Can you market?

Introduction

You have a problem. A product currently sells in a limited quantity to a small number of customers. It is making some money, but clearly not as much as you think that it should. How do you, as a marketing manager, approach the problem? What questions should you ask? Where do you find the answers to those questions and and what are the implications of those answers for the rest of the company?

Can You Market? is based on detailed case studies which start each chapter and which present special problem areas of marketing management and marketing planning. Although the cases are designed with the specific requirements of the chapter in mind, many contain all the elements of the entire marketing plan, and cover the range of problems that the marketing manager may meet in his or her career, consumer, industrial, service and non-profit.  Topics include timeshare in Florida, industrial equipment in France, bottled water in America, computers in the UK, processed food in Germany, and hotels in Australia.   

The cases are designed to encourage the reader to develop a structured  and analytical approach to dealing with particular marketing problems which can then be used to build a marketing plan.  Above all, the cases are also created to ensure that any reader can find entertainment and stimulation in what is one of the most fascinating subjects, that of creating a product or service that organisations or individuals want to pay good money for.

The first stage in this marketing planning and problem solving process is to question exactly what the patterns of demand are. This is the concept of SEGMENTATION which is central to marketing. Understanding it allows the planner to divide the market into a series of elements, each of which has its own demand pattern. Can You Market? identifies how markets can be sub-divided. Once the market has been split up in this fashion, the exact PRODUCT BENEFIT that each requires can be considered. Can You Market? describes the methods by which consumer, industrial and service product benefits can be defined. Any investment that the company makes will need to be controlled, and strengths, weaknesses, opportunities and threats will need to be continually monitored. The company must establish an INFORMATION POLICY that enables it to create and maintain competitive advantage. Can You Market? outlines how this can be done. Every product policy must be converted into a specific set of packaging, design and service criteria, requiring a range of decisions on PRODUCT SUPPORT. Can You Market? identifies the issues that need to be considered and how choices in these areas can be made. 

To reach the customer the company will have to use DISTRIBUTION CHANNELS. Which are appropriate? How should they be approached? Can You Market? defines methods of identifying the appropriate distribution channels and creating effective agreements with them. Such distribution channels will have to be effectively supported. Companies will have to choose the right PHYSICAL DISTRIBUTION, INVENTORY POLICY, WAREHOUSING SYSTEMS, ORDER PROCESSING, SALES PROMOTION and SALESFORCE policies to ensure that the distribution channels chosen will work in a cost effective fashion. Each of these areas are considered  in detail to develop a full understanding of they contribute to the product benefit, by providing an efficient and cost effective service to the customer/consumer, so building competitive advantage.

Marketing departments will also need to persuade customers of the value of the product or service that is being provided, to either increase the sale of an existing product or to persuade individuals to try a new one. A PROMOTIONAL POLICY will have to be created. Can You Market? describes how to set promotional objectives, the promotional channels available and what they do, and how a promotional campaign should be structured. Once these decisions have been made the company will have to decide which of the range of actions needs to be carried out internally and which will involve external suppliers. Once the company has decided on the broad policy and created achievement levels in each of the areas, the marketing plan can be optimised via its PRICING POLICY.

The analytical approach developed in each of the individual chapters enables the reader to create a MARKETING PLAN, an example of which is provided together with the guidelines that need to be considered in the development of new investment and the control requirements involved in the management of the overall marketing plan.

The text also describes particular problems in the context of particular marketing strategies. Given a particular problem, what are the implications of a particular STRATEGY? There are six broad strategies that are available to the company; product withdrawal, consolidation, market penetration, market development, product development and diversification. Each of these strategies means that the marketing mix - product, price, promotion, place - will have to alter. Every chapter contains a discussion of the main influences of strategic changes on that specific element in the marketing mix.
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Segmentation

In late October, you were asked to prepare a marketing plan for a timeshare with 13 villas each containing 3 twin bedroom units under construction near Fort Lauderdale, Florida, USA. Your American company has a small, UK based, sales team to sell the timeshare villas  in the European market. This marketing plan should include an analysis of the segment(s) in the market, the product benefits linked to these segments, whether the company should use intermediaries to reach certain segments, and all the promotional planning that is necessary to support these distribution channels or to reach the customers on a direct basis. It should also provide some indication as to the likely revenue for the company over the next year which is to run from December to beginning of February the following year.

Florida Villas - the company and the proposed operation

The company is a joint venture between a developer based in St Louis, Missouri, with 10 years experience of timeshare development; and 2 senior managers from an American brewing group. The development is on the Tenth Fairway of the County Park Golf Club in Florida; one of the top 50 golf clubs in the United States. At the end of October, one of the 13 buildings containing 3 units was complete; the others would be finished within 6 months. One had been given to top golfer Randy Miskin in return for his name on any promotional material. The total cost of the construction plus the 5 year membership of the golf club and the Marriott Beach Hotel leisure resort is an estimated £3 million. Investors are prepared to fund  additional developments if this initial exercise is successful. The other units would be sold by month; with a month priced at £22,000. There was little research on the exact price elasticity operating in the market, and the developers had fixed the price by comparison with similar premium developments.

Initially, operations focus on the UK. It was currently undecided whether the month should be fixed - the customer buying the same month every year; or whether the month should move forward every year - January in the first year;  February in the second and so on. This is one of the issues that the marketing plan has to resolve. The management charges were initially £600 a month. The five strong, national, sales team are young with little knowledge of golf. Their average salary is £15,000. In addition there is a national sales manager with a salary of £35,000. The sales staff  come from high pressure selling environments like home improvements and financial services. Running costs of the UK office are estimated at £150,000 a year in addition to salesforce costs.

The timeshare market

Started as an American concept in the 1960s, the timeshare aimed to provide low cost holidays, away from home, with all the benefits of self-catering accommodation and ownership, but none of the drawbacks -  maintenance and cleaning would be arranged by the timeshare management. Timeshare operators concentrated on providing a higher level of luxury than customers had previously experienced. The idea  moved across the Atlantic in the early 1970s, and had considerable success for a time. However, the entire timeshare business developed a bad reputation in a number of respects. The first had been the cost of buying the timeshare itself, when compared with other types of holiday arrangement in a particular location: either purchasing a property locally, or an annual package holiday there. The second issue was management charges: the fees for maintenance, running costs of the unit, and property taxes. These were often high and also effectively outside the control of the timeshare buyer, who faced a possible blank cheque for the future. The third problem was limits to  freedom: buying a timeshare meant visiting the same locality at the same time for the foreseeable future. Timeshare companies attempted to deal with the difficulty by offering transfers or swaps through other companies. The ability to achieve an effective swap was based on supply and demand; with poor timeshare units failing to achieve adequate levels of swaps, though prestige units did better. Another complaint was the over development of many sites, which was coupled in many minds with the potential for future problems - for example what would happen if the timeshare owner went bankrupt. Other  issues that concerned potential timeshare owners were the aggressive selling used by the majority of UK timeshare companies, which had been the subject of hostile media comment.

The contracts offered also discouraged buyers from becoming involved in the timeshare market. For example, contractual problems relating to timeshare owners' freedom to swap for other sites, or to allow other people to use the property. The final main drawback, according to the majority of timeshare owners, was the potential difficulty in selling their property should their circumstances change or should they encounter problems with the management team. The main types of problems and the way in which particular groups in the community responded to them are summarised in the Tables, 1A, 1B, 1C. In all the base is the percentage of the group that considered it a serious rather than a minor problem. 

Table 1A. Socio - economic groups perceptions of the main timeshare problems with percentage reporting 'significant potential problems in timeshare purchase'.  

                 
           


Socio-economic group

Factor
   A               
B
C1
C2
     

Too expensive  
90
70
70
65


Management charges 
80
75
45
35


Limited freedom 
85
70
30
20


Too crowded
70
67
35
30


Future problems
65
60
25
20


Aggressive selling
65
65
40
40


Contract problems
67
65
45
55


Difficulty of selling 
76
70
55
45


Table 1B. Age perceptions of the main timeshare problems from existing purchasers, with percentages indicating 'significant potential problems in timeshare purchase'.  





Age group

Factor
25-35
35-55
55






Too expensive 
75
60
45

Management charges
65
50
55

Limited freedom
85
60
45

Too crowded
45
55
40

Future problems
80
70
45

Aggressive selling
45
55
65

Contract problems
65
65
55

Difficulty of re-selling
75
55
50

Analysis by social group indicates clearly that the lower socio-economic groups were more interested in the timeshare concept and thought that there would be fewer problems. A similar pattern exists for analysis by age, with older respondents preferring the product benefit of timeshare over younger groups. Table 1C shows that customers that had already purchased timeshare were far more satisfied.  Overall, 64 per cent of existing buyers were totally  satisfied with the service,  though higher socio-economic groups  reported greater dissatisfaction than other groups. Younger groups - as revealed in Table 1C - also tended to be more critical of timeshare provision than the older.

Table 1C Timeshare problems reported by various groups of existing purchasers, with percentages reporting 'significant reservations'. 

Social class
Age
Household size

Factor
AB
C1/C2
25-35
35-55
>55
1 or 2
>3

Expensive
5
3
12
7
6
15
3

On site costs
17
5
17
5
5
19
1

Lack of freedom 
21
5
19
5
4
16
10

Crowded
16
6
4
8
9
10
8

Flexibility
12
8
13
5
4
11
7

Changes in control
16
3
16
8
3
14
6

The golfing market

Golf has become one of the main types of sporting interest in the majority of industrialised markets. With an ageing, more sedentary and more affluent population, golf supplies the ideal opportunity to exercise in a socially acceptable fashion. In the UK alone there are around 1700 golf clubs with 1.5 million active or semi-active players. 

Originally many of the clubs had been municipal, but with the reduction in public spending no new  municipal golf clubs had opened since 1960. All the growth was in the private sector. Golf had become increasingly big business as a result, with growing pressure upon existing facilities. This had both increased the demand on existing public and private courses and the price that individuals were prepared to pay for access to them, though this demand pattern changed considerably during the late 1980s. Thus in the UK it was estimated that an additional 300 courses  would be needed by the year 2010 (over and above the current construction programme); and in the United States the shortfall was estimated at  2000. 

Recent studies suggest that this forecast pattern of demand is mainly illusory. Many golf courses in major resorts are having difficulty in maintaining the level of membership because of higher costs. Golf courses require considerable amounts of maintenance, and cannot use large equipment which would damage the playing surface, with the result that all golf courses are labour intensive. The current costs of joining a new private club were in the region of £20,000 for a club of 700-900 members with annual fees of £1000-1250 and playing fees for each use of the course (termed green fees), about £25. Such high levels of fees were proving a further brake on overall expansion of the market. Market research identifies a number of golfing segments, described in the next section.

The committed golfer

Committed golfers  see golf as a challenge. They read golfing magazines in quantity, buy the best kit available, watch a considerable amount of golf either live or on television, and play on as many courses as possible. They want to improve their  golfing skills both by having expert tuition and also by playing on difficult and demanding courses. The competitive component of golf is a crucial factor in separating the committed golfer from other groups. Typically these individuals are male, affluent and in their late thirties to mid-fifties, and spent an average of 10 hours per week playing. Although they could devote time away from their professions to improve their golf,  they could not normally give more than 4 weeks a year to the sport  and even this would often be difficult to manage. In addition they had considerable freedom as to when they took such holidays.

The family golfer

The family golfer tended to be younger than the committed golfer. Though affluent, members of this group had to take account of financial and time commitments to a younger family. They would concentrate on playing golf locally spending, on average,  5 hours a week playing. They were less affluent than the committed golfer, and could rarely take more than 2 weeks holiday at a time which had to take account of children's holidays and the needs of the working wife. The family golfer had relatively limited funds available to invest in long term holiday planning, as most income was tied up with current expenditure.

The leisure golfer

As a group, leisure golfers were retired and able to devote a large number of hours to golf. In Europe, the typical leisure golfer played around 15 hours a week. As they were normally retired on full pensions, they spent large sums on their golf, experimenting with different courses both at home and abroad. These golfers could take their holidays anytime but  tended to travel overseas at times of the year when the home weather was bad (mainly during the winter). 

The incentive golfer

There had developed a substantial market for those people that considered golf as a prestige activity but did not have the time or the inclination to join golf clubs. They were however interested in the game and followed it in great detail. Such individuals regarded invitations to either play golf or to attend golfing events with great interest. Typically, such golfers worked for large companies either in a sales or administration function. Company executives were interested in considering incentive packages either for their own staff (such as the salesforce); or for corporate hospitality (encouraging other firms to buy the products or services that were being offered). The cost of such incentives had risen steadily throughout the 1980s, and was becoming of increasing concern to many finance and marketing directors of large companies.

The current European holiday market 

A number of clear trends had become established in the European holiday market. The first was the move towards long haul rather than short haul holidays. More people were now travelling longer distances for their vacations; the main beneficiaries were the United States and Australia, though countries such as Mauritius, Malaysia and India had also benefited. 

There had also been a movement towards second holidays, with more people taking winter holidays in addition to their main summer break. This was particularly true of the elderly sector of the population where the general trend had been to spend more time away in the winter. The main concentration of this overseas winter holidaying was Spain, though an increasing number of the more affluent were travelling to Florida or the Caribbean. 

A third trend had been the growth of self-catering holidays, moving away from the traditional package holiday concept. A number of companies had developed to service this particular market. By the end of 1993 typical costs for a week - excluding travel - at a two bedroom villa in various locations was between £300 in Spain and £400 in the United States. Increasingly, many European residents were buying second properties abroad. It is difficult to separate those permanently resident, from those resident for part of the year only but a rough estimate of the number of homes owned by UK residents and their average purchase price (in thousands of pounds) and annual running costs are listed in Table 1D. UK residents make up roughly a quarter of all European owners of foreign homes in Spain, but a lower proportion in other markets. 

Table 1D. Estimated  number of  UK holiday homes, growth rate of ownership, average purchase price in £, and annual running cost  in £ by country in 1995.

Country 
No homes
Growth
Purchase cost
Running cost p.a

Spain
280000
7
60000
900

France
65000
3
75000
1000

Italy
45000
8
55000
900

Portugal
65000
10
50000
700

USA
40000
20
45000
1200

The final major change in the holiday market was the greater demand for special interest packages. Naturally one of the major beneficiaries of such changing demand had been special golfing holidays. Typical prices for 2 weeks in various countries including car hire, access to golf courses, accommodation and flights varied from £650 in Spain to around £1100 in the United States by the beginning of the 1990s.  Pressures on the US airlines  were tending to further reduce prices.

Underlying all these various trends had been the Europe wide change towards paying more for vacations, partly a result of higher disposable incomes, and partially a result of higher levels of  sophistication.  The  result had been that the average family holiday price of the late 1980s of £250 per head had been replaced by a market price of around £400-500 per head. Along with the higher prices was the view that the consumer expected a considerably greater level of service; such perceptions had significantly damaged the traditional tourist markets of Spain and Greece. Different socio-economic and age groups had significantly different expectations of holidays, as Table 1E shows: (rating *** very important, * not important at all).

Table 1E . Importance of certain holiday service benefits by category. Sample of all holiday consumers.




Social class

Age

Factor
AB
C1C2
18-35
35-55
55

Variety
***
*
***
*
*

Luxury
***
*
*
**
***

Quiet
**
*
*
**
**

Social events
**
***
***
**
**

Food
***
*
*
*
*

Shopping
***
**
*
**
*

Sport
*
*
***
*
*

Product features

Setting. The company views the setting as scenic. The description offered is of a 'lovely villa nestling among South Florida's palm trees and lush tropical foliage adjacent to the Tenth Fairway of the Country Club and giving exquisite views of the golf course. The twelfth hole of this magnificent PGA championship course is often described as one of the most beautiful in the United States. There's probably nothing as restful as watching evening fall over the course from your private patio-veranda as the peaceful sounds and warm breezes of the tropical night unfold. With the year round warm climate, the resort will be an effective escape from Northern European summers and winters.'

The resort is half way between Miami beach and Palm beach and a short drive to the Florida Keys, Orlando's Disney World and the Kennedy Space Centre. Part of the package is membership of  'the pick of one of the world's great private beaches where apart from a swim, you can try windsurfing, para sailing, scuba diving or snorkelling or you can use the tennis courts, saunas, hot baths and work out rooms. Greater Fort Lauderdale is within easy driving distance and offers some of America's most sophisticated stores, over 2500 restaurants with food to meet all tastes; boats can be hired to explore the city's labyrinth of canals and waterways, or to go out into the Gulf for some deep sea fishing. If you don't want to spend the day basking in the sunshine, or playing golf, there's angling off an ocean pier, thoroughbred horse racing and world class polo at Boca Raton and Palm Beach'.

Golf. Use of the club's facilities including the golf course comes with the purchase of a unit. In addition there are a large number (approximately 75) of other golf courses available within an hour's drive. The membership of the golf course allowed access to the three professionals it employed; there was also the potential to discuss particular golfing weaknesses with a professional golfing instructor during the time he was at the club; such personal tuition would cost $60 an hour.

Luxury. The resort has its own private swimming pool and jacuzzi, gazebo bar, barbecue area, card and game room and other amenities. The on-site management team can arrange car hire, golf or concert tickets as required. Each air conditioned unit has  two bedrooms and bathrooms, a 'lavish living and dining room'. There is a 'jacuzzi style' bath in the master bedroom, Italian marble floors in the entrance foyer, hallways and bathroom, and a kitchen with everything from an automatic ice maker to a deluxe sound insulated dishwasher. There are two colour television sets, a video player and a stereo. Units can sleep up to six and are very suitable for entertaining. A maid deals with the cleaning, and it is possible to send out for food or have it cooked in the villa.

Control. The resort offered features that improved the control that the potential customer had over the development. The site was a limited development with no further scope for expansion. The company could show that there was no possibility of getting extra land for further development. The prospective purchaser was also offered freehold ownership of the month, and a management agreement registered under Florida state law. Each purchaser would have a single individual to contact both at home and in Florida. Management guaranteed to maintain management charges at the rate of inflation over the next 10 years. Management estimated the likely rate of inflation in the United States over this period to be 4 per cent per annum.

Flexibility. Customers had total freedom to use the month as they wished. They could either sub-let to other individuals or invite other couples to share the accommodation subject to limited control. With the membership of HRI Holiday Resorts International, the quality of the resort would enable them to exchange their month for over 800 other timeshare developments world-wide. The chance of achieving this exchange was estimated by the developers to be over 95 per cent. Customers could choose either a fixed or variable month option, and would be given access to a whole range of sporting and leisure facilities in the Fort Lauderdale area either on a pre-booking basis before they left Europe or via a voucher system which they could use locally for particular events. 

Exclusivity. The resort would only cater for particular categories of clientele. The nearby Marriott Beach Resort, to which timeshare ownership gains access, provides a whole range of leisure eating and relaxation facilities plus an additional two golf courses. Entry to this facility is only possible with the provision of the most detailed references. Timeshare owners will be invited to weekly buffets and a monthly gala dinner where local celebrities will be present.

Business services. The management have provided a whole range of secretarial services at the complex, including typing, fax and telephone answering services. Staff were available to design particular entertainment packages and to provide access to a whole range of discount flights.

Financial security. Similar developments to that currently under construction have shown considerable increase in value over the past 10 years. A typical comparable development had increased by 25 per cent compound over this period with units now selling for around £45,000. Customers would be able to let their solicitors inspect the agreement registered under Florida law before signature. Customers would also be able to inspect the property before finalising purchase. 

The company was offering to fly the purchaser out to Florida for 3 days once a deposit of 25 per cent had been received on the property - this was held by an independent solicitor until the purchase was finalised. It would be returned in full if the individual decided not to purchase. The company had not considered offering finance purchasers, but were prepared to provide an incentive in the form of a Caribbean cruise for full settlement of the total cost of the villa unit. It had initially been proposed that the company would buy back the properties at the full purchase price at the end of  5 years, but this was no longer part of the package on offer. The product is capitalizing on year round sun, sand, golf, shopping, restaurants, water sports, wildlife, theatre, music.

Distribution channels

There were a number of intermediaries that existed in the market that could be used to expand sales of the units. Those identified by company executives were: golf clubs, investment brokers, sales incentive houses, corporate. 

Golf clubs. Each golf club was independent and run for the benefit of members. The company would be able to either sponsor a particular competition - this would cost a maximum of £400 (under the golfing rules a larger sum infringed individuals' amateur status); or it could approach the golf club to arrange a demonstration during one or two evenings with free entertainment. The cost of would be around £500 for booking the room and providing entertainment in addition to the prize. The likely numbers of golfers that the company could contact in this way would be around 100,  in each club, for each type of promotional plan, as only a limited number of the club would be interested in either the competition or the demonstration.

Investment brokers. There were a large number of independent investment brokers in the country (approximately 7,500). They provided investment advice to the more sophisticated and asset rich individual, handling a portfolio which was generally in excess of £100,000. It had been suggested that these individuals could be motivated to sell units on commission to their clients.

Sales incentive houses. There were around 200 companies that specialised in designing promotional material for sales incentives for large corporate clients. Some of these companies might be interested in buying one or more of the units to incorporate in their range of promotions.

Corporate. An estimated 12,000 UK companies were involved in some way with providing incentives for customers or staff. Some of the larger companies with large salesforces or a substantial client base might be interested in acquiring units for long term promotional planning. The advantages for the corporate market could be described as asset value in the balance sheet and a greater control over costs.

Promotional channels. 

Direct mail. The company could use a variety of golfing professionals to promote the timeshare in all promotional material; and it would be possible to mail all the golfers in Europe, or to concentrate on those using particular clubs. It was estimated that the cost of each individual mail item would be in the region of £0.80. Such mailings could be used in conjunction with demonstrations in specific central locations, which would cost around £300 per day.

Telephone. The telephone could be used to generate interest in the project. Particular groups could be identified for specific contact. It was estimated that each sales representative could contact around 15 potential clients an hour.

Golfing magazines. There were a number of specific golfing magazines published in Europe. Their details, percentage of AB readers, frequency of publication and cost are  in Table 1F.



Table 1F. Relevant magazines for golfers

Title
Sales
AB%
Frequency
£ page ad. 

Golf
130000
40
monthly
800

Golfing   
80000
50
monthly
600

Swing 
250000
45
monthly
1200

Fairway
60000
48
monthly         
500

Par      
50000
55
monthly
600

Golfer
40000
65
monthly
800

Masters
105000
70
monthly
750

Holiday magazines. There were a number of magazines that serviced the holiday market. The 3 most appropriate were Timeshare (circulation 40,000, published 6 times a year with a 25  per cent AB readership and a cost per page of £900 for a colour advertisement); Freestyle (180,000 circulation, monthly publication, 15 per cent AB readership and an £1800 colour page rate); Horizon (200,000 circulation, monthly, with a 20 per cent AB readership and a £1200 page advertisement rate).

General magazines. There were a number of general magazines servicing the potential holiday customer. There were two broad alternatives, the first the colour supplements of the national Sunday magazines, the second being the use of specific free magazines directed towards particular market sectors as in Table 1G .


