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Workshop will work through an illustrative Cost to Serve 
analysis

First some background
The Cost to Serve Profit Model
Beer ‘N Chips Co.
Cost to Serve methodology

Tea Break
Scenario modelling methodology
Revenue & Discounts
Product costs

Lunch 
Customer Cost to Serve 
• Logistics
• Selling

Tea Break
Overheads
Beer ‘N Chip revitalised
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These are interesting times

Woolworths
Trans-Tasman market
Foodstuffs response
The Warehouse into grocery
Pressure to reduce ranging
Increase of private label (house brands)

For suppliers business is more complex & demanding 
… and pressure to maintain margins 
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Margins are getting tighter - There is no longer room for guess 
work in key decisions

Suppliers are pressured to 
make decisions without the 
supporting information

Stressful
Unnerving
Risky
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Understanding Cost to Serve and scenario modelling supports 
decision making 

Cost to Serve and scenario modelling answers the 
“what if?” question
What if we …

… gave a discount for full pallet purchases?
• How much could we give away?
• What would we save?
… shipped full containers to Chch?
• How much could we give away?
• What would we save?
… packed 6 per case instead of 12?
… introduced outbound tele-sales and reduced reps?
• If we lost sales how much could we afford, but ..
… dropped a product line?
• Is less more?



AdvisorBase

Introducing 
Beer ‘N Chip
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Beer ‘N Chip Co. is an illustrative company
A micro brewery, flushed with the success of its beers 
decided to buy a growing snack and dips business …
Chips ‘N Dips.
There were apparent synergies:

• Chips ‘N Dips:
Sold premium product through grocery and foodservice
Had an established field selling infrastructure
Had expertise in its markets

• MicroBrew:
Had award winning premium beers
Invested in a larger brewery
Sold mainly through its own chain of pubs
Distributed increasing quantities to independent pubs & 
clubs 

With the acquisition MicroBrew would acquire the 
expertise and infrastructure to grow its own sales 
dramatically – and add a profitable complementary 
product line

BEER
‘N

CHIP
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Beer ‘N Chip has a focused customer base for its 
tightly controlled product range

Customers
Grocery
• Grocery DCs
• Grocery DSD
Mass Merchants
Pubs & Clubs
Distributors

Products:
Premium beer
Quality chips
Superior dips

BEER
‘N

CHIP
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Cost to Serve Profit Model
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Gross Sales

Cost Of Goods Sold

Gross Margin

Discounts

Net Margin

Divisional costs

Earnings

Take a fresh look at real profitability … view it differently

Gross Sales

Discounts & Promo

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads
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Gross Sales

Cost Of Goods Sold

Gross Margin

Discounts & Promo

Net Margin

Divisional costs

Earnings

Take a fresh look at real profitability … view it differently

Gross Sales

Discounts & Promo

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads
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Compare traditional view with Cost to Serve view

Financing costs = $1,190,244
EBITA less financing = $7,082,024

The bottom line stays the same, it’s how you get there that changes

BEER
‘N

CHIP
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In practical terms what’s the difference
At first glance nothing, company profit is unchanged 
… but …
… when we look closer we see key differences
Beer ‘n Chip Co illustrates the approach
Old style P&L – New C2S contribution statement
Key differences

GSV c.f. Sales
GM%
Position of promo costs (co-op)
Inventory holding costs
C2S c.f. operating costs

BEER
‘N

CHIP
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It is important not to lose information

Gross Sales

Discounts

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads

… but net net
sales is real 
income …

Sales = quantity x price
…

… and COGS should be 
true product cost

…

… net margin is 
all there is to 
cover costs …

… while Cost to Serve is 
the real cost of doing 

business …

… contribution 
to overheads is 
an undistorted 
profit measure… and overheads should 

be highlighted.

All discounts & 
trade spend
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Gross sales is what we sell x price … which seems simple

Gross Sales

Discounts

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads

Product 
Mix

Mix x quantity

Revenue 
Terms

Revenue terms 
drive sales 
volumes

Product mix 
drives the 
business 
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Revenue is also ‘number of orders’ x ‘average order size’

Gross Sales

Discounts

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads

Efficiency 
Terms

Order size x 
ordersOrder size is the 

major driver of 
Cost to Serve

Efficiency terms 
reflect Cost to 

Serve and 
encourage efficient 
customer behaviour
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Route to market and service level reflect how we face the 
business we are in

Gross Sales

Discounts

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads

Product 
Mix

Customer 
Mix

Service Strategy

How we service our 
customers is the 

other major driver 
of Cost to Serve

Product 
mix drives 

our 
customers 

mix
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Gross Sales

Discounts

Net Net Sales

Cost Of Goods Sold

Net Margin

Cost to Serve

Net Contribution

Overheads

The “Cost to Serve Profit Model” pulls it all together

Efficiency 
Terms

Order size x 
orders

Product 
Mix

Mix x quantity

Revenue 
Terms

Customer 
Mix

Service Strategy



AdvisorBase

Let’s look at 
Beer ‘N Chip
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Our first detailed look at Cost to Serve: by customer 
profitability, not all channels equally profitable

Did Beer 
‘N Chip 
know 
Pubs & 
Clubs
had a 
much 
higher 
Cost to 
Serve?

BEER
‘N

CHIP
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Our first detailed look at Cost to Serve, shows up 
some weaknesses

Profitability by customer – key observations

BEER
‘N

CHIP

Highest discounts to 
Mass Merchants
• Partly due to hidden 

(List Price) discount
Lowest discounts to 
Pubs & Clubs
Dist have lowest Cost 
to Serve – Pubs & 
Clubs highest
High selling costs in 
Pubs & Clubs
Grocery as a mix of DC 
& DSD sits near the 
middle.
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Clearly a problem 
within the chips 
category 

How much did 
we pay for that 
business??

