FINANCIAL TECHNIQUES FOR NON-FINANCIAL CATALOGUE MANAGERS: 

Part Two:    Turning Demand into Profit

Last time we saw how the Response Rate of a mailing combines with the Average Order Value to produce £ per book:

£ per Book   =    Response Rate (%)  X    Average Order Value  (£)

or alternatively, 

£ per Book   =      Demand (£)



        Circulation


In this article I am going to explain how Demand translates into Profit.

As an example I will use a hypothetical fashion catalogue, but you can apply your own parameters to this model to calculate the results.

Stage 1
Demand to Net Sales

Table 1 below shows the translation of  Demand  into Net Sales.   We begin by pegging Demand,  defined as  the value of orders placed, including VAT but excluding Post and Packing, at 100.   This is just an index, it could be £100 or £100,000,  it does not matter for the purposes of this example.

Unfortunately we are unable to meet all of the orders placed.    We assume that out of stock items and cancellations combine to result in 85% of the demand being met and sent out.  We call this percentage the Level of Service.   The value of goods sent out is therefore 85.

Sent  
=     Demand     x      Level of  service  =  100 x 85    = 85









    100

There is more bad news.   Not all that we send out remains with the customers.   Returns will reduce our sales further.   If goods are exchanged for different sizes or colours we retain the sale,  so use the refund figure. Let us assume that 20% of the value of orders despatched are returned for refund.

Net Sales

=
Sent   - Refunds =  85  -    20 x 85 = 68
(tax inclusive)





100

Now our Net Sales are 68 - inclusive of VAT.   Unfortunately Customs and Excise step in and take the tax that we have collected on their behalf.   The current UK VAT rate is 17.5%.  To reduce Net Sales (tax inclusive) to Net Sales (tax exclusive) we perform the following calculation:

Net Sales 

=
Net Sales (tax inclusive)
=
68       =    57.87 

(tax exclusive)

1+VAT/100


        1.175

This means that for every £100 of demand we can expect £57.87 in net sales left in out tills.

 Table 1    Demand to Net Sales

Demand


100.00

Sent



  85.00

Refunds


 (17.00)

Net Sales (tax inc.)

  68.00

Net Sales (tax exc.)
  57.87

Stage 2
Net Sales to Contribution

This net sales figure is eroded by costs that vary with the level of demand.

Most obviously, we have to pay for the cost of the goods.  As well as the product cost, you should include all related costs of the product, for example ticketing, air freight if applicable, stock loss provision, and an allowance for marking down stock that has not sold.   Our example assumes an average Net Achieved Margin of 50%.

Net Achieved Margin = 57.87 x 50% = 28.94

A further cost that varies with the level of demand is fulfilment.   By this we mean the following:

Call Centre costs - the labour cost of operators, freephone charges, outbound 

call charges.

Warehouse costs - direct labour for receiving, storage, picking and packing,




returns processing, packaging materials.

Despatch costs    - delivery charges and costs of receiving returned

goods.

Other costs          -
credit card commission, cheque processing, goodwill 




payments,  soiled and damaged write-offs, lost in transits, 




stationery. 

You should compile a list of all those costs that will increase if demand goes up.

You might consider including fixed costs as well, on the basis that as the business grows, these costs, such as computing costs and warehouse space will have to rise.   When you are considering decisions about small incremental changes (such as whether to mail another 10,000 books) they should be omitted.

There is one off-set to costs that you must be sure to subtract - Post and Packing received.  Remember to take off the VAT!

It is usual to express the fulfilment costs as a percentage of net sales and £ per order.   Both are useful measures but use the percentage in this specific calculation.

In our example these deductions result in a Contribution of 23.15.   

So for every £100 demand we can reckon on generating £23.15 contribution. This money goes to cover (hopefully) the cost of producing and mailing catalogues and the overheads of the business.

Table 2  Net Sales to Contribution
Net Sales (tax exc.)

57.87

Net Achieved Margin 50%
28.94

Variable Fulfilment Costs 10%
(5.79)

Contribution



23.15

The Factor

I find it useful to convert the ratio between Demand and Contribution into a single number - the RMH Factor.

RMH Factor

=
Demand 

=
100.00
=
4.3




       Contribution


  23.15

With this one number you will be more than a match for  your Finance Department.   You will be able to convert any Demand figure into Contribution, instantly.

For example, if yesterday’s Demand was £43,000, this translates into £10,000 Contribution:

Contribution  =    Demand    =   £43,000   =   £10,000



         Factor

     4.3

Also, you can work this in reverse.   Suppose we are offered the chance to mail an outside list of 5,000 names.   Including the cost of list rental, let’s say it will cost 60 pence to mail our catalogue to this list.   What level of demand covers the incremental cost of mailing this list?

Demand = Factor X  Cost = 4.3 X £0.60 = £2.58 per book

This is the break-even level of demand, based on a one-off mailing.

Now if we achieve £2.80 per book, we can instantly calculate our profit:

Actual £ per Book - Break-even £ per Book = £2.80-£2.58= £0.05 per book



Factor




 4.3

So 5,000 books generate £0.05 x 5000 = £250 profit.

Note that the Factor will change if any of the parameters varies.   If, for example, you give a discount offer that reduces the margin to 40% from 50%, the factor rises to 5.8.  High factors are bad news, low factors are good news.

With this new, higher factor yesterday’s Demand does not look so good.   £43,000 of Demand produces £7,400  profit instead of £10,000.   Our Break-even level of Demand is now £3.48 not £2.58.    So remember to recalculate the Factor when conditions change.

Next time I will show you how to evaluate tests, both before and after you do them.   Until then, may I wish you high sales and low factors!
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