[ Data
Perceptions |

http://www.dataperceptions.co.uk |
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The 80:20 Rule

The 80:20 rule states that, in many cases, roughly 80% of effects come from 20% of the causes. The
business management thinker, Joseph M. Juran, first expressed the rule and named it after an Italian
economist called Vilfredo Pareto.

Applied to business, the Pareto rule states that 80% of quantity / revenue or profit typically comes
from the top 20% of customers:
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Figure 1

In our experience, many businesses have not analysed their customer portfolio to see whether the
80:20 rule applies to their business. When they do, they are frequently surprised to discover how
‘classically’ their customer portfolio fits the 80:20 rule —it’s almost the only forecast that is ever
consistently right in business!
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Benefits from applying the 80:20 rule

If you find that the 80:20 rule applies to your business — and there is a high probability that it does —
then there are some really beneficial changes you can make to your forecasting processes which will:

e Improve the accuracy of your forecasts at the individual product level.

e Reduce the amount of time required for the forecasting process (or make the time spent
much more productive).

e Add value and quality to the way in which business for major (key) customers is planned and
reviewed.

Does the 80:20 Rule Apply to You? A Quick Check.

If you haven’t performed the 80:20 analysis on your company’s data before and are unconvinced
that the 80:20 rule applies to your data we’d encourage you to put it to the test — you might be
surprised!

To make it as easy as possible to complete the analysis we have prepared a simple spreadsheet,
which you can download from http://www.dataperceptions.co.uk/whitepapers/80-20template.xls.

To populate the spreadsheet all you need to do is source a simple 2-column report, where column A
is the customer and column B is their sales over the analysis period and then paste the result into
our spreadsheet, as shown in Figure 2 below:

;’Ei,\iﬂ LT 80-20 Templatexls [Compatibility Mode] - Microsoft Excel
:i/ Home Insert Page Layout Formulas Data Review View Developer Add-Ins
= & - . sl == o = . *j H 7| Fmm T g || T AutoSum v J
_j B Calibri 11 A AT = gll@' | = Wrap Text General = ?‘;‘_’f _;‘ﬂ' M d\ ] E i 7
Paste B I b~ A= =||iE 25 | g m & Center - | [E@ - o, o ||%8 ;8| | Conditional Format Cell Insert Delete Format S
- = = = EE e 2 i = - B 21| Formatting - as Table = Styles = - - - (2 Clear ~ Fi
Clipboard ™ Font F] Alignment F] Mumber F] Styles Cells Editir,
1. Paste your data here |
C D E F G H I J K L M N Q
Units  Rank Cum Percent Cum Pct of -
1 of Sales Customers Instructions
2 |Total {all custol ) 1048 1. Paste your data into columns A and B, starting at row 3 (the area shaded orange). The first
3 I CUSTOMErT 215 1 21% 5% column of your pasted data is the customer name and the second is their sales for the
allcustomer 2 210 [ 2 41% 10% selected period. (The data you paste does not have to be sorted, but any extra rows or
5| customer 3 207 3 650% 15% columns should have been removed — you must paste two, and only two columns of data
6]|Customer 4 206(| 4 80% 20% into cell B3.)
7]|Customer 5 20/) 5 82% 25%
allcustomer s 201 6 34% 30% 2. Then copy the formulae for 'Rank”, 'Cum Percent of Sales’ and ‘Cum Percent of Customers’
9]|customer 7 20, ] 7 86% 35% down through to the bottom row of your pasted data.
1q | Customer 8 20]) 8 88% 40%
13 [Customer 9 20/ 9 90% 45% 3. Finally, click the ‘Sort’ button below, and your 80:20 Analysis will be ready to view.
14 |Customer 10 15(] 10 91% 50% - " - " "
1Alcustomer 11 4| 11 9% s5% [ 3. Click here to sort in descending order (if pasted data is not already sorted). ]‘
14 |Customer 12 13| 12 94% 60% “
19 |Customer 13 12|] 13 95% 65%
14| customer 14 1| 14 96% 70% Sort on column B
14|Customer 15 10]] 15 97% 75%
14 |Customer 16 9] 16 98% 80%
d
19| Customer 17 Bl 17 £t E5% http://www.dataperceptions.co.uk
2q}|Customer 18 7|] 18 99% 90%
24 |Customer 18 6(] _19 100% 93%
24 |customer 20 ' 5[] 20 100% 100%),
23 * 2. Copy these formulae down over all the rows you pasted in step (1). 1
24

Figure 2
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Once the pasted in data is sorted in descending order as shown (by clicking the button labelled ‘Sort
on column B’), columns D and E will show the 80-20 cut-off point. In Figure 2 you can see that the
top 4 customers equate to 80% of sales and account for 20% of total customers — the expected
Pareto result.

80:20 Analysis Results - Does your Data Conform to the 80:20 Rule?

The rest of this article will suggest ways in which the 80:20 rule can be applied to improve the
process of business forecasting. The basic message will be “less is more”. In other words, the fewer
numbers you forecast, the more time you will have to get the ones you do forecast right. And the
ones you do forecast should be the big ones, those which have the maximum business impact.

The 80:20 Rule and Forecasting by Customer

Given that around 80% of sales are accounted for by around 20% of customers, what changes can
you make to the forecasting process to make it more effective?

The first point to make is that, unless you are happy to produce daily, weekly or monthly forecasts
by product exclusively using statistics and without manual adjustment, then the activity of
forecasting is potentially a highly time-intensive process. The more time you spend on it, the more
likely you are to generate the most accurate possible forecasts.