Knowing the profitable customers raised some questions 
– what about product profitability?

BEER
‘N

CHIP
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The Cost to Serve profitability model highlights the 
source of the chips problem

Profitability by product – key observations

BEER
‘N

CHIP

High discounts (Chips)
High rep time (Chips)
COGS % (Beer highest, then 
Dips)
Inventory holding (high for Chips)
Cost to Serve lowest for Beer
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The real story lies in viewing profit by customer by product
Profitability by customer by product

BEER
‘N

CHIP

Sample of 2 customers groups 
profitability for beer.

Grocery has far higher level of 
discounts
Pubs & Clubs are double the Cost 
to Serve
Grocery’s low Cost to Serve fails to 
fully compensate for higher 
discounts



AdvisorBase

Cost to Serve

Methodology Overview
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This workshop focuses on supplier Cost to Serve analysis …
BUT more valuable is Cost to Shelf analysis

Cost to Shelf analysis is the summation of 
Supplier Cost to Serve and
Retailer Cost to Serve

The advantage of Cost to Shelf analysis is:
It identifies initiatives that minimise overall costs
It highlights the benefits to suppliers of initiatives that may 
cost them money
It puts pressure on the retailer & supplier to perform to best 
practice
It highlights how costs & benefits should be shared
It delivers lowest cost of product on shelf which implies:
• Lower selling price … or …
• Increased margins

The methodology is same as for Cost to Serve but 
spans a longer supply chain.
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Establishing Cost to Serve  - Process overview
There are four main stages involved in the 
development of Cost to Serve 

Decision support 
analysis

Model Building & 
Validation

Data Gathering  
Processing & Validation

Definition

• Objective & Scope

• Required outputs

• Activity List

• Cost drivers

• Customer Groups

• Product Groups

• Data required

• Cost to Serve Model

• Scenario Model

• Financial

• Resource

• Transactions

• Surveys:

• Warehouse

• Field Sales

• Customer Service

• Freight allocations

• Base data extraction

• Cost to Serve  
Analysis

• Scenario Analysis

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Data gathering, processing and validation drives Cost to 
Serve timeline 

Each phase has its own 
challenges and some have 
rewards

Model Building & 
Validation

Data Gathering  
Processing& Validation

Have to get it right 
… or model won’t 
answer key 
questions

Technically 
demanding

Validation is 
essential

Time consuming, 
tedious and 
sometimes 
frustrating.

Getting it right 
saves time in 
model validation

What makes it all 
worthwhile

Definition

Decision support 
analysis

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Cost flow mechanism
AdvisorBase uses its “T” framework to restructure financial data and 
enables the conventional ABC elements to be used.

Cost objectsResource pools

Resource 
drivers

Activities Activity 
drivers

The elements that 
undertake the 

business activities

Cost Centres, grouped 
into Resource Pools

Source data is GL -
Balance sheet and P&L

The way activities use 
resources

Based on the way a resource 
pool is shared among the 

activities it undertakes

E.g. assigned staff numbers; 
percent of time to task; 
space used; number of 

transactions.

The actions of being in
business

The process of 
delivering the goods 
and services of the 

business. 

E.g. order taking;
in-store services;

delivery.

The way cost objects 
use activities

Usually volume or 
method based.

E.g.  number of 
transactions; volumes; 

frequency; time per 
unit.

The objectives of 
business activities

Typically customers, 
channels, products 
and business units .
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A “T” depicts the transferring of costs from 
RESOURCE POOLS through ACTIVITIES to the 
COST OBJECTS 

A
ctivities

Cost objectsResource pools

Financial input data

Warehouse Resource Pool: 
$820,000

G
eneral ledger

Cost Centre Grouping

Warehouse Activities 
Receive shipments$ 160,000
Pick pallet orders $160,000
Pick carton orders $500,000

Warehouse resource driver:
Inwards staff FTEs: 2.0
Pallet pick staff FTEs: 2.0
Carton pick staff: 6.1

Warehouse Cost Centre 
Salaries 600,000
Temp staff 60,000
ACC 60,000
Super scheme 30,000
Safety clothing 6,000
Training 12,000
Provision for leave pay 32,000
Forklift hire 20,000

Activity Cost by Cost Object:
Cust A Cust B

Receive shipments $  80,000 $  80,000
Pick pallet orders $120,000 $  40,000
Pick carton orders$  50,000 $450,000
TOTAL $250,000 $570,000

Warehouse pick activity drivers:
Cust A Cust B

Total cartons: 3,250,000 3,250,000
Number of pallets: 60,000 20,000
Number of cartons:   250,000 2,250,000

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Some enterprise IT systems “report” profit by customer 
and/or product and even activity costs … but … …

The validity of a Cost to Serve based analysis is the 
drivers used to assign costs.
Check how your ERP is set up:

Costs often all assigned in proportion to sales
No ‘static’ drivers used (e.g. staff deployment) or if used not 
updated since …
Variable and fixed portion of costs not differentiated
Overheads not usually separated from profitability figure.

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Traditionally Pubs & Clubs seen as most profitable
Often a quick approach to customer 
profitability is tried.

