services to achieve maximum profit margins in
the face of volatile markets and increasingly complex pricing

decisions. Using patented, comprehensive mathematical
models to process thousands of variables, SignalDemand’s
technology allows customers to adjust supply and pricing

on a continual basis. By recommending best price, supply
utilization and product mix in moments, SignalDemand
enables better day-to-day decision-making. Industry
leaders rely on SignalDemand for immediate and ongoing
improvement of financial performance. For more information,
please visit www.signaldemand.com.
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