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Category Management in Produce: incentives for growth

Summary

This White Paper presents a number of the fundamental issues of collaboration in the non-branded produce environment. 

Category management in produce is built on two foundations: (1) new incentive structures and (2) marketing capabilities in the retail organization and its supply network.

Grocery manufacturers are able to brand their products and have a strong incentive to innovate and grow the business. The focus is on creating consumer value. 

But in the traditional produce business the incentives are not as clear-cut. The supplier is generally concerned with capturing a greater share of the retailer’s business. The chain stops at the Distribution Centre.

The aim of category management is to shift the goal posts from the DC – where quality control is the test – to the retail store where the consumer is the judge. 

In grocery, the value of understanding consumers and managing information is captured in the brand. The value of the brand – as an intangible asset – increases. In produce the supplier, rather than investing in a direct brand relationship with consumers, invests in the relationship with the retailer. This is a high-risk investment.

But it is still useful to think of this relationship as an intangible asset. It is the relationship between the supermarket and the supplier that underpins innovation and value creation.

Together, it is their ability to embed consumer information into the product. The overall value of the actual commodity decreases and the value of embedded information increases. New products, packaging, promotions and pricing are basically information embedded in the product.

Scanning data and promotions analysis provides the basic data source for building performance systems and marketing capabilities that encourage and evaluate innovation. 

Introduction

Over the past decade the produce industry has been evolving from a horizontal to a vertical alignment. Vertically aligned networks servicing the major retail chains are replacing horizontal layers of growers, agents and retailers. Different countries are at different stages of this evolution.

Reducing costs is typically the first task addressed by these networks. Rather than simply purchasing product on the open market the retailer works with a reduced number of suppliers to ensure consistency of supply and remove costs. The focus of collaboration is internal on the supply chain. But the system remains supply-driven.

The next big challenge in this evolution is to align the whole network to the needs of the final consumer: to create a system that is flexible and responsive to changes in consumer demands. The aim is to put value in, and not just pull costs out. 

The term category management is used when the focus of collaboration is to focus on the consumer and put value in.

The key theme in this white paper is that such a transition does not happen naturally. There is no natural evolution from an internal supply chain orientation to a focus on the consumer.

Category management in produce requires a fundamental shift in the role of the retailer and supplier as well as a redesign of the performance measurement systems and incentive structures.

The rewards are guaranteed and significant. There is no doubt that price is becoming less dominant in the produce purchase decision of most consumers. But the traditional produce industry is built on price as the major differentiator. There is virtually no emphasis on the consumer.

Significant opportunities are available to leading retailers and suppliers to create consumer value in this environment.

The issues outlined in the paper provide a useful foundation for retailers and suppliers that have committed to, or are considering, collaboration-based strategies in perishable food.

A story about incentives 

The produce category management story starts with a ‘tale of two peaches’. Think of the differences between a fully coloured fresh peach and a can of “Best Brand” peaches in mango syrup. 

From the category management perspective, the key difference between these two peaches is one of incentives. The can of peaches can be differentiated and branded. There is a clear incentive for the manufacturer to innovate and grow the business. The focus is clearly on creating consumer value.

In fact the consumer focus is so strong that manufacturers have redefined themselves from being in the food preservation to the food packaging business. 

But the incentives are not as clear-cut or as strong in the case of the fresh peach. If a peach supplier grows the business they might not capture the gains. And hence traditionally there are no marketing brains focusing with a passion on the consumer. The traditional produce supplier is inevitably concerned with increasing (or maintaining) their share of the retailer’s business. 

For the supplier, the chain stops at the retailer’s distribution center. The game is to get the product past the QA check in the DC.

The aim of category management is to shift the goal posts from the DC – where quality control is the test – to the retail store where the consumer is the judge. This sounds easy. But it involves the design of a totally new performance measurement system.