Table 1G.  General magazines

Title
Circulation
AB%
Frequency
£ page  

SundayTimes 
1318000
77
weekly
11500

Observer     
650000
76
weekly
5500

Dimensions
30000
90
monthly
1500

Banker 
28000
85
monthly
1800

Expressions 
80000
65
monthly
2800

Europe         
15000
65
monthly
1100

Exhibitions. A large number of national and regional exhibitions were designed to exhibit properties to potential purchasers. The most important national exhibition was Timeshare,  lasting over 5 days, with 14,000 estimated visitors and a stand cost of around £20,000 (though this ignored the very high additional costs of attending exhibitions). Holiday Nineties was estimated to receive 50,000 visitors with a stand cost of £28,000 in a 3 day exhibition. Two regional exhibitions, Northern Holiday and Southern Holiday were also important receiving around 6000 visitors respectively; and each costing £10,000 over 3 days. 

Promotional magazines. A number of magazines specifically serviced companies involved in the development of promotional plans. The most important was Incentive: monthly circulation 7,500, and a cost per page of £1800; and Sales Promotion: monthly circulation 15,000, and a cost per page of  £1200. 

General business magazines. Certain magazines that serviced the business market were also potential promotional channels. The most important of these were Business with a monthly circulation of 135,000 and a cost per page of £3600; Entrepreneur with a monthly circulation of 55,000 and a cost per page of £800; and Director with a circulation of 45,000 and a cost per page of £1900. 

Public relations. The company had been approached by a number of public relations companies suggesting that they could create a favourable attitude towards timeshare purchasers amongst key decision makers. The proposed level of expenditure was £50,000 per annum, spread among a number of events such as free trips to the site for decision makers (around £500 per head), sponsored golf competitions (a maximum of £400 per club, as previously discussed) and golf 'parties' at exclusive venues around £1000 per event.

Action

You have to produce a marketing plan for Florida Villas. What are the best groups within the market to be aiming for? 

What do they want? 

Does the company provide the right type of product? 

How should the company get in contact with them?

What type of support will the company have to provide to achieve these objectives?

What are the financial implications of the actions that you propose?

Guidelines to segmentation

All marketing starts from the concept of the segment, that markets are divided into separate demand groups. The first stage in the development of a marketing plan must be to define the existing segments and understand how they behave. This is because segmentation is an essential planning requirement to profit and cash flow. 

Manufacturers and suppliers of services must be able to link a specific  type of individual or business (the segment) with a particular requirement or need, or demand (the product benefit). The closer the match between the product benefit and the segment, the greater the commercial advantage. 

First, matching customers' requirements closely ensures that they will pay more for the product or service, and buy more of it. For example, video games such as Nintendo or Sega have achieved very large market shares in the world toy market - and continuing high rates of repeat purchase, by closely matching consumer demand with product benefit. Consumers pay large sums for the product, even though competing toys and games are far cheaper. Similar prevail in the trainer or running shoe market, where products such as Nike or Reebok achieve retail prices of over $150 for a product with similar, very low, production costs to video games. Accurate segmentation is vital to the two crucial factors in long term, profitable, development; profitable initial sales and good cash flow from a high level of repeat sales.

Second, matching consumer requirements closely to product benefits acts as a barrier to competition. Competitors can only gain market share if their product offering is more competitive, or put more simply, is what the customer prefers. Ensuring that the match between the segment requirement and product benefit is a close one builds competitive advantage, excluding other products or services from the market. As the computer market expanded in the early 1980s, new types of demand were created. IBM, dominant in the mainframe sector, failed to develop products and services to meet new demands. Potential competitors now gained a foothold and subsequently expanded into other market areas. Compaq is one such case. The company identified the customer demand for sophisticated fast personal computers and built competitive advantage in this area. Compaq, together with  other personal computer companies, were able was to reduce IBM market share in a  rapidly growing sector.

Third, segmentation focuses the company's operations on developing profitable products or services in a number of ways. It provides a benchmark or target audience against which new products or services can be tested. This will help towards estimating the potential market for a particular product (the first step in quantifying the marketing plan). Accurate segmentation will also help towards decision making in  other areas of the marketing plan: integrating the segment and product benefit with distribution, promotion, price and other aspects of the marketing mix into a coherent whole. 

The company, by continually referring back to the segment and its requirements, becomes clearer about what it is selling and to whom, and is able to develop an understanding about WHAT groups are buying WHICH product; WHEN they buy them; WHY they buy them; WHERE they buy them; and WHO influences them in the purchase (if anyone does). Constant monitoring of its particular segments or customers will enable the company to build an effective information system to identify trends and changes;  and to modify services or products in line with changes in demand.

Korean companies like Goldstar or Samsung are a good example of segmentation at work. They have identified  small or 'niche' areas within the market. Then  they have built competitive advantage, step by step, combining specific expertise in one area with specific expertise in another in a synergistic fashion. For example, Samsung developed expertise in a range of component supply as a subcontractor to television OEM (original equipment manufacturers). It then moved in to assembling these components  as televisions: competitive advantage in components lead to competitive advantage in complete product, a process often termed mosaic management to competitive advantage.

Companies must appreciate that the market for each product or service is limited; not all individuals want to own a Rolls Royce even if they could afford one. Such limitations apply across all sectors, both in product and service supply. For a service company this means that they will either have to supply a range of specific services to one segment, or a specific service to a range of segments. The first is obviously far less complex than the second. Woolworths with a range of records, videos, sweets, children's clothing, household goods and decorating materials, illustrates the problems of servicing a variety of segments, with the difficulty of creating competitive advantage in any of them.

Where the company is unclear about its target audience and their product or service requirements, mismatches will inevitably occur. The Burton Group in their purchase of Debenhams failed to appreciate the interaction between a department store and the target audience. Replacing traditional department store services with ranges previously sold in separate stores on the high street failed to meet the requirements of a different segment. The result was long term problems for the Group in attempting to achieve profitability in this acquisition. 

Segmentation, as a means of achieving an effective investment strategy, poses two main problems. The first is that too narrow a segment will not produce sufficient volume to be cost effective. Economies of scale will be affected because the longer the production run, the lower the unit costs of any particular product, as start up expenses are spread over ever larger numbers of products. Small production runs will fail to achieve these economies, though with the introduction of ever increasingly sophisticated production and service technology this is becoming less and less important a factor in servicing small segments. Experience curves -  the fact that the company learns to manufacture a particular product more cost effectively the more it produces - will also be affected, with the result that the variable cost of the product will remain higher. But perhaps the most important issue, if the segment is too narrow, is the effect on the logistic system. Overall stock levels will rise; order processing systems become more complex; warehouse management becomes more time consuming, and in all areas costs will steadily increase. An example of such changes can be seen in a small plastics company, Increasing its range of building material products from 150 to 400, to meet specific demands of particular segments, meant that the unit production costs rose by around 3 per cent; but logistic expense rose by 20 per cent. Set against this, a substantial rise in market price more than offset the company's increased costs.

This brings us to the  third major issue associated with segmentation - the  return on investment. Companies differ as to the speed at which they will achieve a profitable return on an investment. Pharmaceutical and aircraft companies face very long payback periods (up to 14 years in the case of many pharmaceutical products). By contrast, fashion industries expect a  much shorter payback. Most service operations are between the two extremes - investment  in outlets, equipment, promotion and stock paying back over 3 to 4 years. The longer the payback period, the greater the need to make sure that the segment that the company is servicing will be still there at the end of the period. A company such as Glaxo, with a long payback period, has correctly identified the fact that ageing populations will increase, and that the demand for products designed for such populations - migraine, ulcer, asthma -  will continue to grow throughout the long period necessary to achieve a return from an investment in this sector. A clothes retailing company such as Next, by contrast, faced problems because segments defined in the mid-1980s, during a time of economic expansion and enthusiasm, no longer existed by the end of the decade.

It is possible to identify the characteristics of an effective segment for short and long term marketing planning. Effective segments can be characterised as follows.

Substantial. Segments should be identified in order of size, with the company concentrating initially on the largest segment in which it can gain competitive advantage. Where a large homogeneous segment exists it will provide the economies of scale and logistic advantages lacking in the smaller. For example, McDonalds concentrates on the mass hamburger market, forcing other competitors to look at smaller segments.

Measurable. Companies must be able to quantify the total number of potential customers for their products - essential for market planning, particularly in the relationship of volume and price. But also important so that the company can monitor whether its competitive situation  is getting better or worse. For example, decisions were taken to withdraw certain men's toiletry products on the basis of loss of market share. Closer analysis would have indicated that the market had changed with the development of new segments. In the existing segments,  one product had actually increased its share, but when it was considered against the overall market (which as we can see is not a true assessment);  it was perceived as underperforming. The exact measurement of market segments will also be important in estimating  the market for new products.

Accessible. Companies must be able to cost effectively reach a particular segment. Whether a particular segment is accessible will require an evaluation of the promotional and distribution channels available to the organisation and the cost implications of their use. A small segment which is easily accessible may therefore be viable, whereas a large segment which is not, may pose much more serious problems. For example, in the UK there is a small segment of the population that rides horses. This segment is accessible both through specialist distribution outlets and through specialist magazines. By contrast, there is a larger segment that is interested in specialist cheese products. Because of the limited distribution outlets and poor access through promotional channels, this segment is far more difficult to exploit. This is not the case in many other European countries, where distribution channels for such specialised products are more highly developed.

Sustainable. It is very important for a company to consider the segment target at which it is aiming in relation to the potential return on its investment. Given a choice of segmentation methods, it is always best to choose the  most stable. Attitudinal or psychographic segmentation (discussed in the next section) criteria are most likely not to be sustainable; demand patterns built on demographic or socio-economic methods are likely to be more effective. One of the reasons that Coloroll, the carpets to pottery company, failed, was that the corporate emphasis had been on servicing the segment of the market that was spending large sums of money on home improvements. This segment was purely a feature of the mid -1980s.

Segmentation methods

Various methods of analysing the consumer market have been developed. They can be described as demographic, socio-economic or psychographic approaches. These segmentation methods are inappropriate for industrial markets, where divisions are most effective in terms of company size, type of operation, technology utilisation, location and buying systems.

Consumer market - demographic 

The most basic method of market definition has been to separate populations on the basis of demographic features; age, sex, household size, occupation, location, religion.

Age. Many purchase patterns change with age; food, pharmaceuticals, clothing, household equipment, travel, entertainment, financial services. As populations age in the industrialised world, an understanding of the demands of age  will become increasingly important.

Sex. Obviously, purchase patterns also vary considerably in many areas. Clothing, leisure/entertainment, media, toys, cosmetics, and drink are some of the more important areas of difference. 

Occupation. Certain occupational groups generate certain types of demand. For example, heavy manual work will create certain demands for cleaning products; an increase in the number of secretaries workers will change the market potential for word processing training.

Location. Location issues determine the overall market for certain products. Urban dwellers, for example, have a much lower demand for certain types of garden products. The market for satellite TV will be  greater in areas without access to a cable network.

Religious or cultural divisions. An understanding of the structure of the community and its religious composition is important for a range of products and services, with some inter-relationships far clearer than others. The likely effects of a Muslim culture on alcohol consumption for example will be obvious. Less apparent are demands on media, entertainment, food and clothing but they still exist. An example is the growth of the overseas Japanese communities. Part of the difference in their demand pattern of such communities is the taste for specialist fresh cakes.  

Consumer market  - socio-economic 

Social class. Advertising focussed much of its early research on the definition of social class. The basic concept was that certain groups' purchase patterns were related to their income and social standing. Advertisers were able to match, with a degree of success, media opportunities with demands of particular groups. Though the exact definition varies from market to market, there is broad agreement on the structure of socio-economic groups within the industrialised world, the proportion of the population, their types of occupation, and likely purchase propensities. The most commonly used socio-economic division is in Table 1H, with the percentage of the population, and the type of work applicable to each group.


Table 1H. Socio-economic divisions


Social class
%
Position



A
              
  2.5  
Higher managerial


B
             
13.5  
Middle managers


C1
            
25.5  
Junior and supervisory management


C2
            
25.0
Skilled workers


D
             
20.0
Semi-skilled and unskilled


E
             
14.0  
Many pensioners, unemployed

The advantage of using socio-economic profiles as segmentation criteria is that much of the research carried out by promotional channels uses socio-economic criteria as their main targeting method; marketing plans can therefore use this information to integrate segment, product benefit, distribution and promotion without the need for additional research.


Table 1I. Life cycle divisions


Stage

Description
Buying concentration


Bachelor      
Single

Entertainment, clothes


Nest          

Couples

Household


Full Nest     
Couples

Food, clothing




& children


Empty Nest
Couples
               
Travel, household


Survivors     
Single elderly       
Financial services, food.

Life cycle analysis. As traditional family patterns declined in importance in many industrialised countries, and populations became older, dividing the population into social class became less effective for some products and many services. A more useful method was developed to separate populations on buying patterns based on household size and  changing purchase patterns based on disposable income and age. An example of such a division is  in Table 1I.

Acorn. With the steady rise in media costs, and the segmentation of the promotional channels that took place during the 1980s, direct mail became an important method of access to highly fragmented markets. This market differentiation is clear when one considers that some areas of the United States receive over 100 television channels, as well as scores of commercial radio stations, and the European average is over 20 television channels, in the 1990s. 

The development of effective targeting techniques for direct mail became more and more important. One of the most widely used relates residential type to demand patterns, a system which has become known as ACORN - A Classification of Residential Neighbourhoods. ACORN classifications vary from urban terrace, through rural cottages to detached houses both in urban and rural locations. Neighbourhood identification is one of the segmentation methods that will become more important with the growth of cable television.

Miranda. Another segmentation system based on the use of database technology is to analyse customers on the basis of first names. Statistical analysis of first names suggests for each market that there is a strong correlation between first names and socio-economic background (and age). Access to listings of names and addresses will therefore give a company  information about the type of customer at a particular address, and this can be strengthened by additional information obtainable from other records. 

Consumer market - psychographic

As markets became more complex, and diverse, attempts were made to define individuals in terms of psychological profiles, so that  the demand for products relying on personal values or attitudes, could be better understood.  The first segmentation methods developed considered the impact of the group on the individual, and how that might modify purchase behaviour.

Occasion.  The first and most obvious purchase modifier is the occasion. Festivals, like Christmas,  and  group events such as weddings or holidays change normal purchase patterns and over-ride other segment demands.  For many companies this is a valuable segmentation method as the segment in many cases meets all the required segmentation criteria.

Dependence analysis. Whereas individuals can be influenced in a general way by occasions, some are more greatly influenced  in their normal purchase behaviour than others. This led to attempts to define how greatly influenced particular groups are in purchase behaviour, which is termed dependency. Individuals are defined as dependent - most of their expensive or personal value purchases are heavily influenced by group pressures;  partially dependent  - a proportion of their purchases so determined;  to independent  - very little of their purchase behaviour so determined.  Most analyses find that group pressures reduce through life with the highest level amongst the young. A typical division of the population is  in Table 1J.


Table 1J. Percentage dependency by age


Category 


15-25
26-45
46-65
66+


Dependent

85
70
55
40            


Partially dependent

10
20
30
40


Independent               
  5
10
15
20

Dependence analysis is useful  for understanding purchase behaviour in certain groups such as premium products for the teenage market for example, and in many industrial purchases. It suggests that the benefit that needs to be emphasised in such circumstances is group acceptability. 

Diffusion analysis. Purchase dependency also identified that certain individuals, or groups, within the population would be most influential in deciding what products were acceptable to  the wider audience in a  particular market area. The impact of one group on another led to the concept of diffusion. Such studies have identified a number of groups that may exist for a particular product or concept.

a) Innovators. These are those most likely to try a product or service. They make up a small percentage of the population and  influence another, much larger,  group who are the 

b) Early adopters. These are most likely to be affected by the product choice of the innovators. 

c) Late adopters. They are influenced later in the development of the product. They will rely on the early adopters to an extent, though their decision will mainly rely on an assessment of the underlying product benefit.

d) Laggards. These will buy considerably later than other groups. They will be highly conservative and often buy on price rather than other aspects of the product benefit.

The use of the diffusion model is mainly conceptual, as the exact size of each segment is difficult to quantify, and in most cases the segments are not easily accessible. Diffusion patterns will also vary from sector to sector, with some products showing very long diffusion cycles and others very short. The pattern of the diffusion cycle will also alter as economic circumstances and population structures change over time. However in a particular sector, the understanding of which group to focus on initially may be very valuable. 

Life style.  Social pressures, age and socio-economic purchasing behaviour have been combined in many studies  to identify groups in the population with predictable behaviour patterns. Two of the most commonly used are the Values And LifeStyle (VALS) analysis in the United States and Behaviourgraphics in the United Kingdom. These are but two of many such segmentation methods.

VALS. This separates consumers into nine  groups, each with particular purchase patterns. 

Survivors. The extreme poor who accept that their station in life is unlikely to improve. The poorly educated, elderly and sick. Extremely conservative in attitude. An estimated 12 per cent of the population.

Sustainers. The poor who are still trying to improve their position. Younger, often part of the black economy, with a taste for fashion of extreme types. An estimated 10 per cent of the total population.

Belongers. The largest group of the population. 'Middle of the road', conforming, family oriented, patriotic. Their most important ambition is to fit in rather than be excluded. Around 26 per cent of the population.

Emulators. This group is attempting to copy the leading elements in society. They have an interest in fashion but only buy reasonably priced products. Around 15 per cent of the population.

Achievers. These are individuals reaching the top or near the top of their particular activity. They are interested in displaying their achievement to others in the peer group, but are mainly conservative in attitude. They comprise around 5 per cent of the population.

Experiental. These are individuals less concerned with impressing other members of the peer group, with an interest in self enjoyment. Another 5 per cent of the population.

I-am-me's. This group consists of the young teenager mainly influenced by outside pressures. They make up around 8 per cent of the population.

Societally conscious. This group is primarily concerned with environmental issues and the coherent development of society. It is less interested in outward display than other groups. Around 5 per cent of the population.

Integrated. These are individuals belonging to a small group who have according to the researchers 'put together the decisiveness of the outer direction with the penetration of the inner direction.' They constitute around 3 per cent of the population.

Behaviourgraphics. Behaviourgraphics has created 20 categories for the United Kingdom which are listed with the percentage of the population within the category in brackets.

1. Golf clubs and Volvos. Husband career orientated. (3.7)

2. The got set. Higher income, well educated. (1.8)

3. Bon viveurs. Winers and diners, articulate . (4.3)

4. Fast trackers. Young, middle income, sports interests. (3.6)

5. The high techs. Interested in technology. (6.2)

6. Faith, hope, charity. Churchgoers, community minded. (3.9)

7. Safe, steady and sensible. Self employed, high savers. (3.9)

8. Craftsmen and homemakers. DIY enthusiasts. (6.1)

9. Trinkets and treasures. Older, intellectual, middle income. (4.7)

10. Cultural travellers. Usually elderly, leisure consumers. (5.0)

11. Carry on camping. Outdoor interests, lower earners. (3.8)

12. Health and humanities. Spiritual values. (4.2)

13. Wildlife trustees. Older, higher earners, environmental. (5.5)

14. Factories, fishing and football. Active, outdoor, lower earners. (4.6)

15. Lager, crisps and videos. Poorly paid materialists. (5.3)

16. Instant chic. Current fashion trends, poorly paid. (4.9)

17. Gardeners' question time. Older, owner occupiers. (5.9)

18. Pools, horses and pubs.  Poorer, less educated. (5.5)

19. Survivors. Poor, little education. (9.1)

20. Reading, religion. Low income elderly (8.1)

Descriptive groups. More amusing, and commonly used as rough and ready descriptions of particular groups, is the use of acronyms. The most often encountered are listed below. 

Yuppy - young, upward passing, professional.

Dinky - double income, no kids.

Lombard - lots of money, but a real dummy.

Bobo - burnt out, but opulent.

Nimby - not in my backyard.

Nilo - No income, large outgoings.

The problem of applying VALS, and similar approaches to segmentation, is to be able to accurately identify those individuals that exist in each of the groups, to be sure that the defined individual will stay in a particular group over a period of time, and to be able to reach them in an effective fashion. These concepts are valuable in providing methods of thinking about the population and about  attractive product benefits to service the sector. However, for the practical marketing plan they are of limited value in the majority of cases, and a concentration on demographic and socio-economic criteria is generally likely to be far more functional. 

Industrial market segmentation

Discussion so far has concentrated on the way consumer markets can be divided. Industrial markets exhibit different purchase patterns and the way in which they are described and evaluated are different.

Size. Size is the most obvious industrial segmentation criteria for both products and services. A large organisation, for example, is likely to be a potential purchaser of commercial vehicle fleets, unlike a small one.

Type of technology. Manufacturing systems make a considerable difference in the type of products or services required and the way in which they are provided. One of the most far reaching changes in manufacturing systems, Just in Time (JIT) makes greater demands on delivery  than other manufacturing  approaches. 

Location. Positional effects may be important for industrial companies, particularly in relation to the supply of products or services. For example, Rowntree Mackintosh, one of Europe's leading chocolate manufacturers is located on the rail network, with the ability to receive and deliver product by rail rather than road, in contrast to Mars which has no such rail access.

Type of operation. Obviously, the exact market in which the industrial concern is involved will have an important influence on demand. Chemical companies for example will have totally different requirements from advertising agencies.

Buying mechanism. The way in which industrial operations purchase will also be important. Firms will either have centralised or decentralised buying systems and within that the authority of the buyer will vary. Buyers will follow dependency patterns either being totally dependent  -junior managers; partially dependent - senior managers or managers well established in their posts; or independent - owners or senior directors. Diffusion will also be an important factor in industrial buying with evidence that the more highly skilled the buyer, the greater the potential to buy new or innovative products.

Price sensitivity. The level of price sensitivity may also be useful in segmenting the market, though research indicates that price sensitivity is significantly lower in industrial markets than in consumer.

Risk 

We have so far described methods by which the marketing manager can separate the population into fairly distinct purchasing categories, and we have discussed how in such categories the group is likely to affect the individual decision concerning the purchase. It is equally important to attempt to understand how that individual will then move towards making a purchase - transferring ownership of property. Any such transaction involves risk.  

Marketing should improve the control of risk by assessing WHAT the overall level of risk is likely to be, WHERE risk assessments are most likely to be made, and HOW to reduce risk. 

There are two main components to risk. First is economic risk - that the product will not perform, and that the purchase sum will have been wasted. This element of risk is reflected in the price that people are prepared to pay.  Second is that the purchase will cause conflict within the group. Where peer pressures are strong, particular types of purchase may receive adverse comment. Though there are exceptions, risk will tend to increase with price (though modified obviously by disposable income, with a higher disposable income meaning that a higher level of price has the same level of risk as a low price where disposable income is low), and with greater group pressures. At one extreme one can place the purchase of a sandwich: low economic threat, no group pressure; at the other the purchase of a large computer system by a buyer low down in a management hierarchy: very high economic threat, significant group pressures.

What does this mean for the marketing manager? Simply put, it means that the higher the level of risk, the more accurate the segmentation will need to be as resources, always limited, will have to be accurately focussed where they are most required. Where risk is low, the product benefit/ segment inter-action will be relatively straightforward. To carry our analogy further, the sandwich bar can apply broad segmentation criteria in the development of the marketing plan, whereas our computer manufacturer must be very precise in defining the exact purchase groups/ individuals concerned. This is shown clearly in research in the industrial market which shows that around 60 per cent of purchases will be repeat purchase of existing products from existing suppliers (re-buy), with an additional 25 per cent  or more consisting of slightly modified products from the same supplier (modified re-buy). Only around 15 per cent will be new products from new suppliers (new buy). Buyers by such methods are reducing their exposure to risk. Accurate segmentation therefore becomes a vital factor in the success of an industrial marketing exercise. Companies in high risk environments, must be able to identify the segmentation operating in the industrial environment that they service and tailor the product benefit to reduce the risk, enabling them to develop an effective long term marketing strategy. This obviously has implications in other areas of the marketing plan such as information management and organisation. 