There are separate articles on the relevance of statistical forecasting in real-world forecasting
available on the Data Perceptions web site (http://www.dataperceptions.co.uk) so we won’t

specifically address that debate in this article. However, whether you start the forecasting process
each cycle with statistical forecasts or with ‘judgemental’ forecasts, the fact is that ensuring that all
known events are carefully built into the forecast is a time-consuming activity.

The people who are best placed to perform this activity — often the sales or marketing managers —
have limited time available for forecasting.

Therefore, the fewer actual numbers each forecaster has to forecast, the more time they can spend
on each number and the better chance they have of making the forecast as right as it can be.

Improvements in the forecasting process can be made by developing a “less is more” strategy to the
results of the 80:20 analysis. To implement that improvement the 20% of customers who account
for 80% of sales should be handled differently to the 80% of customers who account for 20% of
sales.
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Forecasting the 80% of Customers Who Account for 20% of Sales

Forecasting small customers individually is difficult for the following reasons:

e Time : Forecasting a sale of 100 can take the same time as forecasting a sale of 1,000,000.
Forecasting the next 12 months for 200 products in 100 customers equates to 240,000
individual numbers. Even if each number only takes 30 seconds, that’s 2,000 man hours!

o Knowledge : Although there may be trade promotions that effect groups of customers, it is
unrealistic to be aware of the the customer-specific events that drive the peaks and troughs
in sales within each single customer.

e Irregular or ‘lumpy’ demand : Small customers are likely to order irregularly through time
due to minimum order quantities, volume discounts etc.. If you forecast an order in April
and it comes in in May then your forecast will be 100% inaccurate in both months.

One option is to forecast these customers individually using statistics. However, the lumpiness of
demand makes statistical forecasting at this level of detail difficult. Most statistical algorithms
smooth through the irregular history when extrapolating into the future.

The solution is to pre-aggregate the small customers into sensible industry or trade groupings and to
forecast them at this level. This has two major benefits:

e The unpredictable ‘lumps’ at the detail level tend to cancel each other out when they are
aggregated over many customers, resulting in a smoother pattern of sales. A smoother
pattern of sales is easier to forecast because the period on period variations are smaller. It
may even smooth sufficiently for the application of statistical forecasting, though that would
have to be tested with your data!

e The forecaster becomes responsible for fewer numbers and can therefore spend more time
on each one, resulting in a greater likelihood of accuracy. If 500 customers can be
aggregated into 5 industry groups for forecasting purposes, the time available per number
increases a hundred-fold.

An additional benefit of this approach is that it encourages the business to think and plan for specific
industry groups rather than an amorphous group of miscellaneous, individually small customers.

Further time savings accrue for this group when you consider that larger errors in the forecasts will
have a smaller impact on the business. You may therefore decide to forecast or review the groups
less often than the major customers, or by exception.

Forecasting the 20% of Customers Who Account for 80% of Sales

The short term peaks and troughs in sales in the top 20% of customers can be large and irregular
through time. They are caused by a combination of promotions, competitor activity, customer
logistics etc..
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The key to forecasting these customers is applying the business manager’s knowledge and
interpretation of the factors which have caused the peaks and troughs in the past to known future
plans and activities. It’s a time thing.

Therefore the majority of the forecasters’ time should be spent on the 20% of customers who
account for 80% of your sales. That way, more time can be spent on each forecast because there are
fewer of them.

Focussing efforts on the major customers means that small improvements in forecast accuracy will
have the biggest business benefits. A short benefit to express in words but a big benefit for your
business!

There are spin-off benefits too. Typically there are more tactical opportunities to increase business
with key customers. Making them the focus of the forecasting process helps to integrate the
process of forecasting with the process of planning for sales. This integration concentrates resource
at all levels into refining and optimising the business plan. The sales forecast is only one of the
outputs (benefits) of this process.

Applying the 80:20 Rule to Products

Some of this logic applies for products too, though in Data Perceptions’ experience some form of
formal or informal product categorisation is already made in forecasting and production planning in
many customers.

The top 20% of products that account for 80% of sales are typically hard to forecast because they
can be highly promotional, competitive or seasonal and should be forecasted / reviewed as regularly
as possible.

The remaining 80% of products could be forecasted less often, or an initial forecast could be re-
visited by exception using forecast accuracy analysis.

However, it should be born in mind that there may be other considerations when applying the 80:20
rule to products. Perhaps the lead time for components on a ‘small’ product means that, in actual
fact, a high degree of forecast accuracy is desirable, whereas production is very flexible on the fast
sellers.

So, blind application of the 80:20 rule to products would possibly be inappropriate. However, seeing
how the products lie within the 80:20 distribution may help to clarify where efforts should be
applied in the product forecasting process.

Summary

Optimising a forecasting process always requires compromise, because there is potentially a near-
infinite number of numbers that could be forecasted and a (very) limited time and resource with
which to forecast them.
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In our experience of real-world forecasting, the mistake which is made most frequently is to try to
forecast at too great a level of detail. Somehow more detailed forecasts are equated with ‘better’
forecasts. Forecast at a level of detail you stand a chance of getting right and which has the
maximum impact on your business wherever possible. Additional detail on low impact numbers just
creates meaningless and distracting ‘noise’ for your business.

Use the 80:20 rule to concentrate resource towards the areas of maximum business impact.
‘Forecast Less Not More’ really can work!

The 80:20 rule, especially applied to your customer portfolio, offers a great opportunity for
improving your forecasting processes.

Data
Perceptions

If you are interested in finding out more about Prophecy sales forecasting software and how it can
help drive improvement in your business, please get in touch.

Data Perceptions, Barsham House, Weedon Hill, Hyde Heath, Amersham, Buckinghamshire, HP6 5SRW.
Telephone: +44 (0)1494 785574 Email: info@dataperceptions.co.uk
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