The traditional P&L lines are split to the customer groups 
on the basis on sales
This can show a misleading picture of customer profitability

BEER
‘N

CHIP
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Compare Beer ‘N Chip P&Ls for cost allocation 
methodology Breaking the GL into activities then allocating 

the costs to customers develops a more accurate view

BEER
‘N

CHIP

Allocation on sales 
has P&C as the 
most profitable –
using ABC they are 
shown to be the 
LEAST profitable
Grocery which 
looked to be least 
profitable are slightly 
more profitable than 
P&C

Compared to the 
traditional
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Traditionally Chips looked very profitable
As with customers a quick approach to product 
profitability is to allocate costs on the basis of sales.

This can show to a misleading picture of product profitability

BEER
‘N

CHIP
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It is clear that ABC allocation can reveal otherwise 
hidden issues.

Compare Beer ‘N Chip P&Ls for cost allocation 
methodology

BEER
‘N

CHIP

v.s.

When costs allocated on sales 
chips are most profitable and all 
categories contributing after 
overheads – with ABC beer is the 
most profitable and chips are in 
trouble!
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First project step is to decide the scope of the Cost to 
Serve analysis

Objective:
What questions do we want the model to answer

Cost objects
Do we want analysis by customers and/or products
• Identify customer groups
• Identify product categories

Activity list
What activity areas are we going to focus on
What activities may change

Focus on the 
questions 

being 
answered

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Objective for Beer ‘N Chip –
Make the acquisition work!

Question:
How to improve overall profitability:

Which customers make money & why?
Which product make money & why?

BEER
‘N

CHIP
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A cost object is defined by its characteristics
Define customer and/or product groups

Customer groups:
Group customers that behave similarly and use business 
resources in similar way e.g:
• Pak ‘n Save Auckland Metro
• Progressive DC AKL
• Foodservice Lower NI

Product groups:
Group products that have similar characteristics and use 
business resources in a similar way e.g:
• Chilled
• Premium beer
• High density products (dips separate from chips)

Why groups? 
– are you 

going to take 
decisions 

about a single 
customer (a 
New World 
store) or a 

single SKU?

What is the 
implication of 
having a great 
many groups?

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers
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Beer ‘N Chip customer & product groups
We have kept Beer ‘N Chip simple

Customer Groups:
Grocery DC Metro
Grocery DC Provincial
Metro grocery stores
Non Metro grocery stores
Mass Merchants
Pubs & Clubs (metro)
Pubs & Clubs (provincial)
Distributor 1
Distributor 2

BEER
‘N

CHIP

1.44 m3345 kg80Dips

1.68 m3121 kg27Chips

1.86 m3907 kg60Beer

m3 per 
pallet

Kgs per 
pallet

Cartons 
per pallet

Product Groups:

BEER
‘N

CHIP



Copyright © 2006 AdvisorBase Limited all rights reserved. 40 AdvisorBase

Focus on activities that are real and variable
Distinguish between customer and product driven 
activities
• If the purpose is customer Cost to Serve or product 

profitability the activity list will be different, e.g.:
Pick full cases: Auckland if customer centric
Pick full cases: Auckland - Category food if product 
centric

Focus on activities that vary between customers and/or 
products, e.g.:
• Field selling
• Transaction processing
• Freight
Some activity lists contain activities of questionable value:
• E.g. “truck waiting to unload” is interesting, but if you 

your freight contract is not time based is the 
knowledge gained worth the effort of gathering the 
data 

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers



Copyright © 2006 AdvisorBase Limited all rights reserved. 41 AdvisorBase

The activity list is a key to a successful project
The AdvisorBase typical activity list:
30 high level activity groups, summarised as:

Revenue and trade terms
Internal product resupply, handling and storage
Order / transaction processing
Customer order handling and delivery
Key account management
Field sales and in-store services
Product driven activities including marketing
Business sustaining and other overhead activities

List may expand to 2,500 to account for:
Regionally centred activities
Product category differentiated activities
Process ‘anomalies’

Activity list is driven by objectives

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers



Copyright © 2006 AdvisorBase Limited all rights reserved. 42 AdvisorBase

Beer ‘N Chip activity list

Cost to serve activities:
Order processing and finance AR

BEER
‘N

CHIP

Gross Sales   BEER
Gross Sales   CHIPS
Gross Sales   DIPS
Credits ullage related  BEER
Credits ullage related  CHIPS
Credits ullage related  DIPS
Credits non-ullage related  BEER
Credits non-ullage related  CHIPS
Credits non-ullage related  DIPS
Perm/Efficiency terms (existing) Trading Terms  BEER
Perm/Efficiency terms (existing) Trading Terms  CHIPS
Perm/Efficiency terms (existing) Trading Terms  DIPS
Perm/Efficiency terms (existing) Settlement  BEER
Perm/Efficiency terms (existing) Settlement  CHIPS
Perm/Efficiency terms (existing) Settlement  DIPS
Hidden/balncing discount  BEER
Hidden/balncing discount  CHIPS
Hidden/balncing discount  DIPS
Revenue Terms On invoice  BEER
Revenue Terms On invoice  CHIPS
Revenue Terms On invoice  DIPS
Revenue Terms Rebate  BEER
Revenue Terms Rebate  CHIPS
Revenue Terms Rebate  DIPS
Revenue Terms Co-op  BEER
Revenue Terms Co-op  CHIPS
Revenue Terms Co-op  DIPS

