FINANCIAL TECHNIQUES FOR NON-FINANCIAL CATALOGUE MANAGERS: 

Part Three:    Evaluating Circulation Tests

The Marketing Director has come up with a great idea.   The Autumn catalogue will feature a new incentive to entice customers to buy before the end of September.   The offer is a 10% discount off everything in the catalogue.   The Finance Director wakes up at the sound of this and recommends the idea is tested first.    Quite right.  At this point it is usual for the Circulation Manager to construct the test cells and the Creative Manager to produce an attractive letter to insert in the Catalogue.  Only once the catalogue is launched and results start coming in do we think about the viability of the test.

All right, some of you will work out the costs of producing the insert, some may even calculate the lower margin after discount.  In this article I will put forward the case for fully evaluating the test before the decision is taken to proceed with it.   I will use the above example of a simple discount to illustrate the principles.

Step 1 

Construct the Test Cells
Usually we perform a test on one group of names, possessing similar characteristics.  We are going to use our 0-6 month buyers (those customers who have bought from us up to 6 months ago) .  We have 20,000 of these and will split them into two groups.  The Control Group of 10,000 will receive  the catalogue without any offer.   The Test Group of 10,000 will receive a letter in their catalogue offering them 10% discount if they buy before the end of September.   There is not space here to discuss the statistically optimum size of test cells but I recommend you refer to any good Direct Marketing text book for guidance here.

Step 2 

What makes the Test different?

Next we determine what is different about the Test.  In this case there are two factors that are important:

1.
The margin will be lower because there is a 10% discount.

2.
The catalogue costs will be higher because of the cost of producing the letter and 

the additional mailing and postage costs resulting from its insertion into the catalogue.

In our example the margin falls from 50% to 44.44%. See the panel for a useful formula for calculating the new margin after a discount.

The variable catalogue cost rises by 5 pence from 60p to 65p as a result of the letter.

Step 3 

Calculate the Factors for the Control and the Test
Last time we explained how the Factor allows us to convert Demand into Profit and Profit into Demand.   See that article for a full explanation of the parameters involved.

Below we set out the numbers for the Control and Test in our example.






Control


  Test

Demand


         100.00



100.00

Sent 85%



 85.00

 
  
  85.00

Refunds 20%

          (17.00)

 
 (17.00)

Net Sales (tax inc.)

  
 68.00


 
  68.00

Net Sales (tax exc.)

 57.87


  
  57.87

Net Achieved Margin        50%
 28.94                44.44%
  25.69


Variable Fulfilment Costs  10%
 (5.79)


   (5.79)

Contribution



 23.15



  19.90

Factor = Demand/Contribution
   4.32



    5.03

Variable Catalogue Costs

  £0.60


    £0.65

The consequence  of the lower margin is to increase the Factor from 4.32 to 5.03.   £100 of Demand produces £23.15 contribution under the Control but only £19.90 under the Test.  Therefore the Test has to show a higher Demand to earn as much profit as the Control.   This Demand requirement is increased further by the need to cover the extra catalogue costs.

Step 4

Compare Demand per Book

Based on our past history we have an expectation of what the Control segment will do, given a catalogue with no offer.   Let us assume this is a Demand of £12 per book.  This will generate profit as follows:

Profit/book = Demand/book    -   Variable Catalogue Cost/book



 Factor


        Profit/book =     £12.00
    -             £0.60     =     £2.19



  

4.32

So, on average, the Control group , with no offer, is expected to generate £2.19 profit per book.   For the Test to be successful we must exceed this profit.  We calculate the Demand required to do this as follows:


        Demand/book = (Profit/book +  Variable Catalogue Cost/book)  X     Factor

                    Demand/book =
(£2.19 + £0.65)  X   5.03  =        £14.29


So the Test  has to perform at £14.29 to generate as much profit as the Control .   This is a 19.1% increase in Demand per book.

Be practical when you consider this result.  Can this increase be achieved?  What have you achieved from other tests?  Evaluate the criterion for success before going ahead with the test. 

Notice the impact that the variable catalogue costs can have on the success criterion.   If the offer took the form of a piece costing , say , 30 pence instead of 5 pence, the demand per book would have to rise by 29.5% to £15.54,  this starts to look much less likely.   Use this method to evaluate which of your proposed tests make sense.  Then do the test.

The Control Demand per book is an important factor.   If we chose to give this offer on rented lists, where the expected demand per book without an offer is £2.00, the required demand to generate the same level of profit (actually a loss in this case) is £2.58.   Whilst this is only a 58 pence per book increase it is a 29% uplift on the control. The required uplift for the 0-6 month buyers was only 19%.

Note that Demand per book is the critical measure here.  Try calculating success criteria for tests using Response Rates and you will quickly see that you have to make assumptions about the Average Order Value.   Demand per book combines Average Order Value and Response Rate into one convenient measure that you can directly relate to cost per book.

I am sure you will be able to construct other examples based on your own businesses.  The principles remain constant - identify what makes the test different, work out the factors for the Control and the Test and then calculate the Demand per book required from the Test to generate the same profit as the Control.  Now all you have to do is find some ideas that work!  
Ray Morris-Hill was home shopping head at Harrods, Laura Ashley and Selfridges.  Since 1996 he has been an independent Catalogue Consultant. Ray is also Chief Executive of the List Broker and List Manager,  Mokrynski International.   He can be contacted on 020 7630 6196 or ray@rmorris-hill.co.uk

Margins
There is a formula for working out the new margin when a price discount has been applied:

New Margin %  =   Old Margin %  - Discount  %              X     100




100 - Discount %

In our example:  Old Margin = 50%, Discount = 10%

New Margin %  =   50  - 10    X   100     =     40  X   100  =    44.44%

   

   100 - 10    

  90

Margins here are expressed a percentage of tax exclusive sales.   If anyone wants to know the formula using Margins expressed as a percentage  of tax inclusive sales, please contact me.
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