For high risk products, it will also be important to identify where the main risk judgement is likely to be made, so that a 'risk reduced' marketing mix can be developed.  Breaking down the decision making process in such instances will provide an insight into where the main problems are likely to be encountered. As the human being fortunately remains a 'black box', one is left with the guidance of only a general model of how purchase decisions may be made. This is considered to consist of five phases: benefit definition, information search, alternative evaluation, action and post purchase evaluation. 

Benefit definition: Segment identifies requirement for particular product or service.

Information search: Segment searches for information on alternative products that will possibly provide the required benefit.

Evaluation of alternatives: Segment assesses the value of each alternative against the requirement.

Action: The segment then decides to purchase the product or service.

Post purchase evaluation: The segment then re-evaluates the performance of the purchase against the initial requirement.

Let us consider how this model may help the marketing manager in a number of circumstances. Our earlier discussion has established general low and high risk criteria. Translating these into purchase categories one can define three broad divisions. There will be new products in new categories, new products in existing categories, and existing products in existing categories. The likely areas of risk can then be shown in tabular form (Table 1K) with five stars indicating very high levels of potential risk, and one star low levels.


Table 1K.  Risk profile by product type and purchase stage. 





Purchase stage





1
2
3
4
5


New product/        
*****
***
*
****
***


new category


New product/

**
***
**         ***** 
*****


old category


Existing product/
*
*
**
* 
****


old category

Each of these assessments will need to be viewed in relation to the general level of risk. For the new product in a new category, the greatest level of risk will be early in the purchase sequence. The segment is not aware of the product benefit and the need for it. As it is a new concept there is little to compare it with, and expectations of its performance will not have been developed through prior knowledge of the product category. 

For the new product in the existing category the greatest risk will lie in the comparison with existing alternatives prior to purchase and the evaluation of the product after purchase. Post purchase evaluation issues will be the most important failure point for suppliers of repeat purchase services and products. Should the purchaser be dissatisfied with the product or service, the chance of achieving repeat purchase will be significantly decreased. As gaining new customers is always more expensive than maintaining old (most surveys indicate a factor of seven), failure in this area will be very expensive for a repeat purchase operation. Post purchase dissatisfaction will also be important for companies that provide a range of products under a single umbrella or brand name. Dissatisfaction with one product will influence the potential for trial of other products in the range. The implication for the marketing manager is that for such products it will be vital to ensure that the company has sufficient information to correct problems from the core purchase segment.

Implementation and monitoring

The central relationship in marketing will be the close relationship between the segment and the product benefit. It will therefore be crucial that any change of this relationship is evaluated before the change occurs and that the company continues to monitor, via the information system, the effectiveness of the inter-relationship so that alterations in either the segment or their product demand can be rapidly identified. Companies must ensure that this vital part of the marketing plan receives priority in the resource allocation between different demands within the information system.

Strategy and segmentation

Strategy will obviously affect segmentation criteria. When the company is expanding sales in an existing market, the emphasis will naturally be on attempting to increase the level of repeat purchase within an existing segment. However, expansion into new markets and the development of new products (market development, product development and diversification) involve persuading new or existing segments to try the product. Such strategic options will make the company continually re-define the segment that it should initially be servicing, to achieve the maximum level of initial purchase, followed by an increasing level of repeat purchase. Market development will often involve the identification of different segments as the product benefit in other markets will appeal to segments different from those that exist in the original market. Diversification will also place strains upon the organisation as segmentation criteria will change as the company supplies new customers with new products.

Working practice

1. Define product/ service as supplying consumer or industrial markets.

2. Consider appropriate consumer segments, demographic, socio-economic or psychographic.

3. Consider appropriate industrial segments, size, location, type of technology, type of buying operation, type of operation.

4.  Evaluate the level of potential risk in servicing a particular segment and how marketing management can overcome it.

5. Implement policy based on a specific segment and create information system to monitor the effectiveness of the chosen policy.

6. Consider the effects of strategy on changes in segmentation policy.

Product Benefit

PPM Computers

The board of PPM computers is reviewing the direction of the business having asked a group of junior executives to prepare a marketing plan for the future. The company currently sold a range of personal, networked and workstation computers through high street outlets, direct mail and specialised distributors; and direct to its major customers. PPM had been hit by the overall decline in the growth of the personal computer market and the greater pressure on profitability. The trends in company sales and profitability are  in Table 2A.

Table 2A. Sales and profitability of PPM Computers for the last 3 years 

(all figures in  £ million,  with year 3 most recent). 




            Year




1

2

3





Sales
Profit
Sales
Profit
Sales 
Profit

PC sector       
50
8
65
6
72
5

Network         
10
2
12
2
14
2

Workstation   
10
3
17
5
25
7

The decline in profitability reflected an industry-wide change in profitability and return on equity which had been below the average for manufacturing industry over the last 4 years. This compelled PPM to pay more attention to marketing. The PPM board were asking their expert team to provide a detailed analysis of where the company should concentrate. This marketing plan was to include specifications of customer segment, product benefit, distribution channels, salesforce numbers and skills, promotional planning and creative component, and product pricing. The team was also asked to provide an analysis of the likely return to the company from the marketing plan.

The international market and main competitors

Though there had been substantial growth in all sectors during the last 10 years, certain market sectors had performed better than others. The workstation and personal computer (PC) sectors had grown most rapidly; mainframe and minicomputers sectors had expanded more slowly. Computers had become steadily more powerful as new microprocessor variants came available. Speed had increase from 0.1 MIPS (millions of instructions per second), to a projected 250 over a 10 year period. Microprocessors and memory storage had also continued to fall rapidly in price with memory costs falling 50 fold over the same 10 year period. The increasing power of microprocessors and the declining costs of memory  had tended to blur the barriers between the sectors, with the increasing power of microprocessors meaning that the current PC has the power of a ten-year-old mainframe. Nevertheless particular market sectors with specific service requirements could continue to be defined. The main characteristics of each of the sectors are in Table 2B.

Table 2B. Main segments of the computer market.

Type

Characteristics

Customer

Software required

Super

V. high


Military   

Tailor made



calc. speed


Govt institute

Main

Large storage

Big company.
Complex

                
many terminals

system/modified   

Mini

Data storage/

Division or
Specific package

                
separate terminals

medium firm      

Work-   
High speed     

Design/         
Package 

station

calculations


Engineering

PC           
Small unit


Small firm/
Standard package 

       

                                

individual

Increases in processing power and declining data storage costs had also meant a substantial growth in applications. Some of the most rapid growth has occurred in software, peripheral devices of various types, and a considerable potential expansion foreseen in electronic publishing and multimedia, the interaction of computer and graphic systems. Total world markets for hardware were forecast to grow by around 10 per cent, year on year, but software was likely to grow at around 25 per cent per year. This suggested that the world market for software would equal hardware in the middle of the 1990s and then rapidly surpass it.  

The total market for peripherals was also forecast to grow by around 25 per cent per annum with increasingly sophisticated displays, data storage and printers creating a world wide market of  $20 billion by the middle of the 1990s. Combinations of hardware, software and peripherals were likely to produce major new markets. By the mid-1990s, electronic publishing systems were likely to double from around  $5.5 billion in the late 1980s; multimedia from $0.2 billion in the late 1980s to $12.0 billion by the middle of the Nineties with spectacular growth in the consumer sector - the expansion of virtual reality games, and major increases in business applications such as training and  presentation. Surveys of the most required corporate software in the late 1980s,  showed that graphics, communications, electronic mail, and design systems were the most asked for additional software. 

Current product range

PPM computers sold the bulk of its computers in the UK. The company had considered export, but felt resources were too limited to effectively compete in world markets. Nevertheless, the percentage of export sales had grown from 1 per cent 5 years ago to a current 6 per cent.  The structure of the UK market is shown in Table 2C.

Table 2C.  Percentage market shares by product range in UK.


Company       PC market 
Network
Workstation


Amstrad    
25   
      
3

              


Olivetti     
10              


Tandon          15 
      
5


IBM             
20
    
10

15


DEC            
25
    
15


HP      
15               
35


PPM    
5                  
3 

10


Apple          
10
  


Xerox             6
    
15



There was little seasonality in all sectors of the computer market with the exception of the summer period from June to September, when sales fell to very low levels. PPM had always planned around an 8 month year, and attempted to achieve their sales budget within this period. Such seasonality naturally had important implications for their promotional planning which followed the sales seasonality. The current product range consisted of  the three core products, listed here.

Personal computer: PC 640. Operating with 386 microprocessor, 1 disc drive, range of hard disk options from £899 in price.

Network computer: X912  486 microprocessor. Unix and MSDOS compatible, 1 disc drive, range of hard disk options from £1699 in price.

Workstation: Y4000. Pentium (double) 2 disc drive, range of hard disc options from £2999 in price.

PPM concentrated on maintaining a low price route to gain market share.  The company used Far Eastern manufacturers for all product ranges and did not manufacture in-house. A worrying consequence of this was that the company saw significant fluctuations in stock and was often out of stock of the PC and workstation ranges. The comparison between PPM and its main competitors (PPM based 100) is  in Table 2D which shows that PPM is substantially below the competition in pricing especially in the workstation segment. The marketing team has the freedom to suggest new price structures for all the ranges.

Table 2D. Retail or dealer prices in UK on base of PPM =100.


Company       
PC market 
Network 
Workstation


Amstrad 

115             
130                


Olivetti 

125              


Tandon         

145             
155


IBM             

165             
185

225


DEC              
180

200


HP                    
175             


185


PPM             

100             
100             
100


Apple           

205


Xerox             
165

175

The company had a limited service network - its distribution outlets  handled the majority of problems. Failure rates were low during  previous years, but had risen steadily in the current year, and had become a particular problem for the PC range with rates rising to 5 per cent in the final quarter. This limited service support was because the company used subcontractors for the majority of its servicing and manufacturing. It had continued to emphasise its sales and marketing departments as the key elements of the company. At present there were four company directors; the managing director and founder, a sales director, marketing director and distribution director. The managing director was responsible for liaison with the subcontractors.

Current distribution

The three product ranges used different distribution channels. The PC range was primarily sold through high street outlets, whereas the balance of the networked system was handled through distributors. The physical distribution of the company was handled almost entirely by road haulage subcontractors. PPM continued to use mail order direct from the company for the workstation system. The importance and number of distribution intermediaries are in Table 2E. The pattern of distribution for personal computers showed that the company was broadly in line with others in the personal computer market, the nationwide structure of which  is reflected in Table 2F.

Table 2E.  Distribution structure of PPM.

                        
 


PC
Network
Workstation


High street outlets      

1000          


% total sales       

   
 85


Dealer numbers            
   
 30
 45               


% total sales  

      
5
85               


Mail order outlets         
    
15


% total sales

    

10       


% Direct from factory 

    
15

100

In comparison with competitors, PPM was weak in its dependence on dealers for the promotion and sale of network products, an increasing percentage of which were sold by the major companies on a direct basis. Apricot for example, achieved over 60 per cent of its total sales on a direct basis. The reliance on mail order to establish contact with the main customers of the workstation range was another competitive weakness -  other companies had  highly trained salesforces to demonstrate and install systems to customers' specifications.

Table 2F. Distribution patterns of personal computers by outlet and value 
by year. Percentage of  total  sales by outlet type.


Type of outlet 


1990 

1995 


Electrical goods retailers    
 25           
25


Independent specialists       
13

22


Specialist computer multiples 
12 

16


Mail order                       

 4
 
3

Supporting the distribution channel

Each distribution channel required a specific type of support. The PC range was sold through both high street outlets and dealers. Of these, the high street retailers were the most straightforward. They operated on a gross margin of 40 per cent, and demanded promotional investment in mainstream computer magazines. The dealers that handled PCs looked for sales support as the most important resource that the supplier could provide. The company had two sales representatives for these dealers and three that were responsible for negotiating with the high street multiples. Neither of these sales teams had been properly trained or integrated; the company was unsure  how many sales representatives were needed in this area, and about the exact job description. Currently each of the sales representatives cost around £20,000.

The network range was mainly serviced through dealers. The potential market for the network product was firms with more than 200 employees: an estimated 12,000 outlets. Currently, the company employed three sales representatives in this area to support the dealer network; each cost around £25,000. Their exact job  had not been properly defined and all three had limited training. In contrast, PPM's main competitors had spent considerable sums annually on training. It was estimated that new recruitment might be necessary to achieve the necessary skill effectively to service the dealer network. A small survey of the dealer network revealed  that to service corporate customers effectively, the company must provide a sales representative for every 100 potential clients.  The workstation range, sold direct to the potential customer, employed five sales representatives to service an estimated 3,000. Trade sources suggested that this was totally inadequate; the detailed nature of the selling task demanded that sales representatives concentrate on a limited number of customers, with 60 being  the upper limit.

Sector analysis

PPM had carried out detailed market research on  the various customers that the company serviced, and their expectations for improved product benefits.

PC. The customer for the PC was the small business and home user. Typically the buyer was around 30, male, and had some computer knowledge. Customers were quite rapidly changing their computer products as new improved systems came along, but thought - in quite great detail - about the type of machine they required before making a purchase. The required product benefits were: simplicity of use, reliability, range of bundled software, comprehensiveness and usefulness of manuals, ease and range of attachments, price, and availability and speed of servicing  and the supply of consumables (discs, printer ribbons). The comparison between the PPM product and the main competitors on these key criteria had also been analysed and the results are in Table 2G.

To upgrade the performance of the PC would require a varying level of investment. The big decision that the company had to make was whether to upgrade the current microprocessor to either a 486 or a Pentium base. 

Table 2G.Comparison of the PPM PC product range with the 

competition (1 best, 9 worst).


Factor   

PPM
Amstrad
Olivetti
Tandon
IBM


Simplicity        
3 
2

2

6

4


Reliability       
6      
3 

2

3

2


Software         
8 
5    

5    

5 

8


Manuals                
7  
4      

2             
3           
2


Attachments        
6      
6  

5 

4   

4


Consumables       
4 
4    

3   

3   

3


Service                  
9       
8 

5             
5           
4


Price                      
2
3

4   

5          
7

The trend in the market was favoured a concentration on these faster machines, but there was the inevitable cost implication. Either of these ventures would mean discarding its low price policy to a certain extent. The estimated costs to modify the PC were as follows. Improved simplicity £0.5 million,  reliability £0.6 million, software £0.5 million, manuals £0.1 million, attachments  £0.1 million, consumables £0.1 million, service £0.5 million, 486 upgrade £0.7 million, Pentium  upgrade £2.0 million.  The simpler of these changes - such as improved manuals -  could be rapidly introduced, but the re-engineering modifications required for the 486 or Pentium chip would take at least 6 months.

One option, not yet explored, was subcontracting the entire PC operation. Though PPM currently assembled all the computers sold, the company already sourced a range of  components from the Far East. A possible option to improve costs would be to transfer the entire production to a Far East manufacturer and merely sell under a label. The implications of such a policy change would be considerable. The contribution of PC manufacture to existing manufacturing overheads were substantial and removing this production line might mean that other product ranges became less viable.  Subcontracting would also mean that the company would have to commit to significant volumes to achieve adequate economies of scale, and would therefore be unable to rapidly modify products as market demand shifted. The company had also fallen behind the industry average  in  promotional expenditure as shown in Table 2H. 

The pattern of expenditure varied from company to company. Some -  Tandon and Olivetti - concentrated on exhibitions and magazine advertising; others -  Apple, Amstrad and IBM - spent a large proportion of their total budget on television. It was considered that press and magazine advertising were  more   appropriate for products aimed  at   the  mass market; television was often thought important for the corporate sector. The company had also previously used exhibitions for the PC market.  On average a national exhibition cost £15,000 per day, when all the costs were included such as stand, personnel and demonstration equipment. There were many exhibitions available to the company, with a total of 102 days per year in the UK alone.  The sales effectiveness of such exhibitions had been difficult to estimate, as purchase decisions were made several weeks or months after the exhibition, and relied heavily on the salesforce for effective follow up.

Table 2H .Main trends in promotional expenditure in £000.000 by value, with year 3 the most recent.






Year


Company

1
2
3


IBM  


15 
22  
37


Amstrad  

18 
27
30


Olivetti  

  5 
  7 
7


Tandon           
  8 
  9   
7


Apple     

15
18
20


PPM 


10  
  7      5

The  most commonly used promotional channels were magazines, of which there were over 40 by the beginning of the 1990s.  A sample of the specialist channels included Practical Computer with a monthly circulation of 300,000 and a page, colour, price of £3000; Personal Computer with a monthly circulation of  470,000 and a page price of £4500; Computer World 250,000 (£2500); and Global Computer 150,000 (£2500). The company could also use other business magazines or general newspapers read by business personnel. The costs and frequency of such channels are provided in the case study in Chapter 1 (Table 1.G and discussion page 12). None of the current companies used direct mail to promote their PC products; there were around 4 million households nationally in the target market with an average cost per mail item of £0.40. Sales promotion was becoming increasingly important in the industry. Many companies were providing product in bundles, combining printers and software to add value. Each additional item cost around £50.  

PPM considered each of the three divisions a separate profit centre, with the unit pricing the product according to market conditions. Each unit shared a common central manufacturing fixed cost of £12 million (current estimates) and effectively 'bought' their products from the manufacturing plant at the variable manufacturing cost. For the PC market the costing and pricing structure for retail, wholesale and manufacturing cost was as follows: Retail 100; wholesale 65: variable manufacturing cost 35. The personal computer market was considered to have a relatively high price elasticity, of around 5. The degree of price competition in the market had tended to increase over the past 3 years as sales growth had slowed and product sophistication had expanded.

X System. The main purchaser of the network model was the medium sized company. Unlike the PC sector, different types of company required varying performance criteria, the most important are in Table 2I. PPM concentrated on the provision of products to the financial services sector -  this had been one of the most rapidly growing sectors of the market and the most likely to yield substantial profits in the future. But market research showed that PPM was  failing to meet the key product requirements in this sector (Table 2J).

Table 2I.  Key purchase criteria by sector (OS=operating system).





Sector

Rank   Manufacturing  
Retail

Finance   

Transportation

1
Power 
         
Power

Service
 
Power

2         Service
         
Service
Power


Service

3         Easy to use    
Network 
Ease of use  

Cost

4     
OS 
        

OS

OS


OS

5         Network
        
Ease of use
Network

Network

Table 2J .Comparison of PPM with other companies in quality of service provision to  financial services sector on 1-9 basis (1 excellent, 9 poor).

    

               
PPM      
Apricot   
DEC        
Xerox

Customer service 

 9 

4  

2    

1

Performance
      

5  

4   

2   

2

Ease of use    

4  

5  

1 

3

Operating system 

3 

3 

1 

2

Connectivity  

6  

3  

2  

2

Price



2 

4 

4 

6

PPM had carried out the same type of analysis  as for the PC on the potential costs of upgrading the systems to meet the comparable competitors. The company  found that it would cost around £0.3 million to improve customer service; £0.4 million to improve performance; £1.0 million to improve ease of use; £1.0 million to upgrade the operating system; and £0.5  million to improve the connectivity of the system to others.

Companies in this sector tended to spend little on media investment and concentrated on building an effective salesforce to convince sophisticated buyers of the benefits of their particular products, and to provide the specialist software programming advice they required. PPM lacked such support, which was largely responsible for the high costs of meeting the competitive profile.  Nevertheless, the trend towards higher media and below the line investment had been marked over the last 2 years, and PPM's share had collapsed. Total expenditure had risen from £2.5 to £5 million over the last 5 years: PPM's expenditure had remained constant at £0.3 million.

There were a number of specialist publications that serviced particular sectors of the market, and a growing number of small exhibitions aimed a limited audiences. These had been particularly effective at identifying likely prospects and generating business.  There were 12  main alternatives with circulations ranging from 80,000 with page costs of £3000, down to magazines with restricted specialist audiences of 3000+ where page rates averaged around £800.

Most companies used direct mail to potential customers. PPM had concentrated instead on the dealer network. With 12,000 or so potential customers in the UK, direct mail would not be expensive - about £0.80 per mail item (higher than  the PC market because of the need for better quality print and response mechanisms). The X System division of PPM followed the same pricing policy as the PC division, though the structure was slightly different - dealers made a higher margin than PC retailers. To offset this, manufacturing margins were substantially higher. From a customer price of 100, and a dealer price of 58, the variable manufacturing costs would be 32. Price elasticities were much lower in the network market than in the PC sector. Customers expected to pay high prices for premium service. It had been estimated that the elasticities operating in the market were of the region of 2. No company currently used any sales promotional techniques.

Workstation. The workstation market was restricted to high speed engineering and design uses. A recent survey revealed that the prime requirements, in order of importance, were very different from those of the network system: speed, power of calculating system, reliability, specialised software, service support, and finally price. PPM had also completed a  survey similar to the one carried out for the other two systems. This revealed that the company was suffering in relation to the competition in a number of key areas. These are summarised in Table 2K.

Table 2K .Comparison of PPM workstations with other leading companies in the workstation market from 1 to 9 (1 good to 9 poor).


Factor
            

DEC
HP 
PPM


Speed   


2 
3 
3


Power      


4 
3  
6


Reliability  
                
2 
2 
4


Specialised software  
3 
1
5


Service support  

2  
2  
5


Price     


5 
4
1

The PPM analysis on investment levels to improve competitive advantage revealed the following likely costs: improved speed £7.0 million; power of calculating system £0.8 million; improved reliability £2.0 million; specialised software £1.2 million; and service support  £0.7 million. 

The promotional channels used by competitors concentrated on a sophisticated and highly trained salesforce. Hewlett Packard, the market leader, considered that a salesforce/ client ratio of 1:120 was the highest acceptable level. Because PPM sold all the workstations direct, it did not have to provide a margin for the distributor. But manufacturing variable costs remained high over the past 3 years, though they were likely to drop in the following year to provide a cost pattern of customer price 100, variable manufacturing cost 48. Price elasticity in the workstation market was low, and continued to be lower than for the network market.

PPM carried out intermittent market research but there was a general lack of information in key areas. An essential recommendation involves the creation of an  effective marketing information system. 

Action

As the marketing management of PPM computers, what segment should you be concentrating on? 

What are the crucial product benefits that you should be supplying? 

How should you reach these customers? 

What information should you have to control the progress of the marketing plan? 

How can you build competitive advantage?

Guidelines to product benefit

The most important issue in any consideration of product benefit is the fact that any product - whether consumer, industrial, or service - is a BUNDLE OF BENEFITS. Understanding the range of factors involved in  the product benefit enables the marketing planner to devise a more profitable and cash generating offering to the particular market segment. It also allows the company to compare the current product or service offering with the competition and to establish action standards - levels of performance  that must be achieved or maintained.

Separating the elements of the benefit bundle allows a company to monitor its performance for each, to maintain its competitive advantage. For example, Sony will monitor over 50 separate factors during manufacture in assessing the quality of its televisions. Dun and Bradstreet, the financial services group, sets action standards on the speed of answering the telephone. The most impressive systematic development of action standards in the service sector is McDonalds, which establishes  targets for how long a burger should be kept before it can no longer be served; how frequently areas within the restaurant should be cleaned; how long counter staff should retain eye contact with customers while serving; how long it should take an individual customer to be served. These standards are summarised in a thick manual, taught at various training centres or 'hamburger universities', and maintained by a monitoring staff who report on how outlets perform, when measured against the standards set. Their reports identify areas for specific improvements.