COGS   BEER
COGS   CHIPS
COGS   DIPS

Process consumer queries  BEER
Process consumer queries  CHIPS
Process consumer queries  DIPS
Process manual phone/ fax orders & rep orders  BEER
Process manual phone/ fax orders & rep orders  CHIPS
Process manual phone/ fax orders & rep orders  DIPS
Process EDI orders  BEER
Process EDI orders  CHIPS
Process EDI orders  DIPS
Process customer order or delivery queries & requests  BEER
Process customer order or delivery queries & requests  CHIP
Process customer order or delivery queries & requests  DIPS
Process credits (ullage related)  BEER
Process credits (ullage related)  CHIPS
Process credits (ullage related)  DIPS
Process credits (non-ullage)  BEER
Process credits (non-ullage)  CHIPS
Process credits (non-ullage)  DIPS
Process claims (AP)  BEER
Process claims (AP)  CHIPS
Process claims (AP)  DIPS
Process customer payments (AR)  BEER
Process customer payments (AR)  CHIPS
Process customer payments (AR)  DIPS
Finance AR outstanding or late  BEER
Finance AR outstanding or late  CHIPS
Finance AR outstanding or late  DIPS

Net Net

Net Margin
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Beer ‘N Chip activity list

Receive and putaway finished goods AKL W H BEER
Receive and putaway finished goods AKL W H CHIPS
Receive and putaway finished goods AKL W H DIPS
Receipt and manage returned goods  AKL WH BEER
Receipt and manage returned goods  AKL WH CHIPS
Receipt and manage returned goods  AKL WH DIPS
Unload truck finished goods AKL W H BEER
Unload truck finished goods AKL W H CHIPS
Unload truck finished goods AKL W H DIPS
Hold FG Inventory Capital charge AKL W H BEER
Hold FG Inventory Capital charge AKL W H CHIPS
Hold FG Inventory Capital charge AKL W H DIPS
Manage FG inventory  AKL W H BEER
Manage FG inventory  AKL W H CHIPS
Manage FG inventory  AKL W H DIPS
Store finished goods  AKL W H BEER
Store finished goods  AKL W H CHIPS
Store finished goods  AKL W H DIPS
W arehouse Admin  AKL W H BEER
W arehouse Admin  AKL W H CHIPS
W arehouse Admin  AKL W H DIPS
Pallet Hire  AKL WH BEER
Pallet Hire  AKL WH CHIPS
Pallet Hire  AKL WH DIPS

Loadout to truck  AKL W H BEER
Loadout to truck  AKL W H CHIPS
Loadout to truck  AKL W H DIPS
Pick BOTTLE/ less than case lines  AKL W H BEER
Pick BOTTLE/ less than case lines  AKL W H CHIPS
Pick BOTTLE/ less than case lines  AKL W H DIPS
Pick CASE/ SHIPPER lines  AKL W H BEER
Pick CASE/ SHIPPER lines  AKL W H CHIPS
Pick CASE/ SHIPPER lines  AKL W H DIPS
Pick LAYER lines  AKL W H BEER
Pick LAYER lines  AKL W H CHIPS
Pick LAYER lines  AKL W H DIPS
Pick W HOLE PALLET lines  AKL W H BEER
Pick W HOLE PALLET lines  AKL W H CHIPS
Pick W HOLE PALLET lines  AKL W H DIPS
Pick ADDITIONAL BASES to go between layers  AKL W H BE
Pick ADDITIONAL BASES to go between layers  AKL W H CH
Pick ADDITIONAL BASES to go between layers  AKL W H DI
W rap, Dispatch  AKL W H BEER
W rap, Dispatch  AKL W H CHIPS
W rap, Dispatch  AKL W H DIPS
Refill pick locations case face AKL W H BEER
Refill pick locations case face AKL W H CHIPS
Refill pick locations case face AKL W H DIPS
Freight Delivery to customer ex AKL W H BEER
Freight Delivery to customer ex AKL W H CHIPS
Freight Delivery to customer ex AKL W H DIPS

Outwards handlingInwards handling & warehousing

BEER
‘N

CHIP
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Beer ‘N Chip activity list

Merchandising & field sales Management
Merchandising Merchandisers  BEER
Merchandising Merchandisers  CHIPS
Merchandising Merchandisers  DIPS
Travel, checking stock levels, orders taking, new products, ph
Travel, checking stock levels, orders taking, new products, ph
Travel, checking stock levels, orders taking, new products, ph
In store credits   TMs  BEER
In store credits   TMs  CHIPS
In store credits   TMs  DIPS
In store Shelf Relays TMs  BEER
In store Shelf Relays TMs  CHIPS
In store Shelf Relays TMs  DIPS
Building displays, merchandising, Filling fridges, QA & superv
Building displays, merchandising, Filling fridges, QA & superv
Building displays, merchandising, Filling fridges, QA & superv
Arranging promos & new customers TMs  BEER
Arranging promos & new customers TMs  CHIPS
Arranging promos & new customers TMs  DIPS

Manage field sales and merchandising   BEER
Manage field sales and merchandising   CHIPS
Manage field sales and merchandising   DIPS
Manage key accounts   BEER
Manage key accounts   CHIPS
Manage key accounts   DIPS
Category management   BEER
Category management   CHIPS
Category management   DIPS

Advertise product or brand   BEER
Advertise product or brand   CHIPS
Advertise product or brand   DIPS
Direct and manage business   BEER
Direct and manage business   CHIPS
Direct and manage business   DIPS

Total cost to serve

Advertising & overheads

Business Contribution

BEER
‘N

CHIP
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The fixed & variable cost trap
Cost to Serve  should be available by both variable 
and total (=fixed + variable) costs
Unit activity costs are only really relevant if we know how 
they change with volume

