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Making Money with Small Customers

Smaller customers provide big opportunity for the bottom line

There is often a perception in sales that the smallest
accounts are not worth the time and effort to obtain
the small amount of sales they provide. But a shift in
how these customers are served can result in a signifi-
cant improvement to the bottom line. In this article,
Jonathan Bein of Real Results Marketing provides

an overview of how distributors can serve smaller
customers and still make money doing so.

By Jonathan Bein

If you give a salesperson 100 accounts to call

on, odds are he or she will actively work the

top 20 to 30, receive calls from the next 20 to 30
and ignore the remaining accounts. While this
salesperson is busy maximizing his or her com-
mission by focusing on the larger accounts, the
company is missing significant opportunity in
the smaller accounts. When these accounts are
acquired and serviced through the proper chan-
nels, priced appropriately and managed well,
they can increase the bottom line by several mar-
gin points. In turn, those margin points often lift
net profit more than 50 percent.

At the same time, these smaller accounts
cannot be serviced in the same way the largest
accounts are if distributors wish to turn this kind
of profit. But there are cost-effective ways to
serve these small to mid-size customers:

e Sales and marketing channel
alignment

e Price improvement

* Cost-to-serve reduction

Figure 1: Account Potential

Major Accounts

Sales Potential per Account

The net effect of these approaches is to in-
crease revenue and margin while reducing cost
to serve such that small and midsize customer
segments become attractive. This article pro-
vides an overview of these approaches.

Marketing and Sales Channel Alignment

For most distributors, the top 10 percent of cus-
tomers represent 60 percent to 90 percent of that
distributor’s revenue. This top decile is almost
always managed by field sales representatives
who rely on large accounts to make quota.

While there is substantial revenue in large
accounts that form the top decile, mid-market
and small accounts that make up the other 90
percent of accounts provide an opportunity to
get higher gross margin percentage, as shown in
Figure 1.

There are three main channels that are cost-
effective for selling to mid-market and small
accounts:

e E-commerce sites that provide easy navi-
gation, good search and great product
content.

® Proactive/outbound inside sales which
involve account managers interacting
almost exclusively by telephone rather
than face-to-face.

® Direct response marketing programs
including traditional print catalogs and
flyers, as well as email marketing and
marketing automation.

The proper development of any one of these
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channels can usually deliver 10 percent or more
compounded revenue growth among small and
mid-market customers over a two- to four-year
period. The combination of these channels can
achieve a compounded growth rate of 15 percent
to 20 percent over a two- to four-year period.
The financial impact to the entire company is 2
percent to 8 percent overall growth.

The expansion of sales channels provides
for a proactive account management process
for every single customer. Without proactive ac-
count management, small to mid-size customers
are highly susceptible to defection — especially
when competitors are prepared to give your cus-
tomers the attention that you failed to provide.
Our research shows that defection rates among
customers who are managed by a sales rep are
much lower than those with no account manage-
ment process in place.

The development of small accounts can
smooth lumpiness in revenue streams that
results from a customer base that is too concen-
trated. It can also provide diversification and
options for when the market shifts. Furthermore,
the cultivation of these accounts will always re-
veal underserved accounts with huge potential
that should be transferred to field sales.

Here are some symptoms that marketing
and channel alignment could be right for you:
¢ Top revenue decile represents more than
75 percent of total revenue. This is evi-
dence that your business is too concen-
trated in a small set of customers.
¢ High churn rate among lower decile cus-
tomers suggests that those customers are
getting better served by your competitors
and moving on.
¢ Lumpy revenue can occur when your
business is too dependent on large ac-
counts or on accounts that have project
revenue.
¢ Low wallet share in your small accounts
indicates that the accounts are under-
served by you.

¢ When field sales is the only or primary

channel, then it is virtually guaranteed
that small accounts are underserved by
you.

Price Improvement

Many distributors subscribe to the myth that

a principled price improvement initiative will
result in losing key customers who are driven
away by higher prices. In reality, small and mid-
size customers are much less price sensitive than
customers in the top revenue decile, particularly

for non-core items they purchase infrequently.