A subsidiary factor, but one that is important in the implementation of the marketing mix, is that accurately defining the product benefit helps substantially in the development of promotional material. Companies can clearly identify why the customer should purchase their product or service rather than that of the competition, a proposition often termed the Unique Selling Point (or USP). This USP can help decide on what the promotional copy should concentrate on, or where non-media methods are used, what the key emphasis in information transfer should be. An example of such an approach can be seen in the Gillette Sensor razor. Here the company clearly identified traditional razor performance issues, but also image issues. Both were transferred into the promotional material. 

The following components are important to the assessment of product benefit: TECHNICAL, NON-TECHNICAL, ATTITUDINAL, and PRICE.

Technical benefits

Technical benefits are the performance characteristics of the product; its speed, taste, colour, size, weight, reliability, ease of maintenance. They are particularly important for many industrial and consumer products. JVC for example, significantly increased its share of the camcorder market by the introduction of smaller, lightweight systems which, coupled with 'fuzzy' technology, provided a picture much less susceptible to shaking and loss of focus.  The bubble jet printer gained substantial market share at the expense of dot matrix printers as a result of its high print quality, low noise, and relatively low cost.

Non-technical benefits

Non-technical benefits are support components and legal requirements. Support components include availability, spare parts and guarantee provision, training, servicing, delivery, technical information and advice. These product benefits are particularly important in the industrial sector. Much of the competitive advantage of Caterpillar, the US earthmoving equipment firm, depends on the rapid servicing and support of its equipment anywhere in the world. Customers can buy the product, which is more expensive than competitors', with a fair degree of security that maintenance will be guaranteed. Delivery benefits are also extremely important for many industrial products, with West German and Japanese companies concentrating on achieving agreed delivery schedules as a means of gaining competitive advantage. 

Legal requirements are becoming a more important aspect of product benefits. Advertising agencies, for example, have to ensure that their service products are honest, decent, legal and truthful! Manufacturers are also more frequently needing to meet environmental targets in such areas as the recycling of components, and emission or noise levels. Such controls extend throughout the service and manufacturing sectors and are becoming a  vital part of the product benefit.

Attitudinal benefits

Attitudinal benefits improve self-image, status and prestige: very important for certain types of consumer products like those in fashion industries. Various authors have suggested that as per capita incomes improve, the importance of attitudinal perceptions increase. The most widely quoted is Maslow who postulated a hierarchy of needs. In this he proposed that individuals first must fulfil physical requirements (enough product to eat, enough to drink). Next individuals  buy products that fulfil group or social status requirements (pages 19-24). Finally, consumers buy products that meet particular individual requirements, a process which the author refers to as self actualisation.  

This model is valuable to the marketing planner in helping to develop an effective product benefit in consumer marketing. Economic evidence supports the broad conclusions of the Maslow model, with all the advanced economies showing that expenditure on basic household items (food, fuel) declines as a proportion as income rises. The problem - as always with such conceptual approaches - is that it is difficult to apply in specific product areas. Thus, many detergent companies find it difficult to predict exactly when a market will start to buy the fabric conditioners which substantially rely on attitudinal benefits for volume sales. They can define, in comparison with other markets, when such products are likely to be appropriate, but they cannot be absolutely sure. 

Price benefits

Price is the measure of the value of all other product benefits. As economic circumstances change, so will the perception of price benefit. Customers during recession will be more conscious of price than during periods of economic expansion. However price may be a benefit of its own, adding to the attitudinal component. Gucci goods for example are perceived as having higher status because of the higher price. Price is normally most important as a benefit where price elasticities are high - in other words in the majority of commodity markets. 

The service product benefit

The service product benefit replaces both the technical and non-technical product benefit factors with a range of issues that inter-relate, and are specific for each industry. The largest service sector, retailing, has one of the most complex ranges of service product benefit factors. 

Location. Store location is the first important issue in defining the service product benefit. The growth of out-of-town retailing has been directed at a particular segment of the population. Certain stores concentrate on out-of-town locations as part of their product benefit, particularly appropriate for stores where car based shopping is essential.  Locational issues are no less important in the town centre. Stores in the centre of the shopping area receive 4 to 10 times the volume of shoppers that peripheral areas will see. Traffic flows are further enhanced if the store lies between two major areas of retail activity. In the United States, shopping malls are designed with retail 'anchors' at the periphery and walkways between the anchors to maximise traffic flows. A second locational issue is the positive effects (synergy) or negative effects (cannibalisation) of other stores. Where particular areas are widely recognised for particular types of shopping (for example electrical retailing in Tottenham Court Road in London, Akhibari in Tokyo) a large number of competitive stores will often be synergistic. Evidence for other synergistic effects is less clear, though the Benetton group claims that increasing the number of stores in a particular area has the overall effect of increasing sales, as did a specialist chain of chemists, Underwoods, in London. Most retail groups use some form of retail demand model to establish site locations. Marks and Spencer for example work on the basis of a catchment area of 250,000 for choosing a store location. 

Access.  Ease of access to the store is important both for the car owning population and the elderly.  Improving access will often substantially add to the service product benefit. One store in Cheltenham in the UK, with a high proportion of elderly and infirm found that improved ramp access to the store led to a 15 per cent sales increase.  

External design. Research indicates that retailing is significantly affected by external design. Resistance created by the exterior, often termed the Single Block Theorem, suggests that potential customers can be easily prevented from entering the store if one major factor causes uncertainty about the type of product or service on offer inside. One wine store  experienced a 50 per cent increase in customers when bizarre and unpronounceable products in the window display were replaced with a range of standard products.

Internal design. The internal design of the store should reflect the service product benefit. Two extremes of layout can be identified. The first is a grid system whereby individuals pass through the store in a structured fashion from department to department.  The other is the boutique design where the emphasis is on increasing the contact between merchandise and the shopper. In any design the aim of store management must be to:

a) maximize the proportion of 'active' space - that is, selling space containing merchandise; rather than 'passive' space - selling space for customer access and other service factors; consistent with the product service benefit. 

b) maximise the exposure of the greatest range of merchandise to the customer. If the store is on a number of floors or is large, the aim must be to improve flow through the store by placing 'anchor' departments at appropriate places in the store. 

c) effectively co-ordinate departments. To support b: customers move, for example, from shirts to ties or from flour to baking products, and then to cakes and bread. 

d) maximise use of shopfittings in achieving an effective internal design. Here, stores servicing different market segments will suit the decor of the store to the group. 

e) maximise the  impact of merchandise. Make the customer 'stop and shop'. Research indicates that many grocery purchases are impulse buys, and though the proportion of clothing purchases made in this way is lower, it nevertheless is a substantial component in the clothing market. 

Facilities. Different segments require specific additional services. Basic facilities appropriate for many retail outlets include toilets and - in outlets servicing the 'full nest' segment - mother and children rooms; other facilities might include petrol, banking, and restaurant services. The store on the high street has no need to provide restaurant facilities as these are available nearby, but for out-of-town locations, these and many other facilities may be important to the product service benefit. Large hypermarket developments, out-of-town, provide a wide range of facilities to ensure that one stop shopping is a viable reality. 

Information. Access to information and organisation of information within the store influence customer flow and overall store performance. Video displays at the end of aisles, or the store guidance systems used in large hypermarkets in the United States, help customers find product within large stores but also directs them to particular areas to improve store throughflow.  

Heat. Store temperature may be important in many retail operations in improving service product benefit. Research demonstrates that heating in winter and cooling in summer can improve sales by up to 15 per cent by increasing the amount of time customers spend in the store.

Noise. The level, and type of noise in the store also affects customers. Segmental requirements needs to be considered in an evaluation of noise - should the outlet be servicing a particular age or occupational group appropriate music may improve the service product benefit. 

Colour / Lighting/ Cleanliness. Colour has an important overall effect in creating atmosphere within retail outlets. Certain colours will enhance brightness; others will emphasise cleanliness; others relaxation; others excitement. Different product service benefits will therefore require different types of colour coding. 

Smell. Particular smells enhance certain types of product service benefit. The smell of baking bread increases overall sales of the entire grocery product range; leather smells improve product sales of leather products, and so on.  Where a department store has a restaurant, management has to be conscious that  the smell of hot cooking fat, for example, can affect sales in the areas around the restaurant. 

Product width and depth. An assessment of the interaction between product width and depth will be central to the definition of an effective service product benefit in retailing. The extremes are the generalist and the specialist. The generalist sells a limited number of items from any one product group, but stocks a large number of product types - as in a hypermarket. By contrast,  most computer software stores are highly specialised. Reaching a workable balance between the two approaches will require constant monitoring, as the demands of the segment change. The more generalist the store, the greater the need for continual experimentation and effective measurement of results. The specialist store will need to emphasise the provision of complete  product ranges. 

Stock availability. Retail outlets can improve their product service offering with higher levels of stock availability. In sectors where the industry norm is poor stock availability, such as furniture, a store such as IKEA that offers improved or immediate availability can gain substantial advantage. Obviously, the costs of the extra stock holding have to be carefully considered in an evaluation of whether higher stock holdings achieve real additional product service benefit.

Sales expertise. The skill of in-store employees may be crucial in providing a competitive service. This is particularly important where sophisticated equipment is sold.  Staff expertise is  important in achieving both sales conversion - increasing the number of customers that purchase products within the store; and range extension  - increasing the variety and value of products purchased. Research indicates that there is a strong correlation between the level of training of store employees and productivity per head. John Lewis one of the major UK retailers, for example, has consistently demonstrated a relationship between training and return on capital employed, with both the highest level of training and the highest level of return on capital employed.  A useful method is to separate employees into five groups to evaluate the overall sales skills of the store or store group. The categories are as follows.

1. Novice.  Has limited skills and knowledge of the organisation.

2. Advanced beginner. Has some understanding of how the organisation operates, who also has basic product understanding.

3. Competent. Able to handle the basic range of issues in store management, having greater knowledge of the product range and an ability to sell additional complementary items. 

4. Proficient. Can deal with new situations because of a thorough understanding of store policy and effectiveness. 

5. Expert. Able to predict the effect of new company policy on other areas of operations such as inventory management.

The more stable and less sophisticated the range of products, the more centrally controlled pricing and merchandising, the less need for high levels of staff expertise. Where the product range is complex, and local variation in display, price and merchandise mix is the norm rather than the exception, the greater the need for high skill levels.

Speed of check-out. Increasing check-out speeds is important in improving service product benefit in retailing. Research in the United States, showed that reducing check-out times by 50 per cent lead to an overall increase in sales volume. This led the the Walmart chain to set clear action standards on the length of queues at check-outs. Technology in assessing the likely demand on check-outs, electronic point of sale systems, separating customers into bulk and small purchase groups, all improve this area of the product service benefit.  

Complaint handling. How the firm deals with complaints is another  part of the product service benefit. The greater the complexity and price of the product, the more important this is.

Hours of opening. Certain segments require particular hours of opening. If a store can  meet their requirements, it will obviously enjoy an improved competitive advantage.

Delivery. Again, delivery can improve competitive advantage by  enhancing the product service benefit. Delivery becomes more important with ageing populations.

Credit. Credit is important to the retail product service benefit in certain stores. A department store found, for example, that ending the store credit card led to a 25 per cent drop in sales. Marks and Spencer found an increasing proportion of sales attributable to the store credit card.

Other service product benefits can be analysed in similar ways. For example, railway research identifies the following factors in order of importance as relevant to the service product benefit, with the most important factor first: punctuality; low level of cancellations; information about changes in service; cleanliness of trains; seat availability; frequency of services; speed of journey; comfort; staff helpfulness; ease of ticket purchase; condition of stations.

Hotel service product benefits can be analysed in the same way. Examples of these would be as follows. Location, ease of access, parking, other transport, external design, lobby design, reception design and other services (secretarial, event booking), speed of check-out, other hotel reservation services, shopping areas, swimming pools, bars, restaurants, fitness clubs, conference facilities, elevators, room size, room aspect, room fittings, level of cleanliness, room services. 

It must be remembered that the service product benefit replaces the TECHNICAL and NON-TECHNICAL elements found in consumer and industrial products. Service companies will also have to consider closely the ATTITUDINAL and PRICE factors that are as important to them as to manufacturing companies.

Setting action standards

The design of the product benefit and the creation of a monitoring system to ensure that the needs of the segment are met is the next stage in the development of the marketing plan. In the previous section we saw that  a combination of factors is important in the definition of product benefit.

Once these factors have been identified, performance targets need to be created so that the product provision matches the segmental requirements, and achieves high levels of customer satisfaction. This involves the creation of ACTION STANDARDS. A tin of baked beans for example will have a certain weight of baked beans and a certain recipe for the sauce. The beans will be of a particular type and range of size. They will be cooked for a specific length of time and the canning process will follow particular procedures to ensure that hygiene is maintained. The label will be of a certain design and printed to a standard specification. Distribution availability, attitudinal and pricing targets will be set. The actual product performance can then be measured against the established action standards to ensure that any variance is quickly acted upon. Similar action standards are necessary in the service sector. Factors such as level of cleanliness, speed of check-out, quality of product in restaurants, expertise of staff, speed of service, can all be established so that performance can be reviewed and the necessary changes implemented to move the actual product benefit closer to the target requirement.

Evaluate competitive performance

Marketing is about building competitive advantage and making sure that the product benefit matches the customer requirement more closely than the competition. There is no point in producing a product that is not competitive and does not provide a real (rather than an assumed) product benefit.

A valuable technique to define general levels of competitive strength or weakness is that of BENCHMARKING, by which the company's product or services are compared with the best available in the market. When such competitive analyses are available, managers can consider the implications of improving the product or service to that level or beyond, and whether these changes will truly provide competitive advantage.  Would the service level provided by company X  in market sector Y improve the competitive advantage of company A in market sector B?

Research suggests that there are certain key features of product benefits that are of overriding importance in achieving competitive advantage. These are given in order of descending importance.

Relative advantage. Products with a clearly defined relative advantage over their competitors will achieve the highest level of initial and repeat purchase. This relates to REAL relative advantage, not one that is perceived by the supplier. For example, the Prittstick provides clear relative advantage to its potential user over other glue products and has achieved substantial market share. Where there is no perceived relative advantage, the product will not be nearly so effective. An example of this is the Hovercraft. This had a product benefit which appeared clear from the supplier's perspective. However, after 20 years of commercial exploitation, the Hovercraft is used on fewer and fewer routes. In other words, the Hovercraft has not offered true relative advantage from the consumer's perspective.

Compatibility. The ability of the product to fit into existing frameworks is an important element in its acceptability. For example, Hewlett Packard has gained market share by emphasizing a step by step approach to computer systems development, producing equipment which can be added to existing systems, rather than proposing an overall modification such as IBM's OS/2 requiring a complete overhaul of current equipment.

Complexity. Simplicity of operation will significantly add to the acceptability of the product or service. Electrical products sold complete with attached plugs for example, are more effective than those sold without; many consumers are unwilling or unable to wire up the product.

Divisibility. Where the product is complex, the ease of gaining experience of a small element of the overall product is an advantage in gaining overall acceptance. This is because consumers are able to reduce the risk inherent in a large overall purchase. For a small product at a low price, such risk considerations are not particularly important. 

Communicability. Where the benefits of a particular product can be easily described and communicated within the group involved in the decision to purchase or use more of the product, there is a greater chance of the product or service benefit being widely accepted.

These factors not only improve competitive advantage; they also have an important effect in reducing the risk inherent in any product purchase  (pages 25-28).

Monitoring competitive advantage

Though the general position of the company versus the competition can be defined by the process of benchmarking, there is no substitute for specific research to maintain and improve  competitive advantage. Each market/customer interaction will be different, and overall levels of performance provided by benchmarking will only give general indications as to competitive advantage. Moreover, the required product benefit may change rapidly, requiring companies to make rapid responses to altering customer needs. Recession in the United States, for example, led to a substantial growth in the importance of price in retailing with the subsequent growth in warehouse 'clubs'. Established retailers were slow to respond.    

Companies must establish ways in which they can regularly monitor strengths and weaknesses in the product benefit and use complaints in a positive way to build improvements into the product benefit. Research studies show that the more effective companies are those that  research how the customer perceives the product; and what changes should be introduced to make the product or service better and closer to the segmental requirements. Such a system is fundamental to certain types of product development such as reformulation or branding. 

Regular reviews of the entire range of product and service product provision will indicate where the organisation is succeeding or failing. It has been shown that when products or services meet customers expectations they will on average tell 3 other people of their favourable impression; by contrast a poor product experience will be shared with 20.   Embassy Hotels, in the United States, questions in detail 1 in 350 of their customers to ensure that the service provided meets their requirements. 

Strategy and product benefit

Companies must ensure that they understand the impact on the product benefit of the range of strategies that they may undertake.

 A withdrawal strategy will mean that certain products will no longer be available for the segment. The impact on the overall product benefit may be affected if the discontinued products have a service function for the continuing product range. An example would be a manufacturer of baby food producing a range of products specialised for children with dietary problems, together with a range of general baby food. The sale of the general may be heavily dependent on the attitudinal component generated by the awareness of the specialised products, and withdrawing the one may have significant effects on the other.

 Consolidation strategies depend on an improvement in underlying performance factors (cash flow, profitability, return on capital employed) while retaining the relationship between the segment and the product benefit. Companies will need to carefully analyse any change in policy introduced during a consolidation policy to ensure that the product benefit is not damaged. Changes in pricing, promotion, sales support, distribution channels, physical distribution and inventory control will all be examples of elements of the marketing mix that will have to be carefully reviewed in such a consolidation strategy.

Market penetration strategies will not involve substantial changes in the product benefit, as the emphasis is on generating a greater volume of sales from the existing segment from other changes in the marketing mix, such as promotion or through the use of new distribution channels. 

Market development strategies, by contrast, require a re-assessment of the product benefit. This will arise from two considerations. The first is that the segment in other market areas may differ from the segment in the home market. For example, a middle of the market product in a high disposable income economy may only be appropriate for the upper socio-economic segments in a less developed economy. The second, generally more important issue will be the change in product benefit required by existing or new segments in market development strategies. Segments will require different levels of performance in different markets, and this demand must be reflected in companies' market development strategies. The type of product benefit will also be substantially influenced by the legal environment in the new market. For example, higher levels of controls on environmental issues may mean that the company must alter the product benefit to meet the new circumstances. 

Product development strategies naturally involve a substantial change in the product benefit. Nine broad alternative change policies have been identified: sector creating change producing new product concepts; performance extension increasing the limits of existing products; technological re-organisation requiring the integration of other technologies with existing products; branding involving changes in the attitudinal component; process integrating production changes into the product benefit; reformulation involving alterations in the current product; design; service; and changes in packaging. The marketing managers will have to concentrate on the way in which changes in the product benefit add to competitive advantage and add value to the product by meeting the segmental demands more closely than the current product offerings. Diversification strategies will be the most complex involving as they do changes to both the product benefit and the segment.

Working practice

1. Identify technical product benefit relevant to segment.

2. Identify non technical benefits.

3. Identify attitudinal benefits.

4. Identify required price benefits.

5. For a service sector company identify relevant service product benefits.

6. Set action standards.

7. Measure competitive advantage.

8. Monitor competitive advantage.

9. Consider the effects of changing strategy on product benefit requirements.

Information and Marketing

Vendex

Vendex is well established in drinks vending. It had been one of the first companies to enter the beverage market with a small operation supplying  hot drinks to companies, in the West of London, over 40 years ago. Since then it had become a national company, operating in a number of market sectors. Vendex offered a complete drinks vending package supplying either, or both, the cups with ingredients and the vending machines for their automatic dispensing: the drink being produced purely by the addition of hot or cold water. Though the cups could be used without machines, the company concentrated on selling machines because the installation of a machine guaranteed use of the company's products until the end of the lease, whereas selling the cups themselves meant that they would be continually vulnerable to being replaced by another supplier. 

Since Vendex had started up, there had been a number of important changes in the market. The vending business had become more competitive with major catering groups (such as THF, and Grand Metropolitan) offering large companies substantial packages which included the provision of vending machines; and a host of small companies offering low cost vending machine support on a regional basis. Though the entire market was continuing to grow at around 3 per cent per annum in real terms (ignoring the effect of inflation), it was increasingly favouring a small number of large companies providing a full national service to large consumers, and local suppliers mainly supporting small to medium sized organisations. Vendex fell between these two. As a result, its gross profitability shrank and sales growth levelled off, which meant a declining market share. This trend is in Table 3A.

The underlying costs of operating in the market had also increased. Vendex was being forced to spend more on promotion especially in the commercial sector, and service costs were becoming a major problem as customers  required  greater technical  support.  Currently the  company 

Table 3A .Vendex turnover in million of units and profit margin in percentage by sector and year - year 5 most recent.

  
                                        

Year

Sector
 

1
2
3
4
5

Commercial

0.4
0.6
0.7
0.6
0.5

Public   

0.3
0.3
0.4
0.5
0.4

Industrial

 1.3
1.3
1.3 
1.1
1.2

Total

            2.0
2.2
2.4
2.2
2.1

% Gross margin

Commercial
          
45
40
35
30
32

Public

            25
25
27
28
25

Industrial

  55
48
46
43
40

was spending around £250,000 on promotional activities mainly concentrated around direct mail for the industrial sector, and a number of exhibitions directed at vending in the public sector. 

The company had remained relatively small by subcontracting all the drinks manufacture and by buying vending machines from suppliers in Europe. Fixed costs currently were £70,000 on the rent and rates of the company headquarters, £100,000 on administrative staff costs (including the accounts, telesales team, and management); 8 sales representatives each costing £20,000; and 5 technicians costing £12,000. Finance charges added another £30,000. It was forecast that costs would rise by a further 10 per cent in the coming year due to rent re-negotiation and the effects of inflation, currently at 6 per cent. The company had recently recruited a marketing manager to plan for the future.

Vendex got all its profits from the sale of drinks and none from the vending machines themselves. They were sold at or near cost. Net profitability had declined from £500,000 five years ago to £200,000 in the current year. The company did however have a fairly strong balance sheet with no borrowing and around £600,000 in cash deposits built up over the years. Originally the company had only sold coffee and tea but had, during the past 3 years, expanded the product range, with the share of tea and coffee being significantly reduced. Like others,  company found that the broader the range offered the greater the per capita consumption of drinks. This was partly because of the increasing segmentation of the in-home drinks market, and partly because office and factory workers became rapidly bored with a limited selection of drinks with the result that overall consumption declined. If a wider range was available they switched between flavours, keeping up a much higher rate of consumption. This created problems in certain sectors as the vending machines that had been originally installed were restricted to a small range of drinks. But there were particular implications for the production and inventory control to maintain this much broader range. 

The majority of the vending systems installed were either the M100 which could vend up to 5 different drinks, or the M1000 that could handle up to 10. The new M2000 systems could stock up to 15 different varieties and had  hot and cold water supply. The machine could, via an optional computer programme, also give information about the calories in each drink, could stir and whisk hot drinks, and add CO2 to cold drinks. Each system was designed for a different type of customer; the M100 was directed towards the small office environment with up to 25 employees; the M1000 for up to 75 employees and the M2000 for environments where there were large numbers of potential customers. As customers could set their own prices for the vended products, the choice of machine was determined by a combination of the  leasing cost, the price that could be charged for the product, the raw material costs, and the volume of trade that was likely to exist. The trend in installed systems is in Table 3B.