High fixed costs can mask effect of volume changes
• Fewer orders – higher processing cost per order
• Warehouse pallet pick increases, costs unchanged
As behaviours change among cost objects:
• Fixed costs are redistributed
• Variable costs change with volume by cost object

Being able to run Cost to Serve scenarios in either total 
or variable cost mode increases understanding of 
business dynamics

Cost objectsResource pools

Re
sou
rce 
driv
ers
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Data gathering is limited to the essential model inputs
Cost objects

(customer/product groups)Resource pools

Resource 
drivers

Activities Activity 
drivers

P&L and 
Balance 

Sheet
Invoices

Freight 
invoices 
or rates

Customer 
master

Product 
master

Surveys:
Warehouse
Field Sales
Cust Serve
Back Office

Warehouse 
data

Other 
financial 
data: e.g. 
COGS & 
inventory

Org chart 
& 

Resource 
de-

ployment
data

Freight 
analysis

Transaction 
data base

Base data

Discount 
structure

Freight data

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
v
i
t
i
e
s

Act
ivit
y 

driv
ers



Copyright © 2006 AdvisorBase Limited all rights reserved. 47 AdvisorBase

Most of the data collected is used to determine drivers
Resource drivers are usually determined by business 
practice:

Selling:
• Time/cost by activity e.g.:

Merchandise
Arrange promos

Freight:
• Cost by delivery channel and region e.g. courier
Warehouse
• Time/cost by activity e.g.:

Pick units/cases/pallets
Store product & hold inventory

Customer services:
• Time/cost by activity e.g:

Process orders
Mange accounts receivable
Respond to customer queries

Cost objects
(customer/product groups)Resource pools

Resource drivers

Activitie
s

Activity drivers

P&L 
and 

Balance 
Sheet

Invoices

Freight 
invoices 
or rates

Custome
r master

Product 
master

Surveys:
Warehouse
Field Sales
Cust Serve
Back Office

Warehouse 
data

Other 
financial 
data: e.g. 
COGS & 
inventory

Org 
chart & 

Resource 
de-

ployment
data

Freight analysis Transaction data 
base

Base data

Discount 
structure

Freight data

Cost objectsResource pools

Re
sou
rce 
driv
ers

A
c
t
i
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i
t
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Activity drivers tend to be volume related
Activity drivers are required by cost object, e.g.:

For customer or channel based Cost to Serve , e.g.:
• FSA Pak n Save metro
• PEL DC Akl
For product based Cost to Serve, by category
For profitability by customer by product – need both

Activity driver data is mainly derived from transaction 
data, such as:

Logistics:
• Number of full cases ordered
• Consignment numbers by size range
Selling:
• Store visit roster
Customer service:
• Number of orders
• Number of queries
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Defining activities is key to a meaningful 
Cost to Serve The activity list used as the basis for a Cost to Serve 

analysis is determined by the objective of the analysis
High level where possible
Detail as required:
• Focus on objective
Level of detail drives cost of exercise

Main areas of interest for Cost to Serve :
Logistics
Customer service
• Transaction processing
• Customer queries
Selling:
• Field sales
• In-store services
• Account management
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Scenario Modelling
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Scenario modelling – you just have to do it!
Answering the “what if?” question is the key to 
making good decisions

Decisions affect cost drivers
• Order frequency = order size
• Service levels
Scenario modelling replaces the ‘status quo’ drivers 
with a new set
To be really useful a scenario model should calculate 
the new drivers and replace the old – not just accept 
new driver values
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We structure our scenario models for three levels of user

Scenario designers
Construct the internal linkages, variable entry areas and 
formulas that give effect to the scenario

Scenario builders
Enter variables relating to a scenario in designated areas 
of the model

Scenario evaluators
Use drop down menus to select combinations of 
scenarios and assess the outcomes

The evaluators have to specify the scenarios for the 
designers
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The scenario model structure

A
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Beer ‘N Chip scenario model options
Channel switching
Theoretical vs actual discounts
• No behaviour change
• With behaviour change
Growth
Promo spend & list price change
• WW BPR

BEER
‘N

CHIP
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Cost to Serve
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What does Cost to Serve tell us about the business?
Revenue & discounts
• Different price lists
• Different discount structures (not transparent 

or equitable)
COGS % of GSV varies between customers
• Product mix
Cost to Serve variances highlighted:
• Logistics

Handling
Freight

• Customer service:
Field selling
Merchandising
Transaction processing

Customer & product profitability highly variable
• Pubs & Clubs a problem area
• Chips not profitable

BEER
‘N

CHIP
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Revenue & Discounts
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Current Beer ‘N Chip reporting conceals problems 
Revenue & discounts
• Different price lists
• Different discount structures (not transparent 

or equitable)
Business plan rebate
Ullage
Everyday discounts

These are customer specific issues

BEER
‘N

CHIP
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Discounts RebatesDiscounts Rebates
Discounts: A deduction from the list price made in arriving at the 
invoice value; calculated on invoice.
Rebate: A deduction from the amount to be paid (invoice value) or 
a return of part of an amount given in payment; calculated off/after 
invoice.  Includes co-op spend.

There are traditional definitions of trading terms …

A term offered to retailers 
on an ongoing basis.

A term offered to specific 
retailer(s) for a specific time, 
usually for promotion of 
specific product(s).

Permanent 
Trading Terms

Temporary 
Trading Terms

Trading 
Terms



Copyright © 2006 AdvisorBase Limited all rights reserved. 60 AdvisorBase

… and more useful definitions

A term offered to retailers 
on an ongoing basis.