Figure 2 plots the size of the customer on
the X-axis versus the price they pay relative to
list price on the Y-axis. The area highlighted
below 1.0 on the Y-axis shows small customers
who are purchasing at a significant discount.
These discounts are invariably offered for no
apparent reason other than force of habit and
belief that it is necessary to win or maintain the
business.

Some pricing solutions help customers
achieve a margin improvement of 1 to 2 points.
However, work by Strategic Pricing Associates
has repeatedly shown that margin improvement
of 2 to 4 points can be achieved by getting small
customers to pay another 5 percent to 10 percent
on non-core items. This additional margin drops
right to the bottom line and often enhances
profit by 25 percent to 50 percent.

Here are symptoms that price improvement
could be right for you:

¢ Asmall spread between the average
gross margin percentage of your top
revenue decile customers and the rest of
your customer base is strong evidence
that you need price improvement. The
spread should be at least 5 to 10 points
and possibly more depending on your
business.

e If your business culture tries to please
the customer at any cost, then it is nearly
certain that you are offering unwarranted
discounts. It is essential to be able walk
away from customers or transactions that
are not good for your business.

¢ When your business is reacting to pricing
moves in the market without any disci-
pline, then price improvement is a great

Figure 2: Pricing and Customer Size
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opportunity for you.

¢ If your value proposition looks like 80
percent of other distributors who tout
selection, availability, delivery, and
expertise then it means you need to bet-
ter understand value and value selling,
and how to create a differentiated value
proposition.

¢ Frequently there is a vague objective to
get more gross margin without a concrete
plan to do so. This is yet another indica-
tion that price improvement will yield
very good results.

Reduce Cost-to-Serve

Waypoint Analytics has detailed cost-to-serve
information about the customers and transac-
tions for several hundred distributors. A random
sample of 87,000 customers from Waypoint
revealed that unless a distributor has under-
taken the process to reduce cost-to-serve its
customers, it is likely that more than 70 percent
of the customers are unprofitable. The business
is sustained only by the 30 percent of customers
who are profitable. The rest of the customers are
breakeven or a drain.

Measuring net profit, including cost-to-
serve, at the customer level is a powerful start-
ing point for assessing where customers fall on
this spectrum. Plot the peak internal profit (PIP)
by starting with the most profitable transaction
and proceeding to the least profitable transac-
tion as shown in Figure 3.

This curve, called a whale curve because of
its shape, reaches a point of peak internal profit
near the middle. Remaining unprofitable trans-
actions will reduce the peak internal profit. For
a typical wholesale distribution company, only

20 percent to 25 percent of their PIP goes to the
bottom line

The different parts of the curve include:

¢ Core customers — transactions at the left
of the curve that contribute significantly
to net profit.

e Opportunistic customers — transactions
slightly to the left of center that contrib-
ute somewhat to net profit.

e Marginal customers — transactions
slightly to the right of center that sub-
tracting somewhat from net profit.

® Service drain customers — transactions
at the far right that are a significant drain
on profit.

When processes are put in place to reduce
the cost-to-serve for the small customers in the
middle — the opportunistic and marginal cus-
tomers — the PIP curve is transformed to what
is shown in Figure 4 on the next page. The key
objective to reduce cost-to-serve is to increase
the size of transactions and/or reduce the total
number of transactions while keeping rev-
enue constant. In this new curve, the marginal
customers are now at breakeven. The result is
a company that previously had $1.9 million
net profit and now has $2.5 million net profit, a
30 percent gain. This is the conservative view,
because increasing the profitability of the op-
portunistic customers or getting the marginal
customers above breakeven will contribute even
more to the bottom line.

While it is possible to create an in-house so-
lution to reduce cost-to-serve, for most distribu-
tors, getting a third-party solution such as Way-
point Analytics or add-ons to an ERP system is
more efficient and effective.