Table 3B. Vendex systems installed by  type and year,  year 5 the most recent.






Year                   

                      
1
2
3
4
5


M100            
1500
1450
1750
1300
1100


M1000          
600
650
580
560
600


M2000         
-
100
200
320
450


Total            
2100
2300
2570
2180
2150

On average, there were considerable variations. Vendex estimated that M100 systems vended 50 cups per day and generated around £750 per year revenue (on the average price per cup of £0.05); M1000 vended 100 cups per day with a revenue of £2000 per year (higher because such systems were installed in sites with longer working weeks); and the M2000 around 170 cups per day producing around £4000 per year. As the type of drink changed the company was also facing problems with profitability. This was because the new drinks that customers required cost more to produce;  and as their percentage contribution to overall sales increased the margins were steadily reduced. The underlying trend in cup sales is in Table 3C.

Table 3C. Percentage sales contribution by product line by year with year 5 most recent.






Year


                         
1
2
3
4
5

Black coffee            

10
9
8
9
8

White coffee            
32
29
28
23
20

Black coffee with sugar  
5
4
3
4
4

White coffee with sugar 
25
28
30
28
26

Tea (white)              

7
9
5
7
6

Tea (white with sugar)  
11 
9
8
8
6

Lemon tea                
6        
3        
4       
2       
3

Oxtail soup              

4        
1        
1       
1       
1

Hot blackcurrant                 
5        
3       
3       
4

Chicken soup                     

3        
3       
4       
4

Cold lemon                                 

4       
5      
10

Cold orange                                

3       
4       
8

Vendex had found that its new product ranges were regarded as significantly better than the majority of products available from the competition. On a rating of 1 to 5 when compared with the competition, the current product range scored as follows (5 much better and 1 much worse): black coffee 2; white coffee 3; black coffee with sugar 1; white coffee with sugar 3; white tea 3; white tea with sugar 3; lemon tea 4; oxtail soup 4; hot blackcurrant 5; chicken soup 5; cold lemon and cold orange 5. The success of these new products had led the company to think about further changes to the product range. It was actively considering a number of alternatives. 

Overall product range extension. The introduction of chocolate and further soup products would have the effect of further reducing margins if prices were maintained at the same level because of the higher costs. 

Changing the coffee range. The company appeared to be losing market share because of the lack of price competition in the coffee products. An improvement in the quality of coffee would increase costs by around 10 per cent. 

Changes in cup design. Because the current Vendex cup was designed for machines it tended to provide less insulation than the competitive products. As a result, the product was less suitable for certain sectors of the market. There were two options. The company could standardise on a thicker better insulated product, which would increase cup costs by £0.02 overall; or it could limit this thicker cup to those customers that required a fully insulated cup. Producing two different types of cup would double the product range, increasing inventory levels and requiring additional space in the warehouse. This would cost around £50,000 in the full year. In the longer term the company was considering the introduction of a faster and larger machine for the biggest sites in the country. The development costs  involved  would exceed  £150,000. 

Improving service levels. A final option would be to invest in more technicians to provide a faster and more effective repair service. Three more technicians would, it was estimated, improve the service perception by one point. These new developments would have implications in company policy. 

The important  contribution of new products had meant that the company would have to take some new decision about the pricing policy that it should follow. Pricing was complex as it involved a whole range of issues. First was the cost of the vending machines themselves. Vendex's competitors had recently tended to increase their prices and the company was now one of the least expensive systems suppliers in the market. Second was the cup pricing. The Vendex approach had been to offer cups at standard prices in the market with no substantial discounts for volume sales, and to maintain a single price for all the products in its range regardless of the underlying cost. This was further complicated by the forecast changes in prices for the Vendex range. It was estimated that the prices of the current range in pence (£0.01) would be as follows: black coffee 3.1; white coffee 2.7; black coffee with sugar 3.3; white coffee with sugar 3.1; white tea 3.6; white tea with sugar 3.8; lemon tea 2; oxtail soup 2.2; hot blackcurrant 3.7; chicken soup 3.6; cold lemon and cold orange 2.5. 

These forecast changes in raw material cost would have the effect of substantially reducing the gross margin that the company made on its product range with the result that an overall loss would be likely unless volumes substantially increased or pricing policies were changed. Every 10 per cent increase in volume would mean a 3 per cent decrease in cost as Vendex would buy raw materials more cheaply and achieve greater economies of scale in production. Most of Vendex's competitors chose to differentially price their product ranges or to provide greater discounts or both. Vending systems would also be compared by the customer according to the amount of labour that would be needed to replace cups and the amount of time that the machines were out of service. Finally customers would be influenced by the quality of the product and the price of the cups when compared with the competition. To provide some measure of comparison the company had listed the leasing costs per month of equivalent systems to the M100 and M2000, the average cup price, the level of variation in pricing, maximum discounts that could be obtained (in excess of 3000 cups) and the number of hours that vending systems were non functioning. This information is provided in Table 3D.

Table 3D .Comparable performance issues between Vendex and the competition: leasing costs of M100 and M2000 monthly lease in  £, cup price in  £, percentage variation in pricing according to product type, level of cup discounts for quantity, speed of repair in hours.

Company    
M100 
M2000   
Cup    Variation
Disc.
Repair time

Vendex      
100  
250    

.05         -         
10       
16

Grandcater  
150  
400    

.055      20         
35       
10

Fastfeed    
160  
320    

.047      30         
27       
15

Drinkmaster 
180  
420    

.046      25         
35       
12

Vendex had also completed an analysis of the strengths and weaknesses of the company in relation to the competition. This survey had identified the importance of the factor to the total market, and where Vendex was positioned in relation to the competition. However this overall analysis hid significant differences within sectors, especially in the relative importance of price and machine reliability. The changing competitive environment suggested to the company that they should begin to concentrate on one particular sector and to develop an effective marketing plan for that, as it was becoming increasingly apparent that the demands of each sector required a specific plan to maximise revenues and returns. Such a marketing plan would include decisions on pricing, product mix, promotion, and distribution. The main elements of this competitive analysis are listed in Table 3E.

Table 3E. The importance of various factors in the purchase of vending machines, and relative position of Vendex on 1-10 rating (10 highly important and well regarded). 


Factor


Importance
Vendex ranking


Machine size

10

7


Product range
7

8


Availability

10

7


Service

9

7


Reliability

10

10


Sales expertise
6

9


Price 


8

9


Product quality 
5

6


Flexibility

8

5

Commercial sector

The commercial sector included all the suppliers of beverages to the public. The numbers of outlets were around 200,000 with a wide variation in the annual volume of vending products sold. They included hotels, restaurants, sandwich bars and public houses. There were an estimated 12,000 hotels, motels and holiday camps, around 10,000 small hotels, 14,000 restaurants, 10-15,000 sandwich bars and restaurants, 35,000 clubs and 60,000 public houses. 

It had been the case that this sector bought on price as  margins on hot and cold drinks were a particularly important part of their turnover. For many companies this perception was changing; with factors like product range and quality playing an increasingly important part. Flexibility, the ability to serve drinks without the vending system was also very important in this particular market. But overall, the sector was still concentrating on volume and price as Table 3F indicates. Price elasticity was the highest in this market sector,  with a cup elasticity of around 6.

The larger outlets tended to buy direct; major sea-side holiday camps would for example sell around one million hot drinks per season. Where labour costs were particularly important and drinks volumes high, vending companies such as Vendex had managed to sell vending systems because of the convenience and reduced staff involvement, but the majority of  companies in the sector bought their supplies from either delivered wholesalers or from cash and carry outlets to vend manually. As a result a relatively small number of outlets  bought the majority of vending product in the country. 

Table 3F.  The importance of various factors in the purchase of vending machine products and the relative position of Vendex in the commercial drink sector on a 1 to 10 ranking (10 highly important and highly regarded).

Factor
           

Importance   
Vendex positioning

Machine size 
   
10               

7

Product range

  3               

8

Availability           

10               

5

Service            

10             

7

Reliability             

10              
          
10

Sales expertise 

  3               

9

Price         
             
10               

3

Product quality 

  3               

6

Flexibility          

10         

3

An initial Vendex success was to sell cups and ingredients but not vending machines to bingo clubs throughout the country, and to follow this up with bowling alleys. This success was because the sales manager responsible had organised the sort of sales promotions that were attractive to these sorts of outlets. Examples of such evenings included prize draws donated by the company or special competitions. Each large outlet cost around £500 in promotional expenditure. Though there was no significant increase in the volume sold, this promotional investment was a pre-requisite of entry into the outlet. 

Each outlet also took a great deal of time to establish, with a sales representative calling at least ten times before an account was finalised. Each visit would take at least half a day; sales representatives needed to have considerable skill and knowledge of the industry and had a fair degree of negotiating freedom to provide the type of support package that these outlets required. Once an account was opened the sales representative had to call at least once a month to make sure that stock levels were maintained. In other sectors, Vendex used telephone sales to keep in touch with the customer; but this system was unsuccessful  in the commercial market. On average a sales representative could make four follow up calls in a working day. A further problem was that large commercial outlets demanded large quantities of catering products at infrequent intervals. This significantly increased the cost of servicing the market. Logistics managers at Vendex had found that the average commercial outlet cost the company an extra £250 per annum as the company had to use third party delivery systems to meet their requirements.

The commercial sector was by far the largest single sector making up around 60 per cent of the total drinks volume consumed out of the home. As could be seen from the sales analysis, Vendex had made little progress in the commercial sector over the past 5  years, even though the account base had changed considerably. Vendex had analysed their customer base and this had revealed that the company was entirely dependent on direct delivery and had not managed to penetrate the wholesaler sector at all. This was partly because wholesalers required a 20 per cent discount to stock vending products. The structure of the market and the presence of Vendex is in Table 3G.

Table 3G.Commercial sector by consumption (cups per year) and Vendex penetration.

Consumption                
Number of outlets 

Vendex customers

High (1 million plus)          
800                 

52

Moderate (250,000)         
5600                

250

Wholesale high                 
750                 

Wholesale moderate          500                 

Public sector

The public sector included all institutions which provided catering services to the public; mainly hospitals and schools. The trend had been for the market to become increasingly polarised between high and moderate consumers and a large number of smaller outlets. Market size and Vendex share are in Table 3H.

Table 3H . Public sector structure of market and penetration of market by Vendex.

Category               

Number   

Vendex customers

Large hospitals         

350                
35

Medium hospitals     

250                
25

Large schools          

2800          

65

Medium schools         

3200      

85

Budgetary considerations in the last 10 years had changed the emphasis in such institutions. As labour costs rose, these institutions were looking to save money,  especially in areas that could be easily defined like catering and vending. This sector was therefore showing the most rapid growth in the demand for vending products. The buying criteria were different from those of the commercial sector, as Table 3I indicates.

Table 3I . The importance of various factors in the purchase of vending machine products and  the relative position of Vendex on a 1 to 10 ranking (10 highly important and highly regarded).

Factor                   

Importance    
Vendex positioning

Machine size

     
10     

             
 7

Product range       

  8                  

 6

Availability         

   7               


10

Service

        
  8                  

  7

Reliability    

     
10             


10

Sales expertise   
 
  6
               

  9

Price                  

   6                  

  8

Product quality   

   7               

  
8

Flexibility             
   
   2                  

  9

Currently Vendex was poorly established in the public sector partly because of the problems of servicing customers effectively, and partly because, until recently, it could not supply the size of machine that such outlets required, nor the breadth of product range. Reaching the customer involved considerable time and effort. Heavy promotional expenditure in exhibitions, magazines and direct mail were necessary to achieve trial. It was estimated that it would cost around £500 promotional investment to achieve each major account. Currently Vendex was spending £50,000 in the development of activity in this sector. Sales expertise was important. Most of the decisions in these organisations were taken by committees and this required laborious and detailed presentations and follow ups. It was estimated that each account would require around 10 days preparation and follow up. Once the account was established it was likely to be long term providing the company maintained an effective level of service. The company could monitor stocks at customers' premises via telesales and, because the consumption patterns were normally stable, little additional logistic cost would be required. Though Vendex had little experience of pricing in this sector price elasticities appeared to be significantly less than that of the commercial sector at around 3.5.

The industrial sector

The industrial sector provided the third element in the market. Firms with more than 25 employees tended to have some form of drinks vending system, which operated at a slight profit. The larger the organisation, the more sophisticated the vending equipment tended to be because of greater volumes and higher speed of dispensing. Firms employing 25-50 employees often used some form of manual vending system whereas firms with more than 100 required some form of automatic vending system. It was estimated that there were 69,000 locations with more than 25 employees; an additional 33,000 employing more than 50, and 28,000 more employing in excess of 100. 

Because costs were usually recovered, the industrial sector was not particularly price sensitive, but reliability was crucial. This was reflected in the perceptions of the importance of various factors in the purchase decision for a vending system,  listed in Table 3J.

The industrial sector was where Vendex had initially started. Its sales representatives were all trained in the techniques that were involved in selling office equipment such as vending machines. Most of the £250,000 

Table 3J. The importance of various factors in the purchase of vending machine products and the relative position of Vendex on a 1 to 10 ranking (10 highly important and highly regarded).

Factor         
Importance
Vendex positioning

Machine size

10
                
7

Product range
9               

8

Availability  

10             

10

Service                  
10 
                
7

Reliability 

10   
             
10

Sales expertise     
5                   

9

Price              
4


8                   


Product quality  
7                   

8

Flexibility          
2                 

9

promotional budget was spent on direct mail. The company had a 130,000 mailing list which was the basis for this activity. This list cost around £20,000 a year to maintain and update. Each mailing cost around £0.40 per unit and the company achieved an enquiry level of 1.5 per cent and managed to convert 1 in 3 of these enquiries. A sales representative could make four sales calls a day. Once the customer received the equipment, the telesales team took over the problem of maintaining stocks. In common with the public sector the industrial market tended to have a fairly static pattern of demand and therefore did not put the logistics system under particular strain.

Action

Obviously the company had to make decisions about the future.

What information does it need to have to take these decisions? 

How should  this information be structured?

How frequently should the marketing management team review particular items of information? 

Where is the company going to get this information from? 

Who should have access to it?

Guidelines to information

Information is crucial for marketing. Simply, the marketing manager must continually be able to complete a SWOT analysis. This acronym stands for Strengths, Weaknesses, Opportunities and Threats. The information system must tell the company where it is currently strong (STRENGTH), and where it can build on and improve its competitive advantage. The company has to be able to identify where there are problems which need resolution (WEAKNESS). In addition to these current issues, the marketing department will need to establish where the company can develop (OPPORTUNITIES) and where the longer term limits to growth or changing direction exist (THREATS). 

By having better information than the competition, the marketing manager is therefore better able to build and maintain competitive advantage by understanding more of what is occurring or likely to occur and by choosing more effective investment routes.  A good example of  the power of information in building competitive advantage is the progress of Microsoft in the late 1980s and early 1990s. The company spent hundreds of millions of dollars in developing software that fitted user requirements.

This simple statement hides a number of complexities. The first is that there is a vast amount of information available to all organisations. What is more, it is getting easier to acquire this information. Though it is true that the more information used to arrive at a decision, the better that decision is likely to be, continual refinement of the range of information used will be necessary. Companies must therefore make active decisions about the information that they require so that they do not acquire data that is of limited application, while ensuring that they acquire enough information on which to base decisions. As part of the problem, companies must consider the length of time involved in this data collection. Where data requirements are specific to the organisation the time involved in defining the requirement, establishing the information acquisition or research programme, carrying out the information collection, and finally the period of analysis and review will be considerable. For example, a market research programme on a specific problem is unlikely to be completed within 6 weeks even when the data is urgently required.

The second complexity is that even though information may be relevant, it may not be relevant all the time. As activities change, so will the timescale of the information. When the organisation for example is introducing a new product, it will not only need new types of information it will also often need existing information more frequently. This would include more frequent sales data, more frequent analysis of the effectiveness of advertising, more frequent assessments of product quality, as well as new information concerning progress of test markets, or research concerning consumer attitudes.

The third complexity is that information can only be used if it is provided in a form in which it can be understood. Raw data needs to be structured so that it makes sense; information in isolation is rarely useful. A fourth problem is that information is an expense: the more specific and more detailed  the more expensive. A company will therefore have to carefully consider the likely returns on the investment made in information. Where the risk is high, investment in information will be cost effective in reducing the level of risk; where risk is low, assumptions rather than hard information will be sufficient. The return on the investment that the firm achieves will obviously depend on the accuracy of the data introduced into the decision making process. This will be a further problem in the overall information system to ensure that data is sufficiently accurate for the types of decisions that need to be taken. Further complications exist because the most accurate data will become rapidly out-dated.  The speed of change in a particular sector is therefore bound to influence the frequency of data collection. 

Finally, information has organisational implications. The more individuals that have access to information, the better the decision making process. It is in the interests of efficiency that as many people as possible have access to the information so that they can contribute to the decision making process. The other issue that supports wide information dissemination is that access to data has been identified by a wide range of surveys as providing high levels of motivational support. Employees who know what is happening are more involved and more likely to be committed to the organisation. One can summarise the main requirements of the marketing information system as follows. 

Simple. Providing information in the form in which it can be used. This will often mean that the data must be re-organised so that it relates to other activities. Rarely will raw information be useful. When setting up an information system, the creation of usable inter-relationships will be one of the most important tasks.

Comprehensive. A marketing information system must provide the range of information that the company needs so that it can gain, and maintain, competitive advantage.

Timely. The marketing information system must ensure that the information required is available at the right time so that effective decisions can be taken. 

Accurate.  The marketing information system should provide as accurate information as possible within overall budget limitations. The more that the company spends on the information system, the more accurate data will tend to be. (This relationship is not always true as good management of the information retrieval process is essential to effective results.)

Accessible.  The marketing information system should ensure that the information is available to those individuals or groups that are involved in the development of effective decision making.

Because of the complexities in creating an effective information system a step by step approach can significantly improve the way the organisation manages its data. One such approach is provided in the next section.below. 

Audit

The first stage in the development of any information system will be the analysis of the current environment in which the firm operates. The most logical approach to defining the most important aspects of the external and internal environment is to carry out a full strategic analysis. From this, companies can identify macro-environmental, competitive, and resource factors that should be included in an effective information system. As environments are continually changing, it is vital that strategic audits are regularly completed and new information requirements included, even when basic strategies remain unchanged. For all strategies there will be a range of internal resource information required. Such standard data will include profit, cash flow, sales volumes, staff and skills levels, inventory, distribution efficiency, customer location, credit data and the like.

Source

Once the company has decided what information is required, it will need to identify where this information will come from. Cost considerations demand that the company concentrates initially on gaining the maximum information consistent with speed and quality requirements from already published material. Such data is often called secondary information. 

Secondary information

Internal information. The amount of information available - even within a medium sized company - is very considerable. Customer records, product sales and stock, costs, personnel performance, are all examples of the type of data that companies generate internally. Much of this information is central to the range of strategies or policies that the firm wishes to implement.

Databases. Electronic databases provide a powerful means of gaining access to secondary information. With the decreasing cost of data storage and steady improvements in telecommunications, the cost of using such systems anywhere in the world continues to decline as more and more information is made available.

Official reports. Depending on the industry and the country, companies will have access to a wide range of government or official reports. The quality of such information needs always to be questioned - the quotation 'to lie like a government bulletin' can mean that relying on such data for planning purposes involves a high level of risk. 

Industry reports. Many industries support research organisations that supply a wealth of data concerning particular aspects of market changes. Organisations such as Nielsen provide continual trade audits in many consumer goods sectors, which though often expensive, require far less investment than full scale primary research (discussed in the section following on primary information). 

Trade magazines/ bank reports/ newspapers. Specific information about a wide range of topics are provided in the large amount of published material, both general and specific published in the ever increasing spread of publications.

Primary information

Should secondary data be insufficient in providing accurate data, marketing management will have to consider investing in primary research. Generally primary research will be necessary where there is a considerable level of risk associated with a proposed substantial change in the marketing mix - for example the introduction of a new product, or the choice of a new promotional policy. As primary research is so expensive, a carefully developed brief is essential to ensure accurate results, with the overriding requirement of getting precise and actionable information from the research. Managers will have to ensure that the following steps are taken.

Setting an effective sample size. Obviously, the company cannot question the entire potential population for a particular product or service. It must chose a sample, that is a smaller group which accurately reflects the total population in all respects. The problem then is to define what sample would achieve this particular aim. At this stage, managers need to make an initial assumption that the sampling method will achieve the required level of randomness (discussed next). From this they can define mathematically - from assessments of normal distributions - the level of certainty that they wish to have in the results of the exercise. The greater the required level of certainty (often termed confidence), the larger the sample size. 

Establish an accurate sampling method. Though the definition of the sample size can be objectively defined by an assessment of the mathematics of random distribution, the essential question remains as to how the company can be certain that the sample used is random - and is an accurate reflection of the overall population. This is one of the most difficult problems of primary research. The best solution is to establish a truly random sample. For a consumer test this might consist of a random selection from the total list of households, with a specific named individual in each, and allowing no substitution. Similarly, industrial operations could be randomly selected from the nationwide list, with similarly named individuals. Such research approaches are expensive, involving as they do the need to contact specific individuals at specific locations. More commonly used are the quota sample or the stratified quota sample. In the first case, the company sets criteria for the overall sample and continues to collect information until the quota is achieved. In the second, the quota is split up between a number of sub-groups - for example, divided on a regional basis.

The problems associated with achieving effective randomness is often  most acute in defining test market areas for new products. With the level of variation in most countries, any area chosen for a test market is unlikely to be typical of the overall market. Regional variations will include different population structures, levels of disposable income, and consumption patterns. All that management can do in relation to these sampling issues is to be aware of the difficulties that are likely to arise and to continually review the methodology employed.   

Define the information requirements from the research. It is important that at the earliest possible stage that management define exactly what data the research will produce. A vital discipline will be to create 'dummy' tables, which detail how the information will be organised when the research is completed. Unless this exercise is completed, the information requirements of  the research will not be clear with the result that the investment is likely to be unsatisfactory. 

Choose the appropriate data A large proportion of market research will be completed using face to face interviews. This is not the only method that is available. It may be more appropriate to use post, telephone, direct observation (for example, child toy preferences), or electronic data collection (for example, television watching preferences). Obviously each data collection method has particular advantages and disadvantages -  speed, cost, and anonymity. The overriding issue should be whether the method is appropriate for the problem; and whether it will minimise - or aggravate - likely problems encountered during the research process. 

Establishing the way in which primary data will be collected. Once the sample size, sampling and data collection methods have been chosen, the research will be heavily dependent on the exact way in which the research is conducted. Here, the main issues include questionnaire content, language, timing and staffing of the primary research, method of data collection and quality control. Questionnaire content will need to be reviewed to ensure that the questions are clear, concise, provide a method for cross checking the validity of answers, and will provide the data to resolve the information requirements, and are not too long. Different types of individuals and data collection methods will have different limitations on timing. Street interviews need to be shorter than in-home questioning; surveys of company executives have to be shorter than consumer questionnaires. Experience is necessary to determine what is the maximum effective length of interview and to decide which key questions should be asked early on in the process, so that declining attention will have a less serious effect on the overall accuracy of the entire questionnaire. The language used will need to be checked to ensure that the questions will not cause offence or confusion. Once these have been satisfactorily resolved, the problem of timing and staffing will have to be considered. When should the research be conducted so that the respondents are most likely to provide accurate answers? What type of individuals are most likely to be effective in running the questionnaire? For example, male interviewers may be inappropriate for questionnaires concerning female personal habits, and vice versa. Where questioning involves open questions, which explore a range of options, rather than closed questions with defined alternative answers, the skills of the interviewers will be crucial. The method of data collection and the design of the form should be considered to ensure that the maximum amount of data is collected in a way in which it can be rapidly analysed. Many organisations are now transferring the data direct onto portable computers so that analysis is rapid; such approaches are obviously inappropriate in certain situations.

