FINANCIAL TECHNIQUES FOR NON-FINANCIAL CATALOGUE MANAGERS: 

Part Seven: Many Happy Returns?

In this article and the next I am going to look at the often neglected gap between Demand (the value of orders placed) and Net Sales.   There are three broad areas to consider: Returns, Cancellations and Adjustments.  

In many warehouses the Returns Processing area can be the most depressing place to work.   Every day the mail brings the same stories - “too large, too small, wrong colour, wrong item.” One large catalogue has no less than 24 reason codes for returns.  Most of these span the familiar territory of fit, quality and service but some catalogues have clearly experienced other problems to warrant a specific code. Among the more unusual reasons I have seen are  “Allergic”, “Unbecoming” and “Weight not satisfactory”.    I have even seen a tie returned with the customer comment that it was the wrong size.

If all this sounds rather negative, you would be right.   In any catalogue profit and loss account returns (or refunds to be more exact) will be a negative item.  However, it is a fact of life for clothing catalogues where return rates can be up to 40%.   Home and Gift books need not be complacent, your Demand per book and margins are often less than your clothing counterparts so you can ill afford high returns.

Beware System Definitions

Returned goods fall into two categories - replacements and refunds.   This sounds quite straightforward.   Refunds occur when the customer returns the goods to you and simply wants their money back and a replacement is where they want a different size or item in return.   Be clear about how your system handles the replacement.  If it is keyed in as another order, how is this demand allocated to a customer source code?   If it goes against the original code you will be double counting demand from that customer.   Also, how is the replacement handled on your merchandise reports?   If the replacement is for another size the total demand for an item may be overstated as the  customer only intended to buy one unit.   There is not space here for a full exposition but I would advise readers to ask the question of their software supplier.

Financial Impact of Returns
The most obvious financial impact of returns is handing back money that you have already taken.   However, there are additional costs that must be considered.

· Warehouse Processing Costs

These will include unpacking, checking for damage, refurbishment, steaming, pressing, re-packaging and returning to shelf.   If you have arrangements to return faulty goods to suppliers someone has to administer and action these debits - another cost.

· Return Carriage Costs

Some catalogues pay for the customer to post goods back or they arrange collection.   Although this is a clear customer service benefit, there is a significant cost to be absorbed.

· Customer Service 

If the customer has reason to return an item then there probably is a customer service implication.   They may call and complain or enquire about replacements.   Replacement items will need to be ordered and despatched.   This results in a requirement for resource to handle these calls and letters.

· Despatch Costs

The normal practice is to charge the customer once for Post & Packing.   If you have to replace an item you will incur additional picking, packing and carriage costs.

· Stock Holding Costs

Goods that are going to be returned really form part of your stock holding.   However, because these goods are not available for sale until they are back in the warehouse, a catalogue with a high returns rate may have to hold higher stocks than one with a low returns rate. There is a cost to this higher stock holding in terms of the interest on cash tied up in stock.

The important point here is that while some or all of these costs are unavoidable you should be planning for this activity.   Understanding the cost impact will enable you to justify action taken to reduce the returns rates.   For example, it will cost to have a member of staff perform quality control checks on incoming stock.   However, if this reduces the returns rate you will probably save overall.

Forecasting Returns

When you first mail your catalogue you know that returns will lag despatches.  Those first few weeks when you hardly receive any returns soon give way to what seems like a deluge of battered parcels.   Typically we see a period of 3-4 weeks from the point of despatch to when the system registers the return.   For some businesses with fast processes this may be a shorter period.   For those who allow a back log of returns to build up it can be longer.

You should track your returns rate (refunds and replacements as a percentage of goods despatched) using a simple lag model.  Use value rather than volume as your measure here.   The table below explains:

Example:
Lagged Returns Rate Calculation

	Week
	Sent  week
	Sent cumulative
	Returns week
	Returns cumulative
	3 week lag %
	4 week lag %

	
	
	
	
	
	
	

	1
	400
	400
	
	0
	-
	-

	2
	250
	650
	
	0
	-
	-

	3
	180
	830
	20
	20
	-
	-

	4
	150
	980
	85
	105
	26.3%
	-

	5
	100
	1080
	70
	175
	26.9%
	43.8%

	6
	90
	1170
	55
	230
	27.7%
	35.4%

	7
	80
	1250
	35
	265
	27.0%
	31.9%

	8
	60
	1310
	20
	285
	26.4%
	29.1%

	9
	40
	1350
	15
	300
	25.6%
	27.8%

	10
	30
	1380
	15
	315
	25.2%
	26.9%

	11
	20
	1400
	10
	325
	24.8%
	26.0%

	12
	15
	1415
	10
	335
	24.8%
	25.6%

	13
	10
	1425
	10
	345
	25.0%
	25.6%


 In the first column we set down the weeks of our campaign.  Week 1 is the first week that we despatch any goods.  The value of goods despatched in any week is shown in the second column (in £000s).   The cumulative despatches is next and then the value of returns in any given week.  The fifth column shows the cumulative returns.  The 3 week lag returns rate is calculated as follows:

3 week lag returns rate at week n    = Cumulative Returns at week n   x  100   

Cumulative Sent at week (n-3)
For example, in week 6 the cumulative returns are £230k.  Assuming a 3 week lag, these relate to despatches up to and including week 3 (£830k).  using the formula above the returns rate is     £230k   x 100  =    27.7%

              £830k

The four week lag returns rate is calculated in the same way, but using despatches up to week 4.

In our hypothetical example the 4 week lag shows instability in the early weeks declining week by week.  This is an indication that the actual lag is less than 4 weeks.  In fact it looks more like 3 weeks given that series quickly settles down to a returns rate of about 25%.   We use the cumulative series to iron out weekly fluctuations that might give a false picture.   Obviously the more data we have, the more accurate the forecast.

You can use this technique to determine whether the returns rate on your new catalogue is running in line with expectations.   If it looks like its going to be higher then you must investigate immediately to determine why.  Start checking those reason codes!

Try to split the returns into replacements and refunds as this may yield more information.  If the replacement rate rises  you are probably experiencing sizing and fit problems.  You must then ensure the call centre know about problem garments so they can advise the customer to order the correct size.  

So the next time you visit your warehouse, look up the numbers and understand exactly what Returns cost your business.   If you do that, when you examine the “Returns by Reason Code” report you may have a powerful incentive to take action to reduce returns and that can only mean more profit!
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