Here are symptoms that indicate that reduc-

Figure 3: Small Orders on the Peak Internal Profit Line
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Figure 4: Peak Internal Profit After Cost-to-Serve Reductions

Peak Internal Profit Line Level

$7,000,000

e

$6,000,000

e

5,000,000

/

54,000,000 /
£3,000,000

Net Profit

$2,000,000 /

$2.5M

$1TOM —

$1,000,000

g0

0

ing cost-to-serve could be right for you:

e There are too many sales where expenses
exceed gross profit.

e Nobody knows where profits are made
or lost because it cannot be measured at
the transaction or line item level.

e Growth and gains are weak because few
companies manage deltas (profit im-
provements over time).

e Sales people and others are rewarded

only on gross profit rather than net profit.

e There is nothing in the current systems
or processes to detect, prevent or manage
these problems.

Each of these approaches will help distribu-
tors make money with small customers; some
of the most profitable distributors recognize the
potential to make money with small custom-
ers by combining these approaches. When used
alone, sales and marketing channel alignment
can deliver 3 percent to 5 percent compound
revenue growth over a several year period; price
improvement can provide 2 points to 4 points of
margin improvement, which flows through to
the bottom line; and cost-to-serve reduction can
improve the bottom line by 30 percent or more.

Cost-Effective Channel Alignment

Use the right resources to serve small customers for big impact

There is often a perception in sales that the smallest
accounts are not worth the time and effort to obtain
the small amount of sales they provide. In this article,
Jonathan Bein of Real Results Marketing provides an
overview of how realigning sales channels can help
distributors benefit from these small customers.

By Jonathan Bein

For most distributors, the top 10 percent of their
customers represent 60 percent to 90 percent of
that distributor’s revenue. Those customers are
well-served by field sales reps. The remaining
90 percent of the customers, often called house
accounts, have 10 percent to 40 percent of the
total revenue. They are usually passively served
through phone calls to customer service reps,

branch visits and e-commerce sites. However,
there are two attributes of house accounts that
make it worthwhile to actively cultivate them
through the right sales and marketing channels:

Because house accounts are mostly managed
passively, even minimally active efforts to grow
wallet-share in these accounts yields 5 percent
annual growth. Managed properly, these house
accounts can grow 10 percent or more annually
with a significant contribution to overall com-
pany growth.

In work we have done for distributors,
house accounts often have three to six percent-
age points higher margin than assigned ac-
counts. For distributors who have implemented
a price improvement program, the difference in
margin percentage between assigned and house
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Table 1: Overall Company Growth Based on Growth in House Accounts

House account percent of total revenue

10% 20% 30% 40%

5 € 12.5% 1.25% 2.5% 3.75% 5%

£3 10% 1% 2% 3% 4%

=0

§ c 7.5% 0.75% 1.5% 2.25% 3%

3 § 5% 0.5% 1% 1.5% 2%
=

accounts can be as high as 10 points.

The opportunity for growth of house ac-
counts depends heavily on how concentrated
the revenue is among assigned accounts. When
it is more concentrated, even large growth in
the house accounts will have minimal effect on
the total company revenue. Table 1 shows two
dimensions:

* Annual growth rate in revenue of the
house accounts on the vertical axis.

e The percent of all revenue that comes from
house accounts on the horizontal axis.

Each cell shows the revenue growth for the
entire company based on revenue growth in
house accounts. At the lower left, a company
with 10 percent of all revenue in house accounts
that grows those accounts at 5 percent will only
see a net half-percent increase in company rev-
enue. In the upper right, a company that grows

Figure 1: Sales and Marketing Channel Map

Sales potential per account

house accounts at 12.5 percent and has house
accounts that total 40 percent of the revenue
will see a net increase of 5 percent in company
revenue.

Also, since the gross margin percentage for
house accounts is higher than assigned accounts,
the company gross profit grows slightly more
than the company revenue, as shown in Table 1.

Integrated Marketing

To cost-effectively grow house accounts from 5
percent to 12.5 percent per year requires proper
channel alignment. This means that the most
cost-effective channels are different for acquiring
and serving large, mid-size and small customers.
Figure 1 shows a sales and marketing map that
works well for house accounts including mid-
market accounts and small accounts. For the
mid-market accounts, the primary channel is in-
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Table 2: Cost per Contact by Channel

Average annual Average cost/

Contacts/day Contacts/year salary contact
Field sales 3-4 750-1,000 $100K $100-$133
Inside sales 20-25 5,000-6,250 $45K $7-$9

side sales, supported by direct marketing and e-
commerce. Small accounts are primarily handled
through direct marketing and e-commerce.