Once the data collection method has been decided, there is need for a means of monitoring the staff and ensuring that quotas are being correctly collected, questions are properly posed, and responses accurately recorded. As primary research is labour intensive, and skilled interviewers expensive to hire, it is essential that time is spent in this area to ensure that the outcome of the research will be effective. Should the research programme be complex, or be in a new area, it will be necessary to ensure that the research programme is tested before the full research study is initiated. 

Analysis. Computer software has now made the analysis phase more rapid and complete as companies are able to assess the statistical relationships in the whole range of data that is collected in the research. Such software also enables further quality control checks to be carried out on the information, with the ability to complete unfinished data sets by applying appropriate modifications to the incomplete data.

Establishing information timescale

Earlier discussion has identified one of the main problems of information management, that of ensuring that the data is available when it is needed. This can only be achieved if management separate information into distinct categories divided by timescale. It is important for the marketing manager to realise that changes in strategy require alterations in data collection.

Control information. Control information refers to those items essential to short term management that must be reviewed constantly. Examples  include cash flow, profitability, stock and sales levels. With this information, management can forecast the effect of  trends in these areas and take action to support strength or reduce weakness.   

Intermittent information. Intermittent information will be required less often than control data. Examples of such data requirements include product quality (including customer complaints), purchase satisfaction levels, competitive pricing and advertising expenditure, customer type analysis, physical distribution efficiency, inventory levels, warehouse operations, order processing criteria and effectiveness, production efficiencies, production costs, exchange rates, labour productivity, labour turnover, and credit and debit levels. 

Planning information. A third group of information items are those needed for annual or half-year planning reviews. They tend to be strategic rather than tactical. Examples of such planning items include changes in the legislation, the economy, social and technological developments, competitive focus. 

Where large scale investments are involved, simulations and modelling of the external environment are important as a means of further reducing risk. Sophisticated forecasting systems are more capable of identifying longer term changes, particularly those involving major downturns or upturns (known as turning moments), than those that are less complex. They thus give the company greater control over changes that may happen during the decision cycle.

Establish the decision cycle

Each company will have different forecast requirements, based on the speed at which new products can be brought to market. In clothing manufacture, new products can be introduced very rapidly and this means that the decision cycle will be short, often less than a year. For other companies, especially those operating in capital intensive industries such as chemicals or aerospace, the decision cycle is correspondingly longer. As the decision cycle lengthens the investment in forecasting will need to be increased as the risk of factors changing during the plan will grow, especially elements of the macro-environment. 

Choose technology

With the complexity of information it will be important to ensure that it is effectively collected and displayed. As information technology becomes more effective, managers will have more opportunities to organise information so that it can best meet the criteria required for data management - speed, access, accuracy, comprehensiveness, and usefulness. The marketing manager will be using a range of specific or industry standard technology to meet these requirements. Commonly the spreadsheet will have a central function in structuring control information on sales, profit, stock and cash flow, from which forecasts of trends can be derived. Other control and intermittent information will be derived from the use of accounting systems which when linked with production data can provide a range of information on customer performance, order processing and inventory levels. 

Databases will be most useful for planning purposes providing a powerful method of analysing a whole range of customer and sales data to derive new relationships. For example, a direct mail organisation using a large database would be able to separate the level of product sales by customer age, location and socio-economic status. It would also be able to identify those types of customers that were potential credit risks by relating such problems to other variables (location, ownership of telephone being two such criteria). Airlines can use databases to identify heavy consumers and target such individuals for special treatment, such as airport privileges (waiting rooms) or discounts/ extra tickets. Central booking information is such a valuable commodity that several major airlines have established separate subsidiaries to manage the operation and the information that it provides.  Finally, the growing area of expert systems and neural networks provides a method for simulating and controlling specific areas within a wide variety of organisations. 

Establish access 

Information is power. There is a great temptation to limit the spread of information within organisations, a tendency that should be restricted. This is for two reasons. The first is that the greater the number of individuals involved in analysing a problem the better the solution is likely to be. The second is that limiting information affects motivation. The logic of the marketing information system should be to make information available to all, unless there are strong reasons to restrict it. This will mean that access to information concerning profit, sales, promotional effectiveness, pricing, stocks and costs should be broad; certain aspects of personnel policy and some new product development issues should be restricted.

Establish formal review system

One of the most important elements of the information system will be to ensure that the information is used. In many companies unless the review of the information occurs on specific occasions it will not take place. Management will need to establish standard times at which such information analysis and discussion will occur - control information at a specific time during the week, intermittent information at a specific time during the month or quarter, and planning data at specific times for plan review or creation.

Implement and monitor

Establishing an effective marketing information system requires a combination of external and internal sources; companies will also have to decide whether the systems will be maintained inside or outside the organisation. Secondary research is an example of a complex area of data collection which can often be best managed by specialist subcontractors, and similar issues arise in the maintenance of databases and sophisticated data retrieval systems. As the establishment of the information system will often be an expensive process it will be essential that whichever route is chosen, clear action standards are established about the nature of the information, how it will be organised and collected. The effectiveness of the information system in providing the management control that is required will always need to be reviewed. Information systems may fail to achieve the necessary speed, accuracy, comprehensiveness, and simplicity. 

Two main problems are likely to be encountered. The first is that with the growth of information technology there is a great temptation to generate large quantities of information from the company's own internal systems. This may make it difficult to find useful data within the enormous quantities available. Secondly, information may be restricted,  or  provided in an inappropriate form which requires enormous amounts of time to produce effective decision making frameworks. 

Strategy and the information system

It is clear that each strategy requires a particular change in direction. Changing strategies will demand different types of information, and it will be important for the control of these strategies that the information is identified and integrated in the information system so that the strategic development can be effectively controlled, before the strategic change is begun. Such changes will be particularly important in market development, product development and diversification strategies. When a company expands overseas it will have to be able to consider which markets are attractive for investment and consider the risks for each, such as alterations in foreign exchange rates. Additional information will include payment terms, documentation requirements, shipment availability and costs, changes in local competition, promotion, salesforce activity, physical distribution and much more. Product development will include new information concerning such areas product benefit perceptions, technological change, developmental timescales, testing systems and controls. Diversification will be the most demanding strategy on the information system involving, as it does, new products provided to new markets - the difficulties being reflected  in the high levels of failure among diversification strategies. 

Working practice

1. Complete information audit.

2. Define information source.

3. Choose timescales for information availability.

4. Decide on length of forecast requirement by establishing the decision cycle.

5. Choose appropriate systems for information collection and control.

6. Decide on access.

7. Create formal review system.

8. Implement and monitor.

9.  Consider the effects of strategy on the information system before the changed strategy is implemented.

Product Support

Homecolour

Homecolour was a paint manufacturer, based in the UK Midlands, which 20 years previously began supplying own label paints to 2 small DIY retail chains. The company grew with the expansion of the DIY market by concentrating primarily on supplying regional - and some national - chains with a proportion of their private label requirements. During the last 10 years, though Homecolour was still supplying own label products, the company  had also developed a range of branded paint.  Sales growth continued through the last 5 years, but increases in profitability were much more difficult to achieve, as Table 4A indicates.

Return on capital employed had dropped over the same period. The large capital investment programme instituted by Homecolour, to meet rapidly rising sales volumes, failed to provide the anticipated return and had declined from 38 per cent  to 17 per cent over the 5 year period. The board of Homecolour were meeting to review the future of the company and were considering  a document which provided the information on which they would take their decisions. Decisions on company direction would have considerable impact on the production plant, and the type of packaging that the company manufactured.

Table 4A .  Homecolour 5 year sales - all figures in  £million with most recent year 5.





Year


               
1
 2    
3     
4     
5

Sales          

15    
17   
19    
22    
25

Promotion   

.6    
.8   
.9    
1.3   
1.5

Profit         

.8    
1.2  
1.4   
1.5    
1.6

Capital        

2.1    
3.0  
3.5   
5.5   
8.9

The market

The market, valued at around £300 million at retail value - at an average of £2.25 per litre, a consumption of 120 million litres per annum - had become progressively more competitive. Paint production was concentrated by a series of industry takeovers into a smaller number of manufacturers. The result was that Homecolour faced a steady decline in profit margins as it could not effectively compete with the economies of scale, both in production and promotion, against the two market leaders. The company had spent approximately £1.5 million in promotion in the last year, this was significantly behind the market leader expenditure of approximately £12 million. The market had become increasingly price competitive as well; Nielsen audits revealed that price elasticities had changed from 6 to 4 over the past 5 years. There was little evidence that consumers bothered with price points or other psychological pricing effects; they tended to be buying paint along with other DIY products and saw paint as one of a range of products  needed  for decorating.

With sales totalling 15 million litres, Homecolour had a 12 per cent market share of the consumer sector, and was clearly the third largest manufacturer in the market. However the market shares of the two other companies accounted for well over 60 per cent of total sales. Homecolour had initially concentrated on supplying own label products and this still provided a substantial proportion of both turnover and profit as Table 4B indicates. 

Table 4B.  Homecolour  percentage (%) turnover and profit contribution by sector, by year with year 4 most recent.

 
                                    

Year


                       

1 
2      
3       
4

Own label
- sales       

55       57      
63      
68


  
- profit      

45       46      
47      
42

Branded  
 - sales       

45       43      
37      
32


  
- profit      

55       54      
53      
68

Customers

Homecolour supplied  consumer paints to the high street, predominantly to the main retailers. It supplied most of the own label paint lines to the major retailers, and four made up over 95 per cent of its total own label sales. These companies contributed approximately 20 per cent of turnover each over the past 5 years, even though there had been substantial fluctuations on a year by year basis. The company  distributed its branded range, Homecharm, via a number of wholesalers, which had grown to 200 in the last year, and to the smaller specialist DIY outlets. There were an estimated 4000 of these nationwide. This range currently contributed 32 per cent  of total turnover, but 58 per cent of total profit, and this followed a trend which had become established over the past 5 years, with branded products providing a steadily greater profit contribution as pricing pressures in the own label business became more intense. 

The company had national coverage via these distribution channels and separated the country for control purposes into Midland and the North, and the South. Sales were evenly spread and related to population density. Wholesalers worked on a profit margin on sales of around 10 per cent, whereas the small specialist DIY outlets worked on 35 per cent retail margin. 

The attraction of the own label business was that the company produced on long term contracts and did not need to hold stock, supplying their customers at regular and determined intervals. This was in contrast to the branded sector, which suffered from both a high level of seasonality and considerable fluctuations in demand. Whereas external paints tended to be most in demand during the summer, indoor paints were usually bought in the winter. This pattern could, and was often changed by alterations in the weather patterns - a poor summer could drive demand of indoor paints up within a short period of time. The pattern of the last 2 years by month is detailed in Table 4C. 

Table 4C. Sales activity by month in two previous years.

Sales percentage by month by activity - previous year - months 1 to 12

 
      
1  2   3   4   5   6   7   8   9   10   11   12

Own label   
7  7   8   9   9   9   9   9  10  6    
9    8

Branded   
4  3   4   5   9   12 16 15 8   7    
7   10

Sales percentage by month by activity - current year - months 1 to 12

 
        1  2   
3   4   
5   6   
7   
8   
9   
10   
11   
12

Own label  7  7   
8   9   
9   9   
9   
9  
10   
6    
9     
8

Branded   7  
5   
4   5   
5   6   
6   
9  
11  
14    
15   
13

Weather was not the only major influence on demand - changing disposable incomes and mortgage levels also had some impact on total sales. When the house market slowed down, people tended to spend more on DIY activity to improve the attractiveness of their houses, with an inevitable effect on the level of paint sales. For the branded product range, alterations in colour demand meant that sales volumes needed to be continually monitored. The trends in demand are in Table 4D.

The current branded product range had ten colours produced in two tin sizes, one and two litres. Sales varied considerably within the range with the best selling line over the past 5 years varying between brilliant white, Table 4D.  Five year branded sales history by type - 000's litres, with year 5 most recent. 






Year


                         
1 
2      
3      
4      
5


Brilliant white    
400     
425    
500    
600    
750


Magnolia                
325     
400    
420    
400    
425


Oyster                  
200     
220    
250    
275    
325


Sand gold               
260     
280    
280    
270    
260


Black  

225     
380    
380    
400    
550


Lime green          
160     
120    
200    
160    
125


Clear blue             
450     
400    
450    
550    
650


Aluminium           
500     
200    
350    
440    
640


Bitumen                 
200     
300    
450    
700    
600


Textured white      
300     
300    
300    
500    
450


Total branded        
3020    
3025   3610   4795   4775

aluminium, and bitumen. Homecolour had a reputation in the trade, and among the more knowledgeable customers, for producing higher quality exterior paint than the competition, and it was in this sector of the market that the company achieved its highest sales. Market surveys suggested that the company had around a 5 per cent quality advantage over the competition. The own label production was much more varied in colour and tin size - the company, over the past 2 years, had produced around 50 different colours in up to 5 different tin sizes. Currently there were considerable variations in the type of packaging that was provided in the own label and branded sectors. The company had yet to standardise on a single branded theme and the level of instructions on the packaging varied considerably throughout the product range. Each pack had the Homecolour logo, and limited instructions.

As the recession worsened, there was a steady increase in the number of consumers turning to DIY for their decorating. A considerable number of consumers without experience of decorating were now buying paint. A survey had revealed that an increasing number of customers were finding paint quality dissatisfying because of their failure to properly prepare surfaces. This survey revealed that 46 per cent of current customers failed to remove current paint from surfaces; and over 50 per cent expected that one coat of paint would be sufficient to cover all previous paint or wallpaper products. In order to remain competitive, against the two major companies in the market, Homecolour had to ensure that a high level of stocks were maintained in the major outlets. The pressures on selling space within most retail outlets were becoming intense, and shortage of stock had in several cases ended in  the company being  de-listed by three regional DIY chains. The current sales pattern had shown that the company was experiencing major problems in certain of the outlets with sales significantly below plan. Own brand sales were 20 per cent down on plan  - which had envisaged a 5 per cent increase in volume; while branded products were within 2 per cent of plan  - based on an 8  per cent volume increase over the previous year.

The new marketing manager was being asked to suggest how the company could react to the changes that were taking place in the market by proposing a range of sales promotions and how and when they should be implemented. The company had developed a range of promotional concepts,  provided in Table 4E.

Table 4E. The available sales promotion alternatives, their speed of introduction in months, cost per litre in £ and likely sales increase in volume. 

Type             


Time  
Cost/litre   
Sales increase %  

Competition       

2      
0.10           
3

Coupons           

1      
0.20           
7

Extra pack        

3      
0.10           
4

Banded pack       

2      
0.40           
6

Discount          

1
0.30          
10

Self liquidating offer         
3      
0.10           
3

Sample pack       

4      
0.60           
8

Historically the company had spent around £500,000 per year on adhoc sales promotions to boost volume. This year senior management had demanded that the marketing team be more systematic in its approach which should focus on the trade distribution agreements that the company had with their major distributors. As a result, marketing management had not spent anything in the early part of the year, and was able to develop sales promotion campaigns for both the existing products and some of the new developments that were currently under consideration.

Production and warehousing

The company had invested heavily in modern, flexible manufacturing facilities, about 5 years previously, to meet the forecast steadily increasing demand for paint. The production plant could switch within 30 minutes from the production of one type or colour of paint to another, with a set up cost of £550, a figure substantially below the competition. With its microprocessor control systems the plant was able to operate on a 24 hour day, with low staffing requirements. In the current year the plant was continuing to operate substantially under capacity producing only 15 of the possible 28 million litres. This inability to achieve production targets meant that the company failed to achieve the return on capital that the senior management had initially expected.

The company had, as part of its expansion programme, a new warehouse alongside the production facility. The integration of the warehouse with the production facility, and advanced automation, allowed filled paint to be moved from the manufacturing point to the warehouse storage point with the  minimum of physical involvement by factory or warehouse staff. The company currently used a range of outside contractors to handle distribution, though this had substantially raised costs as the number of wholesalers supplied with branded paints expanded. The average cost of delivery was £350 per round trip for their fleet of one 40 ton; and £250 for the three 20 ton lorries that could carry 32,000 and 15,000 litres of paint respectively. One of the advantages of the private label business was that Homecolour could maximize vehicle utilisation into the 55 central depots of the DIY multiples, whereas deliveries of branded products tended to be only 35 per cent full. Expansion into other areas, involving smaller volumes to individual customers, would mean that the average cost of delivery for a litre - currently £0.10 - would rise substantially.

Current salesforce and promotional plan

The company employed five sales representatives. Two of these negotiated with senior buyers at the major multiples for the supply of own label products; the other three were responsible for ensuring that the 180 main wholesalers in the country stocked the branded paint that the company produced. The salesforce had been recruited from a variety of backgrounds, but had considerable skills in selling paint and paint products. The company felt that the current team could be retrained, if necessary, to concentrate on the new areas of development, the most important  of which are described below.

At present, the company negotiated annually with the multiples on price, and had loose agreements with the wholesalers which primarily consisted of attractive discounts on quantity. The price position of the company over the past 5 years is given in Table 4F; with Homecolour pricing related to the weighted market average in the various distribution channels of 100.

Table  4F. Relative pricing of branded Homecolour by distribution channel, weighted 

market average of 100 in each channel, by year, with year 4 the most recent. 





Year


Channel                
1         
2         
3         
4


AG Stanley           
98       
99        
100       
102


B & Q                  
96       
97         
96       
101


Woolworths       
101      
103        
104       
105


Texas Homecare    
97      

101        
101       
102        


Homebase              
100      
102        
103       
103


Midlands


Independents           94       
94         
95        
95   


Wholesalers            
97       
96         
98        
97


South


Independents           95       
93         
93        
94


Wholesalers            
97       
98         
99       
100

The advertising budget for the current year was £1.5 million and was to be spent entirely on television during the months of September, October and November. The company had received the following information about the consumer and the relationship between coverage and exposure to help plan the campaign. Each £1000 spent would on average achieve one rating point; the relationship between expenditure and achieved viewing levels is provided in Table 4G.

Table 4G. Current relationship between percentage of the population OTS and ratings.

Ratings


           

OTS

 
            
1      
2     
3      
4      
5     
6

50           

30    
20    
15      
-      
-     
-

100          

45    
35    
25     
20     
15     
5

150          

65    
50    
35     
30     
25    
15

200          

85    
75    
60     
50     
40    
20

250          

92    
78    
72     
55     
50    
35

Market research had suggested that the company needed to achieve 4 OTS to reach the maximum potential sales threshold; the advertising decay rate over the past 3 years had been in the range of 40 per cent per month. The most expensive period for advertising was over Christmas; space was around 50 per cent more expensive than during the summer. Senior management were very concerned that the structure of the campaign had not been sufficiently considered; and that the company should think about transferring some of the budget to other media types.

Other possible avenues of activity

The company had especial expertise in the production of technical paint products. The production department had one of the best reputations in the country and  this had helped in the acquisition and maintenance of the own label products. Homecolour was looking for avenues of activity that would exploit this technical strength, improve profitability and improve the current sales volumes. The main options were thought to be in the following sectors.

Standard industrial metal work paints. There were an estimated 6000 consumers of standard metal working paint products in the United Kingdom, ranging from the smallest metal bashing firm operating from under a railway arch, to some very large concerns like GKN. The total market  had an estimated value of around £17 million, at the average price of £3.5 per litre, or a total of 5 million litres. Small firms tended to buy product from  the 120 industrial wholesalers in the country that stocked this type of paint. But the larger firms all bought direct from the manufacturers, who were mainly small regional companies. Price sensitivity was significantly lower than the consumer market, and margins in consequence higher. Estimates of the Homecolour production department suggested that 55 per cent margins could be achieved when the company sold direct to the end users though using wholesalers would mean that margins would drop towards 40 per cent. The range of colours that was generally in demand was limited: black accounted for over half the volume and brilliant white, aluminium and beige made up the remainder. Research had also shown that the majority of users tended to hold low stocks of the relevant paint and would generally wish to receive new stocks within 2 days of starting a new production run of metal production. Homecolour would have to produce a new product formulation to service this market, and would have to decide on the size of the container, the name of the product and the type of instructions, guarantees and service support that the company  should provide.

Vehicle paints. Paints especially formulated for vehicles were, on the surface, an attractive outlet for specialist paints. There were an estimated 7000 outlets that carried out some vehicle paint work, though this varied from minor repairs to the seven or eight vehicle manufacturers that used paint in large quantities for original vehicle manufacture. The size of the market was estimated to be around £45 million, the bulk of which was accounted for by the vehicle manufacturers (an estimated £35 in paint per vehicle for the 1.2 million manufactured in the UK). The manufacturers determined which paint manufacturers were listed to supply both them and the repair market. The gross margins on the product that was supplied was high - estimated at 65 per cent - with a per litre price of £5. The small repairers tended to order the product via the spare parts departments of the vehicle manufacturers which held stock of all the colours currently used by the company. There was also a small retail market where consumers bought product for 'touching' up small defects in the paint work of individual vehicles. 

Homecolour would face a number of problems in this market sector. First, there was a demand for a wide range of colours - in  the current year a total of 45 would be required to service 85 per cent of the vehicles currently on the road in the UK. The large vehicle manufacturers also demanded both exceptionally high technical specifications - resistance to chipping, scuffing  being especially important; and absolute guarantees on quality. Because of these requirements they preferred to deal with large manufacturers who also could provide the technical expertise required. In addition, the introduction of computer assisted manufacturing systems, such as Just In Time inventory control systems, meant that the suppliers had to meet 24 hour delivery schedules. Though Homecolour could meet the technical demands of the market, it was unclear as to the level of technical support that it would need to provide, and what shape this should take.

Powder coating. A growth sector in metal manufacture was powder coating to protect metal work, especially furniture. The market had an  estimated worth of £3 million in the current year, and there were currently 65 outlets that were active in the production of powder coated products. The current price for powder coated product was £7.50 a litre, which would provide Homecolour with a 60 per cent gross margin. All the large companies bought direct from the two manufacturers that currently supplied paint to this market. Generally, each company would carry out powder coating in batch production and concentrate output in 3 or 4 days in a 2 week period. The powder coating companies were able to forecast their production requirements several weeks in advance. Most of the paint requirements were in four colours which made up 85 per cent of total demand. Customers tended to prefer to purchase product in large containers, which would be fitted into existing powder coating equipment. As the market was demanding on quality, companies operating in the sector had to provide detailed guarantees on quality.