The foundation for category management in the produce industry is all about providing the incentive structures to support this transition from the DC to the store—to provide the incentive in a non-branded environment to encourage innovation. 
Allocating a significant proportion of the business to a supplier so that it benefits if the category grows creates the incentive. This can be achieved by giving the supplier a major proportion (say 80%) of the business or by allocating a group of stores to a single supplier. A group of stores could be those served by a single regional Distribution Centre, or across the whole business. Waitrose in the UK, for example, now has just a single supplier for each major category.

The key point is that this is not just about working closely with a smaller number of suppliers. If the retailer reduces the number of peach suppliers from say 5 to 2 and each supplier has approximately half the business, then neither supplier has the clear incentive to grow the category.

Therefore, category management is not just about collaboration. It is about collaboration where the aim is to grow the business and not just reduce costs.

Once the incentive structures are in place, the second key task is to develop marketing capabilities in the system. 

Under category management, retailers recognize that they cannot develop all the marketing skills to cover the full range of products from luxury items (such as strawberries) to staples (potatoes), snack foods (apples) and niche products (eggplants). The retailer aims to unleash the expertise in their supply base and work together to grow the category.

As the goal posts shift from DC to store, the nature of competition also changes. Instead of just competing with other (say) peach suppliers for a share of the retailer’s business, the peach supplier competes against all other suppliers to innovate and grow the category.

The level of competition does not decrease with category management. The race is to develop marketing capabilities and to manage information. The competition is more intense and sophisticated. And the stakes are higher.

The role of the supplier changes to marketer and information manager. 

The role of the buyer changes to that of supplier developer and relationship manager. Thus the buyer is not simply as assessor of the supplier’s performance but an active partner in assisting suppliers expand their role. Behind every good category manager supplier will be a buyer to assist them in the development of their role and capabilities.

It is the retailer’s task to design the new system: internal and external incentive systems that support a totally new way of doing business.

To summarise: category management in produce is built on two foundations. The first is the incentive structures and the second is the (joint) marketing capabilities of retailer and their supply network. 

The ability to manage and invest in relationships is the core capability that underpins both these foundations

Relationship assets and category management

Category management is fundamentally different in produce compared with grocery products. In grocery, the value of understanding consumers and managing information is captured in the brand. The brand is the promise and provides the link between the product and the consumer. As the manufacturer invests in marketing capabilities, the value of the brand – as an intangible asset – increases.

There are now sophisticated ways of measuring and managing the value of the brand asset, and a number of companies now include this value in their financial statements. But in produce there is no brand to capture and reflect the investment in consumer understanding.

In the produce industry the set of relationships is more complex and includes consumers, retailers and suppliers. The brand as promise is between the retail chain and consumers. The supplier, rather than investing in a direct brand relationship with consumers, invests in the relationship with the retailer. 

But it is still useful to think of this relationship as an intangible asset. It is the relationship between the supermarket and the supplier that is the asset in the produce industry. Both the supermarket and the supplier invest in this relationship, and the relationship grows in value as an asset.

The relationship asset – like all assets – has cash flow implications. The asset can be assessed on how it enhance the performance of the business, such as:

· Increasing cash flows. For example, increasing operating margins through better managing price and promotions.

· Earlier cash flows. For example, the more rapid introduction of new packaging and products.

So category management in produce is very much about managing the web of relationships between the product and the consumer and between retailers and suppliers. Once the relationship asset issues have been addressed, then the business of managing information and growing the category can be addressed.

Clearly investing in the relationship with the supermarket is a more risky – but less expensive – investment than the brand relationship directly with consumers. The secret for retailers is to create an environment where suppliers are willing to make this investment.

In building relationships as assets, the most important point to remember is that business relationships are all about two games being played simultaneously. Like Rugby and Gridiron on the same field at the same time. The first is the win-lose game where the pie is shared – the money is either in your pocket or mine at the end of the day. Most of us are pretty good at playing this game.