The multichannel approach works for house
accounts by keeping the distributor on top of its
customers. The net result is increased order fre-
quency and increased average order value that
provides 5 percent to 15 percent annual growth.
The channels work together to drive branch traf-
fic, calls, e-commerce and email orders.

Inside Sales

True inside salespeople are skilled hunters.
They are motivated by capturing new accounts
and rewarded accordingly. This is in contrast
to customer service people who are better at
gathering.

When the proper structures are set up for
proactive inside sales, distributors can cost ef-
fectively serve mid-market and smaller accounts
in a manner that was previously infeasible. The
economics of inside sales are shown in Table 2.
They can reach 20 to 25 customers per day at a
much smaller cost per contact than field sales.
Typical inside sales accounts spend $2,500 to
$15,000 or even $25,000 per year.

Our research finds that there is increasing
preference for inside sales because it takes three
to five minutes instead of an hour-long field
sales visit. This is part of the larger trend toward
more transactional channels and vehicles.

Inside sales programs can be initiated with
only a couple of salespeople. Once the program
is working well, it is easy to add new sales-
people to the team. But keep in mind that a new
inside salesperson will take several months to
reach top efficiency.

E-Commerce
As noted in the 2014 MDM e-commerce survey,
distributor e-commerce channels are maturing.
The percentage of companies with at least 5 per-
cent of total revenue going through the e-com-
merce channel is expected to grow by more than
25 percent in 2014. Distributors with at least 10
percent of total revenue from e-commerce are
expected to see that number double in 2014.
Distributors who have successful e-com-

merce channels view it as a strategic opportu-
nity rather than a tactical requirement dictated
by their largest customers. They combine push
and pull marketing techniques to get customers
and prospects of all sizes to purchase from their
e-commerce platforms.

E-commerce is a great venue for customers
of all sizes, but is particularly well-suited to cus-
tomers who purchase small amounts infrequent-
ly, totaling less than a few thousand dollars per
year. The low cost of creating and fulfilling an
order reduces the cost-to-serve of the customer
to a level where it is profitable for a distributor.

Many distributors with more than $500
million in sales have achieved good levels of
integration across the channel and have devel-
oped more sophisticated marketing effectiveness
measurements. The imperative for distributors
of all sizes is to create and continually refine
multi-channel offerings.

Direct Marketing

Direct marketing includes both traditional print
media such as catalogs, brochures and flyers,

as well digital marketing through email and
marketing automation tools. Direct response
marketing will not only increase sales of items
featured in offers, but it also increases sales of
other products. The rising tide lifts all boats.

The cost of direct marketing is usually less
than $1 per contact, perhaps even a few cents
per contact. Key with direct marketing is the
regularity of touching the customer. It is well
understood that multiple touches per customer
are usually required before they are compelled
to action.

Like the inside sales, there is no need to be-
gin a direct marketing program with the entire
customer base. The program should be large
enough that it can have a test group and a con-
trol group to see what is working. For example,
a print and digital flyer program would be
tested with a control group that gets no corre-
spondence, one that get just digital, one that gets
just print and one that receives both. This type
of testing is powerful because many customer
segments touch a variety of age groups who
each have different communication preferences.
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Getting the right mix of digital and print will
improve both effectiveness and efficiency of the
campaign.

Aligning sales and marketing channels is
one of the keys to making money with small
customers. A company can grow 3 percent to
5 percent every year just by actively cultivat-
ing small and mid-market accounts. Over time,

customers should be able to purchase from you
how and when they want.

The sequencing of these programs is im-
portant. E-commerce will take about a year to
launch and another year to have a smooth op-
eration. Inside sales or direct marketing can be
implemented more quickly, and as a result, may
be a better place to begin.

Balancing Margin & Cost

The key to success is keeping services costs in line with gross profit

Predicting profitability of an order by measuring
average margin is ineffective. Averages are suscep-
tible to outliers and rarely represent the true value of
any individual measure within the set. In this article,
the authors examine flaws in conventional thinking
about margin and provide practical ways to better
manage small orders.

