FINANCIAL TECHNIQUES FOR NON-FINANCIAL CATALOGUE MANAGERS: 

Part Eleven: What is PLANB? 

Fundamental to the growth of any mail order business is the acquisition of new customers.   The cost of acquiring new buyers is one of the key components determining how much cash is required to fund the business and whether the project is viable.  In the course of this series of articles I have tried to reduce complex calculations into simple formulas.   This  time we look at this critical area and attempt to do the same.   

We have looked at the Profit or Loss resulting from the Acquisition of a New Buyer (or PLANB for short) before but always in the context of a specific example.   See Part 5 - “Mailing External Lists”.   Having to recalculate step by step for each example struck me as rather laborious at the time  but at least it explained the process.   I am always on the look-out for a short cut so I sat down and tried to summarise the process into one formula.   A formula is great because you can turn it on its head and ask different questions.   For example, if I want to lose no more than £20 acquiring a new buyer,  what media cost per name can I afford?

This article shows how to construct the formula.   With a bit of spreadsheet manipulation you should be able to plug the formula into your circulation plan to calculate the PLANB of each recruitment activity.

I must stress that this calculation just considers the one time costs and benefits of  mailing.   It does not take into account the future stream of sales and costs that a new buyer (or catalogue requests) may generate.   That limitation aside, it is still a useful measure, particularly for small businesses where the costs of complex Lifetime Value Analysis outweigh the benefits.

I am going to use a split-screen to show both the formula and a real-life example at the same time.  This should help to explain what is going on!

 Stage 1   Definitions

n    = the number of books mailed

d    = demand £/book

f     = the factor - the single number that

          converts Demand into Contribution (see

         Part 2 - “Turning Demand into Profit”).

c    =  the cost of producing and mailing one

          more catalogue

a    =  average order value

m   =  media cost per name mailed.  For 

          example, the advertising cost divided by

          the number of requests, or the list rental

          cost per name.

Stage 2    The Profitability of the Mailing

This is equal to the contribution from the sales less associated costs

Contribution - Catalogue Costs - Media Costs

      n x d       -         n x c           -     n x m

         f

Stage 3   The Number of New Buyers

We approximate this to the number of orders.  In practice some new buyers may buy more than once from the same mailing but we assume here that one order equals one buyer.

  Demand      =     n  x   d    
Order Value             a           
Example
n    = 5,000 books

d    = £1.20 per book

f     =  4.0

c    =  £0.50

a    =  £60

m   =  £0.10 per name ( a list rental in this

           example)

5000 x £1.20 - (5000 x £0.50)  - (5000 x £0.10)

        4

= 1500 - 2500 - 500

= -£1500   (a loss)

5000 x £1.20   =   100 new buyers
       £60

Stage 4     Calculation of PLANB
The Profit or Loss resulting from the Acquisition of a New Buyer is equal to

The Profitability calculated in Stage 2 divided by the number of new buyers calculated in Stage 3:

PLANB = The Profitability of the Mailing

                  The Number of New Buyers
              =       nd    -    nc     - nm

                         f                             

                                   nd 

                                    a  

       -£1500      =        -£15

          100  

It cost on average £15 to acquire each buyer.  

The formula for PLANB can be simplified.   Without boring you with the details the simplified formula is as follows:


       


       PLANB   =     a     -  a (c + m)

                     



       f              d

In this equation, (c + m) is effectively the Advertising to Sales Ratio that some of you may 

                              d          

have encountered.   Here it is applied to the Average Order value to give a customer acquisition cost that is deducted from the contribution from an order to produce PLANB.

This formula may look complicated but it can simplified by plugging in values for the variables that you do not believe will change because of the activity.   In practice this will probably be the Factor “f”, the Average Order Value “a”, and the Catalogue Cost “c”.

Using our example above the formula reduces to:

PLANB =  £60   - £60 (£0.50 + m)                 
                    4                 d


          
              =   £15  - (£30 + £60m)

    
                                     d


        

Using this  formula and setting a target PLANB of -£30, that is, a Loss of £30 for each buyer acquired we can show graphically the relationship between the name cost and the Demand per Book:




The graph shows that as the cost per name increases, the Demand per Book has to rise to ensure the PLANB stays at a loss of £30 per buyer.   When their are no acquisition costs (when you mail your old enquirers, for example) Demand per book can be £0.67.  However, an advertising campaign costing £3 per name needs £4.67 per book from the first mailing of the names to produce buyers at a loss of £30 each.   In practice these new requests will be mailed several times, each time hopefully reducing the loss resulting from acquisition.

There are many more ways these formulas can be used but I will let the reader discover the possibilities as there is insufficient space here.  Particularly interesting is the effect of varying the average order value.   If you are reading this during a quiet moment at the ECMOD Conference in Hammersmith take your calculator and try out the formula on your own business.

I shall be back in the January issue so take this opportunity to wish everyone a very profitable Winter season and a great Christmas!

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
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