Reflects cost to serve
Encourages efficient 
customer behaviour
“Bottom line” or cost focus

A term offered to specific 
retailer(s) to promote sales of 
specific product(s).

Can be permanent or 
temporary in nature
“Top line” or revenue focus

Efficiency 
Trading Terms

Revenue Trading 
Terms

Trading 
Terms

Discounts RebatesDiscounts Rebates
Revenue and efficiency terms may be presented as either discounts 
calculated on invoice, or as rebates paid as % of invoice or a 
calculated amount.
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A good measure of discount effectiveness is the discount 
: sales multiplier

Where would you invest an extra discount dollar?
• Is there a real causal relationship?

BEER
‘N

CHIP

Sales:Discount Multiplier
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Existing discounts vary in nature and by customer group BEER
‘N

CHIP

Split of total discounts by type

Current discounts

Std terms on 
invoice

Hidden/balan
cing discountSettlement

Promo terms 
on invoice

Co-op & 
rebates

MM were sold product at a reduced list 
price – effectively a discount
• This reduction was not reported 

previously so the discount was hidden, 
both from supplier & retailer

P&C do not get settlement – if terms 
become transparent would it then be 
available to them?
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Changes in market conditions may require a flexible 
discount structure

Proportion fixed vs. proportion variable

BEER
‘N

CHIP

Spread of Standard & Promo discounts
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List Price

List Price (EDLP)
Every Day Low Price

List Price

Fixed terms

Temporary terms

Efficiency terms

Net Net Price Net Net PriceNet Net Price

Efficiency terms

Promotional terms

Current s ituation for 
many suppliers: 

poorly defined fixed 
and temporary

Alternative: clear split 
between efficiency 

and prom o

Alternative: No prom o
term s  instead 'every 

day low prices '

Control

In all likelihood efficiency 
savings are small –
discounts should reflect that 
(not give away more than 
savings)
This leaves remaining terms 
flexible (not fixed) to be 
revenue/promotional focused

The fixed standard terms & promotional terms 
are split about 50/50
• MM and P&C get more in standard terms

Does the business plan rebate help 
or hinder?
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Efficiency and revenue terms have different objectives

Standard terms relative to Cost to Serve 

BEER
‘N

CHIP

Efficiency discounts should be 
linked to Cost to Serve
• P&C have high Cost to Serve 

and low std terms – good 
planning or coincidence?

Standard terms relative to Cost to serve
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Promotional terms relative to sales 
Promotional terms should be 
focused to drive revenue
• A lot of promotion going into 

MM for little gain?
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Discount structures
Discounts should be:

Targeted
Flexible to allow responses to market changes
Paying their way
Easy to understand
Reflect new supply chain costs
Net revenue neutral to us (implies no real price 
change)
$ or % based efficiency terms (determined by 
product characteristics)
Structured to drive supply chain efficiencies
Simple to administer
Transparent
• promo too ??
• What about WW ?
Beneficial to you and your customers
Structured to meet customer requirements.
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Possible terms for Beer ‘N Chip
New term structure:

Settlement (2.5%)
Ullage (0.15%)
Whole pallet pick (0.4%)
Promotional spend
Volumetric (see table – based on curve 
below)

BEER
‘N

CHIP

Doesn’t  this 
keep a high 
portion of 
discounts 

fixed?

Cost Curve with Discoutn Steps
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Impact of new terms on Net Net Sales
New terms almost Net Net revenue neutral

BEER
‘N

CHIP

…this is with no behaviour change.
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Product Profitability
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Knowing the profitable customers helps – but what 
about products

Profitability by product – key observations

BEER
‘N

CHIP

High discounts (Chips)
High rep time (Chips)
COGS % (Beer highest, then dips)
Inventory holding (very high for 
Chips)
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Product mix is a driver of customer profitability
Product mix by customer

Beer is the dominant category
• Except for mass merchants
Mass merchants take only Chips & Dips
• For all other channels Dips are a minor category

BEER
‘N

CHIP

Product Mix
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A high “gross margin” does not imply a high 
contribution

At gross margin Chips are the most profitable category
At net margin the are still the most profitable
But after cost to serve they are the least profitable!

BEER
‘N

CHIP

Relative contribution
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What is product profitability?
Key lies in how you measure it

Compare:
• Traditional gross margin = GSV – COGS (old GL)

Chips then Dips then Beer
• Net margin = NSV – COGS (C2S)

Chips then Dips then Beer

… but this is only half the story - Better measure
Net contribution after C2S

Beer then Dips then Chips

Why the change
• Bottle/unit pick hurts Beer & Dips
• But… inventory & selling costs kills Chips
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Drivers & factors
Can control

Inventory
• Production runs
• VMI
Focus of rep time in field
Focus of promo by category
Category specific advertising
Product offering.

Product characteristics influence supply chain costs 
Units per case
Cases per pallet
Weight and volume
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Reallocate rep time between products
No change in company costs but products change
• Will change in rep focus affect sales?
Improvement to overall contribution if sales force 
decreased?