By Randy MacLean and Jonathan Bein

Distributors and wholesalers have been deal-
ing with the “small order problem” for decades.
Now, more than ever, mastering the policies and
procedures that are a near-complete solution to
this issue is a necessary and fundamental skill
for every distribution organization.

Examination of distribution company trans-
action data provides deep insight into distribu-
tion profit production, and clear guidance on
how every company can quickly and directly
address this very real challenge.

Nearly a decade of this work shows that ev-
ery company has a small account component to
its business, and the profit dynamics are pretty
much universal. It reveals significant adverse
impact on profitability where this component
hasn’t been managed, and significant profit con-
tribution where it has.

Addressing this effectively can be one of
the most important things a company can do
because it can lead directly to immediate and
sustained profit gains of 25 percent or more.
There’s no delay because there’s no requirement
to develop new business; it’s already there.

How’d We Get Here?

Every distribution company, at its genesis, is
a very small player and for the most part, can
attract and retain only very small accounts. In
this phase, the company will have a naturally

low operating cost as it has not yet invested in
the personnel and infrastructure that will later
be needed to service larger accounts and larger
deals.

As the years pass and the company grows,
it is able to attract and service larger accounts,
which produce larger gross profit numbers that
cover the service costs of larger deals. The com-
pany invests in capabilities and infrastructure
to support a service model geared to a more so-
phisticated relationship with its larger accounts.
This “improved” service model is a mismatch
for small accounts, with increased infrastructure
costs they don’t need, don’t want and won’t pay
for. The gross profit production is just too small
to support the additional cost-to-serve.

The issue occurs at the order level: larger ac-
counts will have more orders that produce gross
profit to cover the service costs; small accounts
will have a larger proportion of orders that do
not.

To enhance the profit viability of small
orders, companies don’t have to invent a new
infrastructure or skill set, they can just reconsti-
tute an old one.

How Profit is Actually Made

In our profit analytics work, a core discovery
provides guidance to reliable strategies for profit
production. It also refutes much of the conven-
tional wisdom that thwarts companies” attempts
to drive profit gains.

Paradoxically, it’s the pursuit of analytics
that has led to the biggest roadblock to distribu-
tion profitability.

At one point or another, every manager
has gone through an exercise of determining
the average profit on an order or the average
size of a profitable order to establish a “rule of
thumb” guideline to assist with identifying good

dmle)es)
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or poor performance. It also led to the conclu-
sion that every order above this average would
make some small contribution to the bottom
line. In practice, the average is most commonly
expressed as a gross margin rate.

The data shows this methodology — and the
resulting decision-making — is just flat wrong.

The profitability of an order cannot be pre-
dicted by its margin. That would be like trying
to predict the height of the next person to walk
by a building using the U.S. national average
male height of 5" 10%”, which will result in an
incorrect prediction in all but the rarest of cases.
Correspondingly, the next order likely will gen-
erate a profit that will be lower than (or, poten-
tially, much higher than) expected regardless of
the gross margin rate.

Every order generates a specific number of
gross profit dollars and carries with it a specific
cost structure directly related to the consump-
tion of infrastructure. Direct orders, for example,
don’t involve the warehouse, and therefore are
less expensive and can support lower pricing.
The profitability of any particular order is driven
by the spread between the gross profit dollars
and the specific cost structure associated with
the order.

Mathematically, margin rates stay within
a very narrow band, roughly 15 to 30 percent.
The cost structure rates cover the whole range,
from near-zero to more than 100 percent of the
order’s revenue. The important discovery is
that, because of its much broader range, the cost
rate is a much bigger factor in determining order
profitability than gross margin ever can be.

This leads to another epiphany in profit gen-
eration: a company’s bottom line is the net of all
money-making orders, less all money-losing or-
ders. For most distributors, between 60 percent
and 80 percent of all orders lose money. This
means that the money-making orders produce
extraordinary profit rates, enough to cover the
losses on the majority of orders and leave some
small amount that is the company’s bottom line.