Structural paint. There was a large existing market for the supply of structural paint, the specialist product used to coat buildings and steel frameworks. Most of the work was carried out by small independent contractors buying from builders merchants - there were an estimated 2500 of these in the country selling significant volumes of structural paint. Some structural paint was sold through DIY wholesalers who were already Homecolour customers, but this was much the smaller part of the market. The market was worth around £15 million, as much of the demand for structural paint was met by paints that were available from the consumer sector. Price competition was in consequence, extremely severe - the average price was below that obtainable in the consumer sector, and there was substantial import substitution. Homecolour estimated that the company would be able to enter the market but that the potential margins per litre for the basic products were unlikely to be better than 10-15 per cent.

Homecolour management was convinced that over time they would be able to develop a premium sector in the market, based on current product experience in the consumer sector, in external paints. One of the directors felt that it was possible to gain up to 30 per cent of the market, and improve margins to 30-40 per cent, by marketing a product that would provide longer term protection to steel structures than the current products. The product would have to be provided in far larger containers - often in excess of 10 litres. The packaging would also need to include contact points for spray equipment.

Action

How should Homecolour build on its existing segment and product benefit?

What information do the management  need to control the business?

What changes in the product will improve the position of the company in the market? 

What changes will be necessary if  Homecolour changes its area of activity?

Guidelines  to  product support

Marketing involves action, with the translation of concepts concerning segmentation and product benefit, into specific performance targets for the entire marketing mix, so that the company can match benefit to segment.  It is often useful to consider these performance targets as a series of concentric circles that surround the product.

What the first of these circles consists of is best explained by a descent into jargon. The product benefit needs to be provided with an interface, which provides a physical form which meets the requirements of the production process, the customer and the logistics system. Breaking down this interface, one can define four  inter-acting components; design, packaging,  service and control. 

Design

For many products the main interface between the product benefit and the customer will be the design, especially in large and/or expensive consumer and industrial products. In other products the physical exterior is enclosed in some form of packaging, but even here the external design will be often very important.

Design has a number of functions. First, and of increasing importance, it has a role in production. With the advent of new technology, the ability of the sophisticated manufacturer to combine design with assembly has become significantly enhanced. Indeed, the concept of DFA, or Design For Assembly, has been one of the most useful ideas in reducing costs and speeding manufacture. By considering the interaction of design and components, manufacturers are able to make products more simply (and often more reliably as a consequence), more cost effectively, and more quickly. The result should be a better product at a lower price. This basic DFA concept has been taken further by many manufacturers to directly link the proposed product benefit with the required engineering characteristics, via the performance of particular components or sub-assembly to the organisation of manufacturing processes and the layout of the factory.

Beyond the manufacturing implications, design may be a crucial part of the product benefit. There is a large literature on 'national' or 'label' design characteristics, and such factors are a vital part of  the product benefit where the attitudinal component is most important. A Ferrari, by this argument, is more than a car. The tradition of Italian design creates a product which, via its design - and tradition,  has a substantial price premium. 

Design also is vital to many of the technical product benefits that the supplier wishes to achieve. It can help to improve reliability, ease of use, comfort, speed, visibility adding to many other facets of the product benefit. 

Packaging - physical requirements

First, the packaging has to provide an appropriate container for the product that ensures that it maintains the product benefit for the appropriate length of time. In other words, packaging for liquids must ensure that liquids remain liquid and do not leak away. Secondly, the packaging  must ensure that the product remains usable for as long as possible.  Packaging will also need to consider the handling that product is likely to receive from the manufacturing point to the end user or consumer. 

Packaging - customer requirements

Size. The size of the final package is an important element of the product benefit. It also has significant marketing implications. For consumer goods, display in the distribution channels can both influence purchase and deny competitive access. To expand the range of sizes available will benefit the consumer; it can also  increase the overall space given to the individual product in  the distribution channel. Increasing the apparent size of the product via the packaging may also help to achieve a higher market price. 

User friendliness. Part of the product benefit relates to ease of use. Consideration should be given to ease of opening, arrangement of components in a logical order, and the provision of sensible, idiot proof instructions. Packaging that indicates when a product is properly cooked  - called a 'doneness' indicator - is an example of packaging developments that help the company gain competitive advantage by improving the product benefit. 

Environmental considerations. Both legislation and consumer pressures are influencing packaging. There is now a need to consider the impact of the product through its entire manufacture, use and disposal. 

Safety. An often overriding requirement will is to ensure that the product meets particular safety requirements.  

Packaging - distribution requirements

Load structure. For customers in the consumer goods it is common to provide product in the form of pallets, requiring a particular configuration of cartons, on a wooden or metal platform, to achieve a standard shape so that load handling equipment (such as fork lift trucks for example) can operate. In the industrial sector notice will also need to be taken in packaging to ensure that appropriate load structuring is achieved. 

Damage limitation. Different distribution channels require particular types of packaging to reduce handling and damage. Where the problems of damage are most acute, channels may insist on alterations to the packaging. 

Cost.  The distribution channel is naturally concerned about the overall cost of the product. In advanced economies packaging is already a significant percentage of the overall cost, averaging 3 per cent across all sectors. Where the packaging is bulky and/or heavy the distribution channel will be paying a higher proportion of the total cost of the product in the packaging. This may significantly reduce the acceptability of the product in the distribution channel. 

Size and design. Demands from the distribution channel may limit the overall size of the product; they may also require specific methods of attaching the product to display units which may influence the overall package design.

Recyclability. This may either be an issue of whether the packaging can fit into the distribution channels' recycling activities, or whether it is suitable for government programmes.

Bar codes. Electronic point of sale in consumer goods has meant that the package has to be designed so that it can be rapidly scanned by the electronic systems within the store.  

Packaging - promotional requirements

Image. Where there is a strong attitudinal component in the product benefit it must be reflected in the packaging. Expensive luxury products must have sophisticated packaging which enhances the product benefit; poor quality or inferior packaging will detract from the attitudinal value of the product, especially when the product is bought as a gift - perfume, expensive liquor, chocolates.

Name/logo. The brand name will be one of the more important properties of many companies. Branding will enable the organisation to introduce new product variants under an existing name umbrella, and to carry out modifications to the current product without substantial changes in customer demand. Umbrella brand development will also enable the company to make significant savings on promotional expenditure with a number of products sharing media investment. 

By contrast, maintaining an individual brand name demands high levels of continuing investment for branding will generally require a commitment to high and continuing levels of product quality. Consistency of product quality is therefore very important when an organisation is considering using a single name to cover a range of products, as problems of quality in one product will affect customers perceptions of the entire product range. Establishing a single brand across a wide range of products has therefore considerable risk, and should only be done when the company is sure that the products chosen will add to, rather than subtract from, the value of the brand. 

Colour and design. Different colours will have differing connotations and either support or detract from the product benefit. Red for example is considered a 'young' or 'exciting' colour in most societies, whereas blue is considered as more relaxed and sedate. Other colours will indicate freshness or association with the product - brown for example with coffee and yellow with fats.   

Instructions. The type and complexity of instructions will vary enormously from product to product and from market to market. Complete and effective instructions is an important method of reducing post purchase dissatisfaction . Instructions can also serve to promote other products in the range by emphasising synergistic relationships.  

Service factors

Associated with the packaging will be the requirement in many markets to provide warranties or guarantees. For many sectors, particularly in the industrial market, such warranties will be a vital part of the product benefit. Companies can gain competitive advantage by developing particular policies in this area.  It will therefore be important to establish clear guidelines and support systems for ensuring that warranty repairs and corrections are quickly and effectively managed, and that the customer is clear about exactly what is, and what is not, included in the warranty. Packaging will also have to meet specific legal service requirements which will vary from product to product and from market to market. Typically, this will include - for a food item - volume of contents, major ingredients, name of supplier, and sell by date. 

Control requirements

Copyright. Copyright is the ability to establish ownership of a particular form of printed matter or artistic invention and is controlled by international convention. Rights are however limited to those developments which can be described as unique, with the result that extending copyright to design has generally been unsatisfactory. However, in industries where copyright can be easily established - for example software and the entertainment industry, the maintenance of copyright is a powerful method of retaining exclusivity. Copyright is relatively straightforward to create and is the lowest cost option for controlling a product where it is available. 

Patent.. Patent protection extends to original product developments, and is limited to an initial period followed by a possible extension. Organisations need to register patents and to establish that the patent concept is different from pre-existing patents. Though patent registration is expensive, it provides the ability to effectively control products by civil court actions against infringements.

Trademark. Specific aspects of the name or design of the product can achieve trademark protection. Normally trademark protection will be limited in terms of words and of product categories. Thus common words are difficult or impossible to register as a trademark - it would for example be difficult to register 'air' whereas a modified word such as 'aire' would be possible. Secondly, each product category will require separate actions - with cars being different from soap which is different from drinks, and so on. Thirdly, it will be difficult to establish trademarks on particular shapes of packaging, as Coca Cola has attempted to achieve during the past few years. Specific markets also have additional problems. In the UK for example, royal emblems cannot be entered as a trademark. Trade mark protection is more complex than either patent or copyright, as different countries have different procedures for establishing such trade marks. Broadly, two options exist. The first is to establish trade mark by registration, which involves the payment of a fee. This enables the company to protect the product whether or not they are currently selling the product in the market. The second option is by use. Companies can establish their right to a particular trademark by selling the product in the market over a period of time. The more widely available the product is the greater the level of protection. 

Implementation and monitoring

Earlier discussion has introduced the concept of action standards as essential for both product and service benefit control. Such action standards are also valuable in product support to standardise levels of service or customer perception. IBM for example has very strict rules about the colour of equipment and specifies the exact angles of monitor and keyboard design. Setting such standards enables the company to monitor the overall service or product provision via three key control measures,  provided below. 

Product/service complaints.  The effective management of complaints is a crucial part of reducing post purchase dissatisfaction and increasing the level of repeat sales. Companies which offer no argument refund policies always rank more highly in surveys of customer satisfaction than those that do not. Apart from this service policy, the measurement of the absolute level of complaints is a very important mechanism to ensure that the company is adequately meeting customer demand. 

Returns/total sales.  In a manufacturing company the level of product returns as a percentage of total sales will provide a regular measure of how the packaging is withstanding the demands of the physical distribution system, the distribution channels, and usage by the end consumer.

Warranty costs/ total sales.  For more complex equipment, the warranty costs will provide a similar measure to identify problems in post purchase satisfaction which will need to be rectified. 

Strategy and product support

Each strategy influences product support policy. Marketing departments will have to make important decisions concerning the long term provision of spare parts and servicing for products that are to be withdrawn. Legislation in many markets requires suppliers to maintain products for at least a year after their introduction, but most suppliers will need to consider significantly longer timescales for supporting such products. An additional factor will be the question of whether the company should continue to control the gap that the withdrawal of the product has left by maintaining the trademark. 

Cost management is the central issue in a market consolidation strategy. Alterations in product design including the packaging can improve the production process by reducing cost and increasing speed. Packaging costs can be reduced by changes in materials or reductions in quantities involved, providing that there is no perceived change in product benefit. Alterations in warranties/guarantees may be another method of reducing cost without significantly changing the customer relationships.

Market penetration.   Changing the pack sizes that are offered may also be an effective method of achieving market share in two ways. The first is that generally the larger the pack size, the greater the level of consumption. The second is that changing the pack sizes may increase the product presence in the distribution channel, so reducing the share of competitive product. Increases in consumption can also be obtained by providing appropriate usage information. Changes in the distribution channels to achieve market penetration may involve changes in the packaging to make the product more acceptable; changes in size or shape or storage characteristics for example.  

Market development policies will have considerable implications on product support policy. Alterations are often necessary to sell  the product in a different market. As consumers and market demands change, so must the type of packaging.  It may  have to be further modified to meet manufacturing requirements where the manufacturing process is different from that in the core market. In different markets, distribution channels may demand different pack sizes, carton identification and so on. Often most relevant will be the necessary changes in the promotional elements of the packaging. Names may not be appropriate in other markets; colours and symbols will also often have to be changed. Product instructions will have to be altered, not only in language but also in content. Consumers in other markets may demand greater or less instructions. As markets change so will the level of guarantee and service arrangements. 

Often product development will require major changes in packaging; indeed packaging itself may be the product development. Changes in physical, consumer, distribution, and promotional components will all be commonplace. Product development will also often involve alterations in the guarantee and warranties specifically for the new product, and may require different investment in control to ensure that the company can maintain patent/copyright/trademark protection for the new product. Diversification combines the complexities of product development and market penetration strategies. As a result, they are the most complex and demanding to implement.

Working practice

1. Consider design requirements.

2.  Identify physical demands for packaging.

3. Identify customer elements for packaging.

4. Identify promotional factors for packaging.

5. Establish product service issues.

5. Establish product control issues.

6. Implement and monitor.

7. Consider the effects of strategic change on the level of product support required before change occurs.

Distribution Channels

Chic Soap

You are asked to help formulate the marketing plan for the entrepreneur starting Chic Soap. The concept behind Chic Soap is simple; it sets out to incorporate fashionable perfumes such as Obsession, Raffinee and Opium into a high quality white soap base. The product would then be packaged using the logo of the perfume plus a Chic Soap common background. The advantages for the perfume supplier are: a guaranteed outlet for its perfumes at full retail prices; and a low cost trial route for potential customers. The advantages for Chic Soap are: the use of already established perfume concepts to promote the soap; and access to the distribution achieved by the perfumes. You are asked to identify the segment towards which the product is directed, the product benefit that is on offer, the way in which the segment will be serviced; how the distribution channel will be supported, what promotional planning will need to be included and an outline cash flow.

1. The distribution channels available for the sale of toilet soaps of various qualities are independent chemists, department stores, multiple chemists, supermarkets, and grocers. There were an estimated 200,000 outlets selling soap in the United Kingdom. Most of these sold mass market products which retailed at £0.25 per 150 gm bar. Premium soaps made up only a small proportion of the market and were available in a limited number of outlets which included independent chemists and department stores.

2. The main competitive products in the premium sector were soaps such as Roger and Gallet, Penhaligon range, Yardley, Morley and three internationally available premium soaps. The prices for the 150gm bar for the 5 main ranges were: £1.60, 1.75, £1.85, £1.95, £1.45. There was some evidence that the price elasticity of the premium product sector was fairly low. Consumers bought the product primarily on perfume and image rather than any other product attribute. Very high prices were charged for soaps that were part of ranges such as Rive Gauche; around £3.00 for the 150 gram equivalent. As the companies sold very little soap in these ranges they were not particularly worried about the effects of other products cannibalising  brand sales. They were prepared to see Chic Soaps take on the sales of perfumed soap to a wider market.

3. The size of the total toilet soap market was around £190 million at retail. The top quality premium soap market was estimated to be 7 per cent of the total; it was growing slowly as the deodorant market came under pressure because of the environmental problems associated with aerosol sprays; other growth factors included the expansion in showers, and the expansion in the number of single homes.

4. Retail outlets made about 20 per cent gross on premium soaps. They tended to hold only limited stocks, and did not therefore want the product in as large a quantity as mass market products which were available in cartons containing 50 or 100 bars.

5. Many of the independent chemists were serviced through wholesalers. Such wholesalers accounted for about 70 per cent of the market. Wholesalers expected to make around 8 per cent. There were about 100 wholesalers that serviced the independent chemist; of these around 20 national chains accounted for 80 per cent of the total business. The national department stores (around 350) bought product direct.

6. Research suggested that the main consumer of premium soaps was female 35+, socio-economic group A, concentrated in the South East of England and in large cities elsewhere. The average purchase of the 150 gramme soap was once every 3 weeks. An increasing proportion of the soap was bought as gifts, especially at Christmas. In the previous year, around 25 per cent of the total premium soap sector was purchased during the period early November to late December.

7. Most advertising in the sector was in women's magazines. It was estimated that it would cost around £100 to reach every 2000 consumers in the appropriate socio-economic group. The competition advertised heavily; average expenditure for the leading companies was around £400,000 per annum.

8. A sales representative would cost around £12,000 per annum; a company car would be £3,000 per annum. Such a sales representative could visit either 500 outlets direct or deal with 15 chains of wholesalers.

9. The costs of packaging would be high. High quality packaging with the appropriate perfume design on the label would cost £0.14 per unit; with a minimum print run of 40,000 units. It was anticipated that gift packs of the five perfumed soaps for the Christmas season would be  an additional £0.45 to produce with a minimum production run of 25,000 units.

10. The company had access to five of the leading perfumes in the country. These accounted for approximately 20 per cent of total fragrance sales - the market has been and will remain highly fragmented. The costs of incorporating the perfume in the soap was £0.40 per unit based on  a minimum annual quantity of 300,000 units; £0.65 per unit based on an annual quantity of 200,000 units, and £0.80 on an annual quantity of 100,000 units.

11. The soap base was widely available from a number of alternative suppliers. Costs varied considerably from year to year depending on the commodity market; in the year of the plan the base costs for a 150 gram bar were £0.08 for the highest quality.

12. Filling, molding and packing machinery could be bought from a variety of sources. A small but complete production line would cost around £25,000; it would be able to produce 1200 units per hour, and would occupy 2000 square feet of factory space. Changing the perfume and the packaging for each new production run would take around 2 hours.

13. The production process would require skilled staff to monitor quality. It was estimated that three individuals would be needed, with an annual base salary of £35,000.

14. Research showed that the typical consumer perceived premium soap as 'a touch of luxury'; an element of sophistication in an otherwise boring existence; a low cost way of giving a gift which would be appreciated. The main consumer interested in a changing range of exotic soaps was the working woman aged 25 - 45; over that age purchase patterns tended to become static.

15. The company could use national parcel carriers to distribute the products to the customer. It would cost on average £0.50 per kilo; though deliveries outside the immediate area would be considerably more expensive. The company had initially decided to locate near to the main source of demand in the South East of England.

16. There were a number of sites that had proved suitable for the location of the factory. The costs for the required 4000 square feet were on average £25000 per annum. The new business rate would add £5000 to these costs.

17. Variable production costs per soap bar - in excess of raw materials and labour - were estimated to be £0.02, consisting of energy and maintenance costs.

Action

How are you as the potential investor in Chic Soaps, intending to reach the target audience? 

What is the target audience?

What is the product benefit that you will be providing?

Which distribution channels will be most appropriate? How are you intending to support such channels?

Guidelines to distribution channels

However wonderful  a product or service,  it is useless unless the company can get it to the customer. This requires the creation of a distribution channel: a mechanism via which the company can supply its customers more effectively than the competition. Distribution channels cannot exist in isolation and require, once chosen, a whole range of subsidiary actions. The chapters that follow this discussion concentrate on such issues as physical distribution, inventory management, warehouse management, sales promotion, and the salesforce all of which are directly involved in making sure that the distribution channel is working effectively - in other words that the distribution channel is supported. Channel support is a vital, and often over-looked part of marketing. Other parts of the marketing mix - such as price and direct promotion to the end user - will also be affected by the choices made at this stage. Distribution channel decisions therefore are central to the further development of a structured marketing plan. One can establish a sequence of decisions that need to be taken to create and support a distribution channel that meets the demands of the segment and the product. 

Deciding on direct or indirect distribution

A distribution channel can be defined as way in which goods move from the supplier to end user. They can be direct - where the supplier has immediate contact with the end user or consumer; or indirect - where there are  intermediaries between the supplier and end user or consumer. Through the process known as distribution channel design, the firm selects a method appropriate to the demands of the product benefit.  Each channel, whether direct or indirect, will involve the physical movement of the product from the manufacturer to its final destination (end user or consumer) and a number of additional movements as well. Information flow  - manufacturers supply information about product availability; and channel members will supply information about the product's performance in the market. Payment flows relate to intermediaries/ end user purchase of the goods; investment flows involve continuing manufacturer investment.  

Investment is a central problem for distribution channel design: cost versus benefit. To maximize benefit, the correct distribution channel must be compatible with the firm's objectives in respect of market share, profitability, growth and new product development. The implications of using a direct or indirect distribution channel has to be carefully evaluated. 

Intermediaries will generally help the company to widen its market coverage: in some instances they can increase the local customer base via a salesforce whose overheads are covered by the wide product range handled. A firm can also obtain  local sales promotion and advertising, product testing and development, through intermediaries. In export markets particularly, they can adapt product in such a way that it becomes acceptable to the local market - often termed 'breaking bulk'. They can in addition provide a local level of buffer stock. Use of intermediaries also offers a certain administrative simplicity by reducing the paper work involving the supplier - one customer instead of dozens. Such simplicity extends to other areas: providing credit to the end user and reducing the credit risk to the supplier. A further financial advantage for the export supplier is reduced distribution costs through shipping in bulk. Intermediaries will also take the responsibility for setting local prices and discounts if the market is distant from the supplier's manufacturing point or if it faces specific local  pricing problems. 

There are obviously also disadvantages. Intermediaries are usually companies operating to make profits. Since an intermediary has its own profitability criteria, it may chose to price product at uncompetitive levels, either reducing potential market share or encouraging parallel trading, which is the interference of other intermediaries within the market sector due to variations in pricing policy. This may have disastrous consequences for the long term development of the product benefit. Similarly, when a company uses intermediaries, pricing structures will be more complex as they will have to allow for both direct and indirect purchase. Pricing structures will also have to be adjusted to include a profit margin for the intermediary and this may well reduce the supplier's profitability. 

Intermediaries tend to handle a wide range of products which may be complementary or direct competitors to those of a particular supplier. Conflict is inherent in this situation although it  may not be immediately apparent. The intermediary, acting in good faith, begins by handling products that do not overlap. But change occurs in the market over time and, over a 10 year period, product range A of manufacturer A becomes identical to product range B supplied by manufacturer B - competitors encroaching on each other's sector of the market fail to perceive this and adjust their distribution intermediaries. Where this is happening, the intermediary may respond by concentrating on the most immediately profitable products and by giving little attention to developing new products. The potential areas of conflict are summarised in Table 5A.

Table 5A. Varying objectives within the distribution channel.

Manufacturer              

Intermediary         
End user 

Market share              

Margin                  
Choice 

Widest market penetration 
Exclusivity             
Convenience 

Cash flow                 

Credit                  
Value for money 

Widest product range      

Stock turn          
Availability 

End user promotion        

Trade  promotion  
Discount 

Another complication where intermediaries handle extensive product ranges,  is conflict between their promotional plans and those of their suppliers. This will also affect the pattern of expenditure. Marketing plans with intermediaries will have to invest heavily in sales promotion, whereas companies emphasizing direct distribution will require greater emphasis on the development of an effective salesforce.  

Intermediaries affect other areas of the marketing plan as well. For the manufacturer relying on very accurate market segmentation, problems arise from the frequently broader approach of intermediaries. For instance, perfume companies depend on positioning in premium outlets as part of their exclusive image. Intermediaries might weaken this exclusivity as they might supply a broader range of outlet type. Using intermediaries will also affect the information available to the supplier about the market - information will be filtered through other firms with an essentially different perspective. A  perennial problem in the management of overseas distributors is how  to maintain the flow of monthly stock and sales reports. Other information such as price structures and competitive pricing are rarely if ever provided. Finally, the use of intermediaries will affect the flexibility of the supplier, reducing the speed at which change can occur. 

Whether or not a company should use intermediaries is therefore a complex decision. It involves both benefits and risks which vary from product sector to sector and market to market. However, there are various product and service related criteria that can be used as general indicators of whether direct or indirect distribution will be more appropriate. This will always have to be modified in the light of the firm's strategic and marketing plan requirements, but the main factors are outlined in Table 5B.  

Table 5B.  Direct versus Indirect Distribution - Some Decision Making Criteria. 