What if? Reps change their sales push… BEER
‘N

CHIP

STATUS QUO BEER CHIPS DIPS
In store services ( 2.8% 11.7% 6.3%
Cont after cost t 21.0% 6.9% 16.3%

SCENARIO BEER CHIPS DIPS
In store services ( 4.5% 5.3% 6.3%
Cont after cost t 19.3% 13.4% 16.3%
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What if? Vendor managed inventory implemented…
VMI initiative with Grocery DCs 

• Reduces stock holding
• Improves order behaviour
• Creates more efficient product movement
• Increase in costs for managing VMI

Other possibilities…
Delete a category
Grow category

BEER
‘N

CHIP

STATUS QUO BEER CHIPS DIPS TOTAL
Cost to Serve 12.7% 36.0% 18.4% 17.6%

Business Contribution 7,608,954     795,072-        269,142      7,083,024

SCENARIO BEER CHIPS DIPS TOTAL
Cost to Serve 12.4% 35.2% 18.2% 17.2%

Business Contribution 7,894,703 588,832-        292,270      7,598,141

Total change
Cost to Serve -0.4%

Business Contribution 515,117
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Cost to Serve
The BIG Numbers
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Split of Cost to Serve
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In FMCG field selling and freight dominate 
Cost to Serve
Beer ‘N Chip Co. has typical costs:

Logistics:
• Inventory holding
• Pick, pack and dispatch
• Delivery to customer
Selling:
• Field sales
• Merchandising
• Transaction processing
• Sales management and key account 

management

BEER
‘N

CHIP
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Customers consume resource differently. BEER
‘N

CHIP

Does Net Margin support a different Cost to Serve?

Cost to Serve in relation to Net Margin
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…scale means order sizes consume resources 
disproportionately. Not all orders contribute to 
overheads…

BEER
‘N

CHIP

Order size 
determines:

The ability to pay for 
the time spent 
selling and 
processing the order
The efficiency of 
order picking
The utilisation of 
‘best’ freight rates

Only orders above 45 cases contribute (ie, orders greater than 1 
pallet)

Contribution (after C2S) as % of sales
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Order size is a primary indicator of Cost to Serve

Proportion of total sales and total orders reveals magnitude 
and service requirements

BEER
‘N

CHIP

Order Statistics
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Spread of cases purchased in various order ranges 
reveals potential areas for change…

Minimum order size 
Who could take advantage of volumetric discounts.

% of total quantity bought at each order size
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Customer Service & Selling Costs
How we choose to serve our customers
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Selling and Customer Service cost reflect deliberate 
service strategy… Selling & Customer services

Field sales

Merchandisers

Mangement; 
sales, key acc & 

category

Customer 
services

In-store services are typically the biggest cost 
to serve component due to:

Frequent order cycle
Constant merchandising of fast moving goods
Travel component.

Costs available by customer or customer group?
Understanding and measuring how resource is deployed across customers is 
important…

… what discount would you offer a customer if they were to complete their 
own merchandising?
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Beer ‘N Chip selling resources are not evenly deployed 
across products and customers

Customer needs and service strategy drives resource 
deployment:

In-store Grocery merchandising  & compliance checking
In-store order taking for Pubs & Clubs
Grocery DSD requires supplier to merchandise
Low cost EDI ordering for Grocery DCs.

Customer and product mix drives costs:
Cases merchandised varies
Order lines processed by product varies.

BEER
‘N

CHIP
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The selling effort and order efficiency gap…

Large proportion of selling resource is used to generate 
the small orders

…is there a better way of servicing small order 
customers?

BEER
‘N

CHIP
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The Cost to Serve analysis reveals a problem with Pubs 
& Clubs…

Legacy business involved intensive 
service of this channel
High frequency call cycle resulted in:
• Frequent  and small orders
• High cost to capture, process, handle 

and ship orders
• Low contribution.

BEER
‘N

CHIP

BEER
‘N

CHIP
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Drivers of selling and customer service
Field sales:
• Call cycle

DSD, DC, sales strategy (telesales)
In-store service level

• Driver data by survey
Merchandising
• Order cycle
• Number cases
• Driver data 

by survey
Call cycle
Transaction history

Transaction processing
• Number and type of transaction
• Order method

Manual/fax or electronic (EDI)
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What if? Change to Field Sales Strategy…
Could the Pubs & Clubs be more efficiently 
serviced by outbound telesales?

Reps limit visits to once every 2 months
Weekly/fortnightly telesales calls in between visits
Estimated 3% reduction in sales from change
Estimated 9.5% reduction in costs.

BEER
‘N

CHIP
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What if? An ullage agreement is implemented…
An ullage agreement avoids dealing 
with some credits

Reps no longer have to issue ullage related credits in-
store
No processing requirements at Head Office
…but an appropriate discount must be offered.

…but are rep and data entry costs significant enough 
to be truly variable?

BEER
‘N

CHIP
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Logistics
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Logistics Costs

Warehousing

Inwards handling 

Outwards handling WH

Delivery to customer

Logistics cost reflect the efficiency of customer 
behaviour….

Efficiency due to:
Low cost, whole pallet picking
Freight at most efficient part of 
freight curve

But some contracts with 3PLs 
may not reflect this…

Carton rate for Mass Merchants 
deliveries
Cost plus contracts that do not 
readily reflect changes in activity 
levels.

BEER
‘N

CHIP
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Outwards Handling - Pick, pack and dispatch…

Understanding warehouse 
unit costs allows for:

Allocation of costs to 
customers based on 
meaningful driver
Calculation of efficiency 
discounts such as whole 
pallet discount.

Understanding pick 
configuration for customers 
will highlight improvement 
opportunities 

Unit picks for Grocery DCs?
Limited whole pallet picks for 
Mass Merchants.

BEER
‘N

CHIP

Na$3.27Pick Pallet

$7.82 per pallet$0.24Pick Carton

$3.36 per case$0.12Pick Unit

Ave. Saving from 
Consolidation 

Pick Rate
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Warehouse data
Determining how resource is deployed to activities 
requires either:

An activity based contract with warehouse provider, or
Warehouse survey (time sample, time & motion etc).