It’s not only a strong indictment of the
industry’s rule-of-thumb gross-margin manage-
ment, it also suggests a pathway to extraordi-
nary profits. This knowledge can be used to di-
rectly exploit the opportunity in small accounts.

Addressing the Small Account Challenge
Since every order generates a specific number
of gross profit dollars — the operating budget
for servicing the order — and has a specific cost
structure determined by the associated logisti-
cal elements, the real trick is to keep the service

costs within the gross profit operating budget of
each and every order.

To make sure this happens, increase gross
profit amount on the order and/or reduce the
service costs for the order.

The company can decide to either give up
the small accounts or reestablish the kind of
infrastructure that is an ideal match for accounts
of this size. This is what Bruce Merrifield refers
to as the “wholetail” model:

Increasing gross profit can be achieved by
establishing differentiated (higher) pricing for
the small account group and for wholetail sales.
Add-ons, such as delivery charges, small order
charges and other service fees, also contribute
to higher gross profit production, helping make
small orders viable.

Decreasing associated infrastructure costs
also contributes to the viability of small orders.
There are commonly five logistical elements that
make up the cost structure of any order: order
entry, warehousing, delivery, A/R & administra-
tion and sales compensation. In the wholetail
model, the goal is to reduce or eliminate as
many of these as possible.

Attack order entry costs by selling only
vendor-bundled and barcoded items at the
counter. Stop selling singles of 50-cent parts that
need manual processing at the register.

Reduce warehousing costs by moving the
most popular products in front of the counter
and let the customers do the picking.

Make sure delivery is a gross profit genera-
tor by charging more for it than it costs to buy or
produce.

Eliminate account receivable and adminis-
trative expenses by making all small accounts,
and all small counter sales, credit card only.
Fully half of A/R tracking and collection struc-
ture is driven by tiny orders from tiny accounts.

Helping customers combine orders contrib-
utes positively to all of these areas.

Finally, eliminate sales commissions on
counter sales, small orders and small accounts.
Reps need a narrower focus to service and
obtain significant accounts. Paying them on ac-
counts they never call on — accounts they don’t
influence — is both a distraction to the reps and
an unnecessary drain on your bottom line.

Making It Work

Moves like these usually trigger a little noise
and smoke, but rarely an actual fire. Meanwhile,
they get the company on a path to increased
profitability and remind everyone the relation-
ship between gross profit and logistics costs.
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There can be amazing results when com-
pany leaders realize how the math works and
how to use these techniques to get control and

mastery over their small account/small order

business. Some companies have realized perma-

nent triple-digit profit gains.

Defeating the Profit Drag

When managed properly, small customers can be served profitably

While small customers present significant challenges
for many distributors, implementing changes to how
they are served can eliminate the profit drag created
by them. This article examines the challenges and
provides practical steps for mitigating the profit chal-
lenge of small customers.

By David S. Bauders

Companies typically start with small custom-
ers, grow some of them into large customers,
continue to add new small customers and learn
a lot from serving all of them.

Small customers are an important source
for learning how to serve myriad market needs.
They diversify the customer base (and associ-
ated risks of customer concentration) and, in
aggregate, improve pricing leverage with more
powerful customers and vendors. They also can
represent a leading indicator of a company’s
sales and marketing vitality, its operational ca-
pabilities and, more fundamentally, the validity
of a company’s value proposition and competi-
tive positioning. A healthy business will likely
have a continuous flow of small customers.

It's exciting, at a gut level, to attract new small
customers.

So, why do so many executives feel ambiva-
lent about small customers? If you ask them to
describe their customer base, they almost always
start off by using the 80/20 rule and tell you
about everyone in the top 80 percent and noth-
ing about those in the bottom 20 percent. They
treat the bottom tier as if it were nonexistent, not
worth understanding, not worth managing.

This perspective has consequences.

First, there are plenty of reasons to be cau-
tious about small customers and their profit-
ability. Small customers are a challenge to serve
profitably. There is a lot of churn with small cus-
tomers, many of whom buy one time and then
disappear. Their up-front costs to serve, as a
share of available gross profit, are high. They can
consume valuable organizational bandwidth,
reducing service levels, implied future growth
rates and pricing leverage for larger accounts.

