FINANCIAL TECHNIQUES FOR NON-FINANCIAL CATALOGUE MANAGERS: 

Part Six: The Critical Mass of a Catalogue Business

The launch of a new catalogue business poses the inevitable question - how soon will it make any money?

In this article we present a simple model identifying the key factors and how they contribute to profitability.   When a catalogue business has acquired a customer file large enough to cover all variable costs and fixed overheads it has achieved critical mass.   This is not the ultimate size of the business but it is the first milestone that must be reached if the business is to survive.

Assumptions

As usual, we start by making some assumptions.  Many of these are wrapped up into one number - the RMH Factor that converts Demand into Contribution.   This was explained in some detail in Article 2 in this series.  The essentials are included here in the panel “The RMH Factor”.

The factor in our example works out to be 3.7.  A catalogue with a variable cost per book of 80 pence has a break-even Demand (the value of orders placed) £ per book of £ 2.96:

Factor x Cost = Break-even  Demand £ per Book

3.7 x £0.80     = £2.96

Remember that these assumptions are not intended to be ideal benchmarks.  They are used here for illustrative purposes only.   Your business will be different.

We assume that the average demand per book from mailing a previous buyer is £10.00 and from mailing a prospect (someone who has not bought from you before) is £2.00.  Thus the buyers are mailed above the break-even point and the prospects are mailed at a loss.   Clearly this is an oversimplification but you can expand this to include buyers of different recency and prospects of different types.

We are going to assume that we mail 2 million prospects each year.  In practice this will vary but it keeps the model simple without distorting the message.  There are four catalogue issues a year and the fixed costs are £120k for each catalogue a total of £480k per year.

We have budgeted £400k p.a. for all fixed overheads, marketing costs, depreciation etc.  This is another simplification, but sufficient for our purposes here.

The Components of Net Profit

There are three components of Net Profit:

· the losses from prospecting for new customers

· the profit from mailing previous customers

· the fixed costs of the business

Net Profit  = Profit from previous customers - Losses from prospects - Fixed Costs

In the early days of the business there are no previous customers and no profits, only losses from prospecting and fixed costs.   As the business grows, the customer base grows and starts to generate profit.   Net profit is a primarily a function of how the mailing is divided between catalogues to previous buyers and catalogues to prospects.

We summarise this into one number - the percentage of the mailing that goes to previous customers.

In our simple model we can plug in various percentages and determine the net profit.   We show this here in both chart and table format.

The annual fixed costs amount to £880k regardless of the percentage of books mailed to previous buyers.   The constant level of prospecting means that the loss from that activity is also constant.  The model calculates this loss at £520k per annum:

Number of prospects x  (Prospect Demand per book - Break-even Demand per book)







Factor

2 million prospects    x  (£2.00 - £2.96)  =    £520k



                       3.7

So the fixed costs plus prospect losses amount to £1.4 million per year (£880k + £520k).

We have calculated the profit from mailing buyers at seven levels of activity, from zero to 735,000 buyers mailed in a year.   The profit rises from 0 to £1.4 million.   At 735,000 buyers mailed in a year the percentage of total circulation going to previous buyers is 27%.   At this level we reach critical mass.

In the chart you can see the horizontal lines showing the prospect losses and the fixed costs.  The profit from buyers is the upward sloping line starting at zero on the vertical axis and rising to £1.4 million.   The Net Profit/Loss line starts at a loss of £1.4 million  (the sum of the prospect losses and fixed costs).   It rises steadily to reach break-even when the buyer percentage of the mailing reaches 27%.

How quickly the previous buyer component of your mailing increases  will depend on the response rate from your prospect mailings and the amount of prospecting.   Other things being equal,  critical mass will be reached more quickly by businesses prospecting more aggressively.   They will also incur greater losses in the early years.   However, these losses (perhaps we should call them an investment) are necessary to grow the buyer file to the point where it can sustain the business.   Without that pool of previous buyers the business can never make a profit.   That is why new businesses must have adequate sources of finance.   Without that cash they will never reach critical mass, let alone grow to be a profitable catalogue company.

The model presented must be refined to fit your own business but our example does demonstrate the critical importance of buyer file growth to a new catalogue.   Make sure you know the point at which you reach critical mass and how you are going to get there.
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[Insert Table and attached Chart]
Table 1
How the % of Circulation Mailed to Buyers affects Net Profit

	% Mailed to Buyers
	0
	4
	7
	10
	15
	20
	27

	
	
	
	
	
	
	
	

	Prospects
	2,000,000
	2,000,000
	2,000,000
	2,000,000
	2,000,000
	2,000,000
	2,000,000

	Buyers
	              0
	73,000
	162,000
	222,000
	353,000
	500,000
	735,000

	Total Circulation
	2,000,000
	2,073,000
	2,162,000
	2,222,000
	2,353,000
	2,500,000
	2,735,000

	
	
	
	
	
	
	
	

	Fixed costs
	(£880,000)
	(£880,000)
	(£880,000)
	(£880,000)
	(£880,000)
	(£880,000)
	(£880,000)

	Loss from prospects
	(£520,000)
	(£520,000)
	(£520,000)
	(£520,000)
	(£520,000)
	(£520,000)
	(£520,000)

	Profit from buyers
	0
	£140,000
	£308,000
	£422,000
	£672,000
	£951,000
	£1,400,000

	
	
	
	
	
	
	
	

	Net Profit/Loss
	(£1,400,000)
	(£1,260,000)
	(£1,091,000)
	(£977,000)
	(£727,000)
	(£448,000)
	0


[ Insert this Panel in a suitable place on the page , see text]

The RMH Factor - Assumptions

Demand


100


The RMH Factor is a single number

VAT - 17.5%
 

  85


that converts Demand into Contribution

Sent - 90%


  77


to Catalogue Costs and Overheads.

Returns - 20%
 

(15)


In our example £37,000 of Demand will

Net Sales
  

  62


result in £10,000 Contribution  

Margin - 55%
 

  34


(£37,000 divided by the factor 3.7).

Fulfilment Costs - 12% sales
  (7)

Contribution


  27

Factor = Demand     = 100  =  3.7
           Contribution      27
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