Drivers are easy = volumes
Driver for pallet picks = whole pallet picks
Driver for carton picks = loose cartons picked

Lots of activities – do we need the detail?
Driver for refill pick face = No. of equivalent pallets (that are 
not sold as a whole pallet)

Rates required for:
Each pick activity
Order processing
Other warehouse activity.
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Freight as % of Sales
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Delivery to customer
Beer ‘N Chip have 2 freight contracts:

Standard weight based contract
• Minimum charge (0.5T)
• Volume breaks at 5T and 20T
Case rate contract
• Deliveries to Mass Merchants

Customer order frequency (and size) 
affects the freight efficiency

Improvement opportunities for all 
customers
Is the case rate contract appropriate?

BEER
‘N

CHIP
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Drivers
Contract & volumes (multi-dimensional)
• Geographic spread
• Rate base (m3/kg/lift/case)
• Min order size & volume breaks
• Customer specific requirements

Pallets between SKUs

Costs
Typically sourced from freight consignment notes
Require average rate per customer so costs can be 
accurately assigned.

Requires a freight model…

Freight data
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What if? Elimination of unit picks…
Grocery has unit picks for beer and dips.

Eliminating unit picks for Grocery DCs (for Beer) saves $31K
Eliminating for all Grocery customers saves $268

BEER
‘N

CHIP

BeerBeer
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What if? Whole pallet discount…
Provide a discount for whole pallet picks?

0.4% savings from whole pallet picks
$38k given away for existing behaviour

A 25% increase in cases picked as whole pallets and Mass 
Merchants moving to 25% whole pallet picks

An additional $11k in discounts and an additional $16k in 
savings

…if discount based on cost, removes risk from behaviour 
change

BEER
‘N

CHIP
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What if? Volumetric discounts offered…
Incentive for retailers to place larger orders

Not possible for all to change frequency (or increase order 
size).
• 1 order per week for large customers
• 1 order per fortnight for Pubs & Clubs.

Less orders = larger orders = more efficient product 
movement

Ignoring incentives/discounts, supply chain savings can 
be tested…

BEER
‘N

CHIP

Over 2,000 orders avoided ($65k transaction processing 
costs)
$257k freight savings.
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What if? Case rate freight contract is restructured with 
volume breaks…
No change in initial cost for 
delivery to this customer, but:

Savings possible if Mass 
Merchants increase order size
Will have to offer volumetric 
terms to this customer regardless 
of the specific freight 
arrangements that apply?

BEER
‘N

CHIP
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What if? Couriers used for small orders…
Orders in smallest range size currently shipped 
at minimum charge

Orders less than 5 cases are sent 
by courier
$6.50 charge per ticket /carton

In percentage terms a small change, 
but saves $78k for very little effort.

BEER
‘N

CHIP



AdvisorBase

Overheads
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Overheads lack meaningful drivers…
Where overheads can be linked to customers or 
products they should allocated directly to them e.g.

Product/ Category specific advertising
• What about generic brand or corporate advertising?
R&D driven from project data
Scan data (customer & product)

Some overheads have an activity base e.g.
Warehouse IT system

But for most overheads there is no causal drivers
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Real case studies in New Zealand
Field Sales Consolidation
Company with separate sales team for each of its product categories were 
successfully combined into 1 multi-category 
sales force.
Route Trade / Foodservice Channel
Intensive rep service requirement for route and foodservice channel was 
replaced with a regular outbound call centre service.
Route to Market
Small outlets with high freight and picking costs were passed onto 
a distributor whose model better suited small deliveries.
Freight Contract Structure Re-aligned
Customer ordering profiles meant existing freight structure was not 
operating efficiently. Contract restructured to match customer behaviour.
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Beer ‘N Chip Revitalised
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Review of the scenarios
Running all the change/improvement scenarios 
concurrently:

New trading terms applied
• Ullage (for all grocery Customers)
• Settlement 
• Whole pallet discount
• Volumetric discounts
Reallocation of rep attention to beer category 
Rep visits to Pubs & Clubs reduced
Telesales emphasis for serving Pubs & Clubs
Courier deliveries for <5 cases
New freight contract for Mass Merchant deliveries
Unit picks eliminated (for grocery)
VMI for Grocery DC.

BEER
‘N

CHIP
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Extreme makeover! BEER
‘N

CHIP

With all the change 
initiatives…

Net Net Sales % unchanged
Cost reduction for servicing 
customers
Contribution improvement

Profitability up $1.6 MIL
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Pubs & Clubs – the turnaround BEER
‘N

CHIP

Downturn in sales due to the 
change in service strategy
Terms structure changed:
• Increased standard terms
• Reduced off invoice promo
• Same Net Net Sales
Cost to Serve savings:
• Reduced orders

Less order processing
Less orders at minimum 
freight charge

• Courier for <5 carton orders
• Less rep visits, more telesales 

servicing.
Less Field Sales Management 
allocation.
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Chips – the $2.5m change BEER
‘N

CHIP

Not all saved, some costs 
‘reallocated’ back to other 
categories

Terms structure change, 
means less overall 
discounts.
• Customer mix
In-store focus away from 
Chips reduces rep costs.
Advertising of Chips and 
share of general overheads 
unchanged.
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Conclusion
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These are still interesting times

Having worked though a Cost to Serve analysis …

The theory:
• Analysis framework – model structure
• Drivers and data collection
• Scenario modelling

The example, Beer ‘N Chip
• Identified and modelled improvement initiatives

FGC web site to contain:
• Presentation material

… are you better equipped to deal with them?