The second game is the win-win game where we work together to make a bigger pie. Many commodity firms have never seriously played this game. They are not good at is and do not really understand the rules or the dynamics. But it is this second game that encourages innovation and builds the relationship asset. And of course the win-lose game never goes away – the bigger pie still has to be shared (fairly).

Category management involves learning to play the win-win growth game. This does not happen naturally.

The first key role of the retailer under category management is to ensure that both games are played efficiently and that both sides are investing in the relationship so that the asset grows. This ability to partner and develop relationships as assets is so difficult that it is a core capability that can support the competitive position of the firm.

The whole culture of the retail buying organization must fundamentally change. Encouraging suppliers to be comfortable investing in the retailer’s business is a world away from playing suppliers off against each other and buying on price.

And, somewhat counter intuitively, the big difference in the size and power of the retailer and supplier makes it even more difficult to design a system where both sides are willing to invest in the relationship. The retailer has so much power compared with the supplier, and such unbalanced relationships are not easy to manage.

The trick is to ensure that the supplier is not simply becoming more dependent on the retailer. For example, by having a single supplier for each category, Waitrose has placed itself in a position of mutual dependency with its suppliers.

Designing and implementing systems to support relationship investment and the growth game is the foundation for category management in produce. The next step is to increase the value of information embedded in produce products.

The performance reference point

The essence of category management in produce is to shift the goal posts from the Distribution Centre to the retail store. In order to achieve this the right incentive systems have to be built and marketing capabilities developed. This section proposes that the use of scanning data is the secret to both these challenges.

Over the past five or so years the major gains have come from removing costs from the supply chain. Shifting the performance reference point closer to the end consumer recognizes that the big gains in the future will come from putting value into the supply chain—and not just ripping costs out. The challenge now is to better manage value. Putting value in is the heart of category management.

In other words, the question we are trying to address expands from ‘are we efficient’ to ‘are we effective and efficient’.  As well as managing efficiency measures such as shrinkage, quality and labour utilization, the produce department embraces performance measures such as managing price, promotions, price perceptions and overall category profit.

Scanning date is the basic data source for managing value. Every time a shopper purchases a produce item this value decision is recorded via the scanning data. Why did he choose this tomato and not that one, why did she buy the peach at this price but not that price? Retailers collect a veritable gold mine of information from the decisions made by their consumers. It is no accident that the term data mining is used to describe the quest for capturing insights from such data.
This does not imply that retailers should neglect those who do not currently shop at their stores, as this is one source of future growth. But there is no much information locked into the mine of scanning data that this is a logical point to start.

Furthermore, supermarket chains typically have a large number of stores so that internal benchmarking can be used to highlight critical success factors, craft strategies and monitor progress. 

Together, it is the ability of retailers and suppliers to embed consumer information into the product. The overall value of the actual commodity decreases and the value of embedded information increases. New products, packaging, promotions, merchandising and pricing are basically information embedded in the product.

The overall process can be illustrated as follows:


Promotions provide the secret to better understanding consumers. The different types of promotions provide the stimulus for gauging consumer response to changes in price, packaging, and merchandising. 

The consumer response to promotions provides the insight into addressing issues such as:

· How volume sold responds to changes in the price of the product?  In produce there is a complex relationship between quality, price and promotion. There are not many products where the price can be lowest when the quality is at its peak such as in the middle of the peach season. But, just to confuse the shopper, other times the price is low when the quality is poor. 

· The impact on substitute products. For example, if white-fleshed peaches are on special what other stone-fruit varieties suffer a sales drop?

· The impact on complementary products. For example, if iceberg lettuce is on special does this increase the sale of peppers if consumers are prompted to make more salads?

· How the volume sold varies with changes in the type of promotions and merchandising?

Scanning data gold mining can also be used to tease out issues such as which products are sensitive to competitor pricing and when the retailer should we respond to competitor activity - and when not.