Small customers may distract the sales team
from targeting the bigger customer opportuni-
ties that drive profitability. Additionally, typical
sales commission structures pay a higher share
of potential profit than they would if small
customers’ relatively greater costs were properly
understood.

Small customers may be more prone to
haggle on price, and they frequently receive
discounts that many executives would consider
unacceptable for larger accounts. It’s no surprise
that many management teams are cautious of
the value small customers provide. Every busi-
ness should understand these factors carefully
and be thoughtful about how and when to pur-
sue small customers.

Small Customer Turnover

Many small customers are one-time customers.
They often buy a product once, often as a conve-
nience purchase, and never buy from you again
— presumably reverting to their usual supplier.
They churn at a very high rate.

“Churn” is the percentage of accounts that
have sales in a given 12-month period but do
not have sales in the following 12-month period.
Strategic Pricing Associates data show the dis-
couraging difference in small-customer churn:
There is a 30 percent to 40 percent churn rate in
small customers (defined as the bottom quintile,
or 20 percent, of revenue), compared to 3 percent
to 6 percent churn in the higher quintiles.

Setting up accounts for a one-time event
is expensive and time-consuming. It requires
entering new customer information in the CRM,
finding product from bottom-tier vendors
(also more costly to serve), understanding new
specification and application requirements, and
processing credit and payment activities.

For the typical distributor, these setup costs
are broadly estimated at $50 to $75, lowering
the profitability for virtually all small one-time
customers. Furthermore, small customers’ order
volumes are also small, frequently less than
break-even revenue. Any order below $250 from
such a customer is likely to be unprofitable if
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properly measured. SPA estimates the impact
of these money-losing orders at about 50 basis
points on overall revenue.

Inside and outside sales reps waste time,
effort and focus on accounts that provide the
superficial gratification of new business but that
are actually reducing profits. The commission
structure likely rewards them on either sales
dollars or (overstated) gross margin dollars.

The Myth of “Growth Potential”

Sales reps often misunderstand the true po-
tential of small accounts, labeling them “high
potential.” SPA’s research shows that in any
given year, 93 percent of accounts stay in the
same size class the following year. Furthermore,
97.5 percent of small accounts in any given year
remain small the next year; 4 percent move up
one quintile; 1 percent move up two quintiles; 0
percent move up three or four quintiles.

The upward mobility statistics are modest
but better for other customer size quintiles. The
biggest opportunities seem to be concentrated
in retaining and/or expanding the loyalty of the
next two quintiles up in size; in these groups,
there is a 30 to 40 percent probability that they
will shrink by one or two quintiles from one
year to the next. Sales efforts should be priori-
tized accordingly.

The real growth opportunities are concen-
trated in Table 1 below.

Under-Pricing of Small Customers

The tendency of small customers to receive
lower prices cannot be overstated and shouldn’t
be ignored. SPA’s research shows that 30 percent
of small customers in any given year are paying
below-market price for their basket of products,
reducing overall margins by 3.5 percent to 5.5

Table 1: Customer Mobility

percent. To measure the margin impact, we com-
pare actual margin to what it would have been
if customers had paid true market price and/or
size-adjusted market pricing.

Small customers often get lower prices for
several reasons. First, the small dollar impact
of large pricing concessions to small custom-
ers doesn’t trigger the financial alarm bells that
would result if the same percentage concessions
were given to larger customers. This is called
financial death by a thousand small price cuts.
This disparity in demonstrated in Figure 1 on
the next page.

Many small accounts, because they are new
to the ERP system, get priced on-the-fly, side-
stepping pricing structures and safeguards.
They aren’t tracked carefully due to their size
and churn rates. Most importantly, their cumula-
tive drag on financial performance is rarely fully
understood.

The cumulative effect of small customers’
churn characteristics, disproportionate fixed
costs and tendency to be underpriced conserva-
tively total 4.2 percent of sales for the typical dis-
tributor, 0.4 percent for disproportionate churn
characteristics, 0.4 percent for disproportionate
up-front costs and 3.4 percent for underpriced
small customers. Since the average distributor
makes only 4 percent EBITDA, the incremental
costs of serving small customers represents an
ongoing drain of more than 100 percent of aver-
age EBITDA. For a $50 million distributor, that
reduction in EBITDA is $2.1 million annually,
with an implied reduction of $14.7 million (at
multiplier of 7x) in enterprise value. Managing
small-customer profitability is indeed a million-
dollar challenge.