In addition, the perishable nature of the product is a bonus for this type of analysis. With grocery products, promotions may simply stimulate pantry-stocking behavior, with no overall increase in consumption. But shoppers do not stock up when peaches are on promotion. There is a direct link between purchases and consumption.

Category information and scanning data also provides the reference point for retail buyers to manage themselves and assess their performance. Category management treats the buyers and suppliers as knowledge workers, who basically manage their own performance. Traditional command-and-control management systems will not work with this new business. 

B2B e-Commerce

Category level information provides the information for the buyers and suppliers to monitor the consumer impact of their innovations. B2B e-Commerce can support category management in produce for two main reasons.

· The Internet provides the ideal information management platform to assist collaboration across the whole chain from retail store back to the grower. Information on volatile demand and supply can be shared in real time across a global network.

· By assisting firms align their business processes, Web-based systems such as Agribuys assists firms align the chain to the end consumer and adopt appropriate incentive systems. 

· New powerful information management software can be accessed on a monthly payment basis to supplier firms who could not justify the expense of such software on an enterprise purchase basis.  Demand planning (including forecasting) and Revenue Management (in particular managing price and promotions) are the two main functionality products that Agribuys has linked to its basic transaction service.

Further details are provided in the series of three Agribuys White Papers titled “The Perishable Food Industry: ripe for e-Commerce”.

 About Agribuys

From inception, Agribuys based its business model on a deep understanding of the application of information technology coupled with the profound insights into the strategic imperatives of the perishable food industries.

Agribuys was the first e-commerce firm to understand that due to the perishable and non-standard nature of the products that procurement and coordination across the whole network could be a source of competitive advantage. And that many firms had responded to the non-standard characteristics of the product and had developed close relationships with suppliers and customers.

Whilst we have continued to refine our strategies, Agribuys was never faced with the time-sapping task of reinventing its business model.

We have developed a management system specifically for perishable food that audits the relationship based on both the win-win and win-lose games. The system also evaluates and assists firms manage the relationship asset.

Key indicators of Agribuys’ long-term viability are highlighted below:

· Agribuys is the largest web-based food procurement company worldwide. It has grown faster than any other B2B in this space and is continuing to grow.  
· Agribuys has a staff of more than 60 Internet technology developers representing an unparalleled commitment to the business and our clients. Our investment in technology infrastructure will continue to grow significantly. 
· Agribuys is the official partner to provide the World Wide Retail Exchange with a perishable food procurement platform

· Executing the actual implementation of the technology within the industry. Agribuys now possesses unique know-how on the most effective ways to deploy B2B within an organization, and can address the issues and challenges of large scale organizational, technological and business process change.
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Shifting the performance reference point closer to the consumer recognizes that the big gains in the future will come from putting value in.








The supplier invests in the relationship with the retailer, rather than in a direct branded relationship with consumers.








In grocery the value of understanding consumers and managing information is captured in the brand.





The retailer’s task is to design the incentive systems that support a totally new way of doing business.





Category management is not just about reducing the number of suppliers.





Category management involves the design of a performance measurement system to encourage innovation in a non-branded environment.





Cash flow implications





The next big challenge is to align the whole network to the needs of the final consumer.























Category management treats the buyers as knowledge workers, who develop their own jobs.





B2B e-Commerce provides the ideal platform for managing information across the whole chain.





Consumer response to promotions provides the insights on substitute and complementary products 





Promotions provide the secret to better understanding consumers.
































Knowledge embedded in products














The big difference is size between the retailer and supplier makes it even more difficult to manage the relationship.





Intangible relationship assets





Partnering capabilities





Investing in the relationship with the supermarket is riskier than the brand relationship with consumers.





Building business relationships is like playing two games simultaneously.





New packaging, products, promotions and pricing are basically information embedded in the product.





The can of peaches can be branded: there is a clear incentive to create consumer value.





The rewards are guaranteed and significant.
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