Are most distributors better off firing small
customers and avoiding acquiring new ones?

The table shows the percentage of customers who shift size quintiles from one year to the next. For example a
huge customer in Quintile 5 that changes by -4 quintiles would move into Quintile 1 (Small).

Zocg:)unts Quintile Moves from One Year to the Next

Customer Size -4 -3 -2 0 1 2 3 4
Quintile 5 (huge) 4.0% | 4.0% 16.0% | 76.0%

Quintile 4 6.0% | 34%| 20.7% | 655% | 4.3%

Quintile 3 9.0% | 27.2% | 56.7% | 6.9% | 0.3%

Quintile 2 415% | 499% | 7.8%| 07%| 0.1%
Quintile 1 (small) 97.5% | 22% | 0.2%| 0.0%

TOTAL 0.0%| 0.1%| 0.3% 3.8% | 928% | 2.7%| 03%| 0.0%| 0.0%
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Shareholders will want to know the strategy to
address these pivotal facts. These facts can be
mitigated, setting the stage for true profitability
(or, perhaps, just smaller losses) from the small
customer base.

Manage What You Measure
First, establish a quantitative assessment of the
issue in your business. Expert reporting and
pricing tools can help quantify your small cus-
tomer challenge:
¢ Document the percentage of revenue
coming from small accounts.
¢ Identify churn rates by customer type and
size.
* Profile vendor cost-to-serve and vendor
mix per customer type/size tier.
¢ Identify and measure underpriced vol-
ume by customer type and size.
¢ Set up pricing tools and processes to
remediate and prevent under-pricing of
small customers.
* Understand transactional cost-to-serve by
customer type and size.

¢ Identify and quantify unprofitable
customers.

* Properly adjust commission structures to
reflect profitability characteristics.

* Quantify the financial drag on EBITDA
and enterprise value.

These metrics and tools can help identify
how to turn the profit situation around for both
small customers and others,

A Path Forward
The key to happiness with small customers is
complex yet simple. Refrain from exerting scarce
organizational resources on small accounts that
have little or no potential growth rates. Point
them to methods of service (inside sales, e-com-
merce, etc.) and vendors that are appropriate to
the size of the opportunity. Incent the sales team
to reduce churn rates for mid-size accounts and
to identify and deliver profitable small accounts.
Most importantly, make sure small accounts
are priced at reasonable premiums to offset their
higher costs to serve. Make sure the pricing pro-

Figure 1: Customer Size vs. Price Index (1.0=Market Average Price)

Pricing for small customers often fails to follow market prices for a number of reasons. The smaller the

customer, the wider the pricing disparity.
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cess and tools reliably produce this outcome.
Commit to making meaningful progress to
boost the profitability of small accounts:

¢ Identify which customers are under-
priced, by how much and on which
products.

¢ Assign those customers to new, optimized
pricing structures that mitigate or reverse
the profit drag.

¢ Identify which customers must do busi-
ness online or through other low-cost
transaction methods or suppliers.

e Set terms and conditions (minimum order
size, payment terms, price tiers, vendor
limitations) that improve profit drivers.

¢ Identify predictive factors to avoid churn-
prone small customers.

® DPrioritize sales assignments to those small

accounts with clear predictors of growth.
¢ Add important safeguards to commission
structures to align incentives.
Distributors need to apply classic Six Sigma
principles to define, measure, analyze, imple-
ment and control a small-customer strategy.
With a proper understanding of small-cus-
tomer profit and vitality characteristics, realistic
expectations about their costs and benefits, and
a strategy for managing both, a company can
improve its vitality and profitability. The key is
understanding, strategy, processes and execu-
tion. Instead of always thinking about the 80/20
principle, make a point of systematically invert-
ing this perspective to the 20/80 principle.
Make small customers a profitable source of
growing vitality. Shareholders will appreciate it.
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