Factor                         

High           
Low 

Geographical concentration    
Direct         
Indirect 

Number of buyers               
Indirect       
Direct 

Complexity of product          
Direct         
Indirect 

Unit price                     

Direct         
Indirect 

Standardisation                

Indirect       
Direct 

Servicing requirements         
Direct         
Indirect 

Price negotiation              

Direct         
Indirect 

Sales information              

Direct         
Indirect 

Frequency of purchase          
Indirect       
Direct 

Perishability                  

Direct         
Indirect 

The underlying logic of this grid is that wide distribution in terms of numbers and locations is costly and may best be served by using some form of intermediary.  If the product is complex, with a significant service element and installation requirements, it is unlikely that an indirect distribution channel will be able to supply essential expertise. Furthermore, if there is a significant requirement for sales information and substantial negotiation in price the process cannot be effectively left to an intermediary. A similar approach separates the channel environment into three subsets, long, medium and short distribution channels (or red, orange, and yellow) in the fashion shown in Table 5C. But these rule of thumb or 'heuristic' approaches to defining distribution paths must be considered in conjunction with the firm's  marketing plan requirements. The competitive environment may, for example,  require a high level of direct delivery when the logic of our discussion suggests an indirect channel as a  more satisfactory arrangement. 

Table 5C. Defining long medium and short distribution channels. 








Distribution channel 

Factor                       


Long        Medium        
Short 

Replacement rate           


High        
Medium        
Low 

Gross margin               


Low          
Medium        
High 

Degree of necessary adaptation     
Low          
Medium        
High 

Speed of consumption       


Rapid       
Medium        
Low 

Defining indirect distribution channels

The company's chosen product benefit is central to the choice of a distribution channel. When tackling a new market or developing a channel for a new range of products, the marketing manager has  to be able to identify  the most suitable distribution channels. 

Wholesalers handle goods supplied either directly from a variety of manufacturers or from other intermediaries. They act as a stockholder or distributor for the final end user. They are independent of both the manufacturer and the end user and achieve their profit from the difference between the price at which they buy product and the price at which they sell.   

Retailers are intermediaries selling direct to the consumer and are normally independent of the manufacturer. They vary considerably in size and specialisation. In many markets there are clear cut divisions between the various types of retailers. National multiple chains maintain a large number of outlets throughout the market; regional multiple chains have a number of outlets in a single region; independent general stores with a broad product range; and independent specialist stores with a limited product range. 

Mail order is important in many sectors as an intermediary, promoting via catalogues or advertising; and physically distributing via the postal system. 

Vending machines may provide an important distribution method in some sectors where the product benefit emphasises universal distribution and continuous access. 

Agents have a contractual relationship with one or more manufacturers to distribute particular products in a geographical area, to other members of the distribution channel. Agents will vary from the commission agent - which does not carry stock and merely passes orders from end-users to the manufacturer; through stocking agents - that carry spare parts or the entire range; to full service agents or dealers fully equipped to deal with all service problems. 

Distributors have the responsibility for local sales similar to agents; they tend to provide a greater range of services including holding stock and arranging local promotional activity.

Franchised intermediaries are independently owned companies which enter into a close contractual relationship with the manufacturer to distribute a specific product or service within a clearly defined geographical area. 

CVMS. The Corporate Vertical Management System is a grand term for a company owned outlet, whereby manufacturers control their own distribution outlets. 

Licensing is a distribution method whereby the manufacturer or supplier licenses the use of its technology or brand name in return for a royalty on sales. 

Industrial co-operation agreement. Through an industrial co-operation agreement, two companies may contract to swap material or finished goods and sell them in their respective markets. 

A management contract is a distribution channel whereby the supplier takes management responsibility for the particular operation. 

Create output criteria

 Knowledge and understanding of what channels are available are essential  to a more detailed analysis of how the channel can help to meet the marketing planner's product benefit requirements. Each distribution channel has a number of output criteria.  Each must be assessed in the light of  the key objectives of the marketing plan. 

Market coverage. The desired level of market coverage is an important aspect of  this analysis. For each market, two measurements of coverage of the total available customer base exist. Numerical distribution measures the percentage of total outlets supplied. Weighted distribution measures the distribution related to the importance of the outlet. For example, a distribution channel might provide 60 per cent numerical distribution but only 30 per cent weighted. This would mean that the channel concentrated on small outlets and missed out on accounts that provided the bulk of the turnover in that market sector. 

Product service. The chosen distribution channel affects the completeness of product range that will be carried. In each channel there are wide variations in the ability to provide and maintain an entire product range. For companies supplying technical or complex products a full range of accessories may be an important service issue when selecting a distribution channel. There is therefore an issue of the degree of expertise and back up that the distribution channel can bring to the sale of the product; especially where any type of post sale warranty or service agreement is necessary for the effective marketing of the product. Expertise in the distribution channel is also important if product properties require delicate handling, or special equipment . 

Stockholding.  A range of stockholding capacity is apparent depending on the type of  intermediary.  An important  related issue in deciding on the suitability of a particular channel,  is the speed with which a distribution channel can service the final customer: important for perishable goods and spare part provision for technical equipment. 

Level of conflict. The choice of particular distribution channels may also be affected by their internal structure and the way in which they are likely to compete. This is the issue of distribution channel conflict. It is important for the development of an effective marketing mix because such conflict will often affect the level of market coverage achievable and the pricing pressures in the market. There is conflict in each distribution system between companies fighting to achieve maximum profitability in the market; wholesalers against wholesalers (an example of horizontal channel conflict); suppliers against end users (vertical channel conflict); and wholesalers against retailers (inter-channel conflict). Manufacturer, intermediary and end user all have a number of differing objectives the resolution of which will be determined by the amount of power each can exert. 

For the marketing manager there are various points to consider. In all likelihood, there will be a leader in each channel exerting a major influence and often driving the conflict. The channel leader will tend to set the price levels in the market; will play an important role in expediting the diffusion of new products or concepts; and influence the conduct of negotiations and the level of promotion that is demanded by the entire sector. 

Level of channel innovation. The channel servicing a particular market sector may become static over time. Distribution channel rigidity occurs in a number of ways. Where a distribution channel demands high levels of fixed costs the likelihood of other companies being able to enter the market is reduced, fixing the distribution system. Where high levels of current expenditure - such as promotion - is needed to maintain distribution, there will also be barriers to new entrants. Legislation can also influence the shape of the distribution channel. Contractual control may also enable suppliers to maintain distribution channels, where the supplier restricts the sale of competitive products through outlets in return for providing low cost finance or sales equipment. Rigidity may also occur in distribution channels where specific historic or cultural influences lock the market into a particular pattern.  

Product exclusivity requirements. Demands for product exclusivity in a distribution channel can create resistance within the channel to new products and concepts available outside it. Distribution channels differ in the extent of their interest in product exclusivity. In general the smaller and more specialized the distribution channel the greater the need for exclusivity, as it is this which allows specialized groups to charge the premium prices necessary for the normally higher overhead levels than the volume, mass market channel members.  

Image. End user perceptions about available distribution channels differ considerably and this has an important influence on their efficiency and impact on product positioning. Inappropriate channels can cause considerable damage to the image and product positioning of particular brands. This is of especial concern for companies trying to dispose of end of lines or remaindered stock, which if sold at a discount into an open market will often appear in inappropriate outlets, thus damaging the overall perception of the supplier.  

Marketing management can therefore identify the appropriate channels for a particular product by looking at the structure of the channels against the requirement of the product benefit. Such an approach is provided in Table 5D.

Table 5D. Issues in choosing a particular distribution channel.


Factor                  

Importance      Channel performance


Market coverage 


Product service


Stockholding


Conflict


Rigidity


Image

Choosing specific channel members

Within a particular distribution channel, the selection of individual members will be the next stage in the development of an effective channel management policy. For many distribution channels the identification of members will be straightforward, as they will be obvious, either on the high street or via particular trade directories. In certain circumstances, such as the appointment of overseas agents or distributors, the identification of intermediaries will be complex and may involve the use of primary data. It will often be useful to establish specific output criteria that the specific member of the distribution channel will need to achieve for analysis of strengths and weaknesses. The reality is of course that few companies, particularly in overseas markets are in the position to pick and choose between intermediaries, and as a result this analytic approach remains largely academic. However it is worth retaining as it will ensure the exclusion of totally inappropriate channel members. 

Creating channel agreements

The type of channel chosen is fundamental to the type of marketing agreement adopted . The more important the channel by market share, the greater the channel member's power, and the greater the need to accurately define relationships between supplier and channel member. Options range from loose unstructured or verbal agreements to contractual relationships. Their exact nature affects the level of  investment in a particular channel and is important in determining the more general role of motivating and controlling the distribution network. For the purposes of the marketing plan, the two most important specific types of agreement are trade marketing agreements (often called vertical marketing agreements); and agency and distributor agreements. 

Trade marketing agreements. In trade marketing agreements the distribution channel member is offered certain benefits in return for specific sales targets. The type of benefit offered can vary enormously but the main alternatives are given in Table 5E. For these concessions the channel member will commit itself to maintaining certain volumes, prices and shelf space, and agree on promotional policy as  Table 5F. 

Table 5E.  Major components of trade marketing agreements. 

Price factors   

Promotion factors  

Exclusivity 

Trade discounts 

Advertising allowances   
Territorial protection 

Quantity discounts    
Pre-marked goods 

Seasonal discounts    
Promotional material 

Free goods            

Display investment 

Credit                

Training 

Size of delivery      

Sales planning 

Mixed stock order     
Demonstrator provision 

Trade marketing agreements become increasingly important as the number of buyers in industrial and retail sectors contracts and the larger companies seek longer term agreements. Their main feature is the reduction of potential profit for the supplier in return for guaranteed sales volume and pricing levels. 

Table 5F. Contents of a trade marketing agreement. 

Sales issues    
Stock issues         

Promotional decisions 

Volume          
Stock turn rate      

Space allocation 

Price           

Minimum stock levels 
Promotional material 

Discounts           
Media schedule 

Sales training   
Store location decision 

Sales visits 

The trade marketing agreement will however provide a much more structured relationship than that existing in the free market. The main differences between the two are summarized in Table 5G. Trade marketing agreements involve a degree of compromise by the parties involved but the balance of compromise depends on the power or influence of the supplier in relation to the distribution channel member. The main typical areas of compromise are highlighted in Table 5H.  

Table 5G Comparison of the main factors operating in markets either controlled by 

trade marketing agreements or as free market forces. 

Factor                
                Free market           
Trade marketing agreement 

Level of negotiation  

Individual  deal
Annual plan 

End user goals


Sales increase       
Total profit 

Profit margin 



Volume

Long term market share

Suppliers goals                   
High margins     
Long term profitability 

Conflict in channels


Often high      
Low and controlled 

Conflict between channels

Often high          
Low and controlled 

Table 5H Payoffs within a trade marketing agreement 

Party      
        
Promotion        
Price     

Sales 

Supplier

Media schedule
Range discounts    
Delivery points 


        

Point of sale       
Guaranteed price
Minimum delivery


        

Special packs      
Delivery frequency 

Channel   

member
        
Store promotion  
Minimum price 
Volume 

From the perspective of the marketing plan, trade marketing agreements offer an ideal method of reducing costs, providing that distribution problems are taken into account at the time of discussion. The opportunity to increase the percentage of direct delivery, from factory to customer, and the freedom to reduce the overall stock holding, allow substantial savings in many areas of the distribution system. Trade marketing agreements are subject to local laws concerning fair competition. These lay down clear limits to how far such agreements can go with respect to price, product availability and promotional support. Agency or distributor agreements. An agency or distributor agreement is a commercial contract involving a long term, legally binding agreement between supplier and local representative. Since contract law differs from country to country there can be no hard and fast approach to the drawing up of agency documents in overseas, markets. For example,  even though European Community Directive 18.12.86 was intended to co-ordinate national laws on self employed commercial agents, its implementation by member states will not eliminate all discrepancies. Member states are entitled to make their own rules on a number of issues. As a general rule, the more specific the document - whether it relates to overseas markets or those at home - the better for both parties as this limits the scope for misinterpretation. An agency or distributor agreement has therefore to be clear on the certain key issues.

a) Parties. Identification of contracting companies. 

b) Territory. The territory on which the agreement is based. 

c) Exclusivity: How the principal and agent handle orders placed direct with the supplier - there may be some established customers that the supplier wishes to continue to service directly; how the principal and agent handle orders for the territory arising outside the market - orders from an international head office requiring delivery in the local market.

d) Competitive lines. The rights of the agent to handle competing lines and what constitutes a competitive line. 

e) Products. The exact products covered by the agreement. It is in the interests of the supplier to clearly state that new products, and new activities are not covered by some blanket agreement. 

f) Duties of the distributor. Important issues include: servicing and guarantee arrangements;  the provision of sales information; whether the distributor provides part of the promotional budget and if so how it is calculated; what clearance procedure the local distributor must follow for local publicity material; what stockholding the distributor needs to maintain;  the degree of freedom in setting price levels in the market and if there are stipulations on the maximum level of gross margin that the distributor can add to the product; and the degree of freedom in disposing of stock at below list price - obsolescent stocks, for example. 

g) Duties of the principal. Important issues include: supply of replacement product for faults in previous shipments; provision of spare packaging material and labels to deal with goods damaged in transit; translation costs of brochure material; speed of dealing with orders; and the amount of notice that needs to be given for price rises.

h) Duration. The length of time that the arrangement will remain in being, in the first instance, and then the length of time the contract will be renewed on an on-going basis. 

i) Commission. Where commission is payable, when it is payable, quarterly, half yearly; the rate of payment payable on different categories of goods and the basis on which it is payable; the rate of payment on orders received from organisations that cancel orders or become bankrupt. 

j) Termination/ problems with the agreement. This will need to include: the amount of notice that either side will need to give for termination of the contract;  the rights of either party to dispose of remaining stock; the effects of change of ownership of the agreement either on the supplier or on the distributor; arbitration and the laws under which the agreement is administered. 

Motivating channel members

An agreement between a supplier and a specific member of a distribution channel marks the beginning of a relationship that will be mutually beneficial if it operates successfully. Once agreement is reached, a successful, profitable working relationship becomes the objective, in other words,  channel members must be encouraged or motivated and their performance continually monitored.  

The properly motivated channel member will operate more effectively in ways important to the achievement of marketing goals: better sales; more effective service to the customer; greater receptivity to new product development; improved information flow. Of greatest long term importance perhaps is the fact that the well motivated channel member is unlikely to consider competitive products, and will therefore act as a substantial barrier to entry to  a particular market sector.

Each distribution channel member may need different types of support and may well respond differently to particular types of support. The marketing planner  will have to take part in developing a motivational mix for each channel member which will vary according to the importance of the channel and the size of the channel member. The relationship between the supplier and the channel member(s) is of crucial importance and many of the issues mentioned in the remainder of this section fundamental to trade marketing agreements. 

In general the supplier's motivational mix will concentrate on certain key areas to establish a good working partnership with channel members. Improved information flow from the channel to the supplier is one advantage of channel  motivation. The continuing provision of information concerning pricing, changes in specification and packaging will affect the performance of the product in overseas markets.  Not only do many suppliers provide very limited information, but they are then often unwilling to compromise over their promotional material. Many intermediaries have active promotional programmes in their local markets which may not exactly fit a suppliers' promotional preconceptions. Compromise and the willingness to provide material, suitably modified for the market, can only improve a supplier's chances of achieving its marketing targets.

In addition to information back-up, adequate technical support is essential to establish and maintain the credibility of the supplier and its products. A supplier must also ensure that its trade policies are  clear cut, consistent, fair and seen to be fair. Clear trade policies on pricing and discounts will be particularly important, if the company has adopted a multi-channel strategy. Market visits are essential for a number of reasons. They increase the knowledge of the market, particularly the problems that the distributor or agent is facing. They also allow the supplier to influence and train the salesforce in particular product areas. Finally they are important to convince major customers of the supplier's commitment to the market, often a crucial factor in sales development. 

There are instances where competitions between channel members are useful, but more normally competitions within the salesforce or awards to channel member employees can be very effective in improving the relationship between supplier and intermediary. For example, the development of joint plans for the market by supplier and distributor ensures a common commitment to a genuine partnership between supplier and channel member. This is of course central to trade marketing agreements. Ensuring that packaging meets the requirements of the channel can be important in maintaining effective motivation. Case sizes and identification methods will for example affect the acceptability of consumer products in large outlets throughout Western Europe and will, if unsuitable, involve the intermediary in extra work and reduce the effectiveness of the product range. 

Monitoring channel performance

When, as part of a planning process, a company sets goals over a period of time it will also establish procedures for monitoring progress or lack of it. 

Table 5I. Performance criteria for channel members. 

Sales performance measures 

Sales achieved versus budget 

Market coverage achieved versus planned levels 

Inventory levels against planned stock holding levels 

Selling skills and expertise against planned levels 

Current channel member/ supplier interaction 

Attitudes and co-operation of the channel member over the past planning period. 

Competitive lines; changes in stocking procedure. 

Future channel performance 

Growth prospects 

Marketing management must measure performance of the current channels against marketing plan objectives and decide upon the necessary response to either success or failure - whether to change channel members, the entire channel or to alter the motivational mix. To make such  decisions, various procedures can help to identify success or failure. Criteria for judging performance will vary however, some of the evaluation criteria common to most  companies are outlined in Table 5I.

Changing distribution channels 

Most firms will have faced the dilemma of whether or not to replace a distribution channel member for failing to meet the expectations of its marketing plans. Changing channels often demands major structural re-organization - and may not, therefore, be the responsibility of marketing departments alone - and must be carefully evaluated and planned. But if the company is considering changing distribution channels,  the marketing  planner  has to resolve a number of problems. 

The costs of terminating an existing agreement will include both the compensation that may be payable to the current channel member(s) and  the interval between leaving one channel and starting distribution via another. European legislation can lead to distributors or other intermediaries being able to claim substantial compensation for the loss of distribution rights, thereby causing further delay in litigation. Whether the proposed change in distribution is not a potential case of  'frying pan to fire' - replacing a current problem with a long term one - also deserves careful thought. Thus, substantially increased investment in the current channel may be a more cost effective solution in the longer term than termination and re-establishment of another channel. 

A proposed change in channels might, in addition, reduce control over the market. Where competitive pressures are strong, the effect of the changeover to new distribution channels may be to allow competitor companies to become established in core markets. Where large companies are involved in major changes in the market which lead to redundancy, or where overseas companies change local distribution channels, there will often be substantial resistance within the local community. This can create long term problems. 

Strategy and distribution channels

Distribution channels are often central to an effective marketing strategy.  Where the firm considers a market withdrawal policy, the co-operation of the distribution channels will be very important in ensuring that the process is effectively managed. This will involve the company in providing accurate information concerning the change in policy. Market consolidation will also often involve the distribution channels in changing how the company services the market, so that costs can be reduced while still maintaining the same level of overall service.

The astute management of distribution channels is  one method towards improving  market share. A supplier, through its marketing strategy,  can decide to improve the service to the distribution channel; alternatively, it can alter or add to the distribution channels used in the attempt to gain market advantage. Market development will often - naturally - involve the use of new distribution channels, and entirely new methods of analysing channel performance and motivating channel members. In product development, the marketing planner would do well to involve and inform the distribution channel to ensure the rapid and smooth introduction of the new product. Diversification will involve a combination of market and product development and as a result will be the most complex strategy to manage.

Working practice

1. Decide on whether to use direct or indirect distribution channels.

2. Choose the appropriate distribution channel(s) for indirect distribution.

3. Choose appropriate channel members.

4. Establish effective working relationships with these channel members, by the creation of formal or informal distribution agreements.

5. Motivate and control the channel members. 

6. Monitor channel performance.

7. Terminate agreements and commence new channel arrangements.

8. Consider the effects of strategy on distribution channels before strategic implementation.

Physical Distribution

Branchwater

The marketing management of Branchwater were reviewing the next year's marketing plan. It would concentrate on how changes to the physical distribution system could help the company achieve greater profitability so that resources could be allocated elsewhere: on trade and consumer divisions; or on making the product more price competitive; or on improving the level of customer service via better availability; or a combination of all three.

Branchwater had started operations in the early 1980s as a regional bottled water company in the north western part of the United States. As market demand grew, the company increased the volume it sold within the existing area and expanded its area of supply. It achieved a turnover of $10 million in the previous year. As Branchwater grew, it faced steadily greater problems of profitability and customer service. Though the company had a number of enquiries from new customers in three areas adjacent to the current sales area, it was uncertain as to how these could be profitably exploited, given the steadily rising distribution costs involved in servicing more distant market areas. 

The company

Branchwater had a spring, high up in the Appalachian mountains, about 10 miles from the nearest main town which had an interstate highway, and one of the main railway lines in the country. The spring was 80 miles inland from a sea port serving  the eastern seaboard of the United States. It was approximately 100 miles from the nearest point at which there was a navigable river, which could be used for the transport of product within the country. The spring water met all the government regulations concerning purity and had been certified satisfactory by the public health authorities ever since the company had started manufacturing.  Near the spring, the company had a simple bottling plant and warehouse. Clear plastic bottles with attached labels were filled with spring water, sealed with tamper proof tape, collected and stacked in cardboard cartons. A sample of each production batch was removed for bacteriological inspection. Each of the cartons passed from the bottling plant into the warehouse by conveyor belt. Here the cartons were stacked onto pallets and stored, by fork lift trucks, on simple racking systems. The variable costs of manufacture were $0.10 cents for each bottle. 

The advantage of the site used by Branchwater was that it was very cheap, could be extended easily should sales require it, and provided continuous volumes of high quality spring water. But  the site was poorly situated for distribution of the product, and this had meant that costs tended to be higher than the competition. Overall fixed costs of the operation, including all manufacturing labour, bank interest on the outstanding loan, was $2.7 million.  

The market

With the increase in disposable income and growing awareness of some of the contaminates in municipal water, the market for pure bottled water had grown substantially. Year on year volume increases were around 5 per cent, though consumption patterns were erratic with substantial seasonal variations. 

There were two separate components of the bottled water market, the restaurant / cafe sector and retail. The restaurant sector was dominated by premium brands, like Perrier, which were often imported. Packaging and attitudinal investment was all important in this sector, and consumers were prepared to pay substantial prices for premium products. The retail market, which made up the bulk of the total volume sold in the United States, was by contrast, characterised by steep price and distribution elasticities. Consumers bought mainly on price and availability. They tended not to be willing to pay premium prices for products and would purchase those products that were available, rather than buy specific brands. As might be expected in this price sensitive retail market, a substantial proportion of total sales occurred during special offer periods. Purity of supply remained an important promotional element, with the authorities providing certification of water content, which was vital to achieve a reasonable level of sale. Large pack sizes were commonplace, with gallon - 3.6 litre - plastic containers the favourite size.

The competition

The retail market was dominated by three brands, each with over 15 per cent of the market: Deer Park, Appalachian Spring, and Mountain Dew. All three had a target $0.99 retail for a gallon, but each discounted heavily during sales promotions. The average discount offer was for $0.10, or 5 gallons for the price of 4. Branchwater with its 5 per cent market share in the areas where it was sold, aimed for a target price of $1.10 based around a superior product benefit. It was believed that the price elasticity in the market was high, around 7 to 10 which meant that pricing and cost control was vital to a successful product.    

Product benefit

Branchwater had detailed market research for its sales areas. This had shown that in addition to price and availability there were two other important influences on purchasing. The first was purity. The typical bottled water customer was interested in the source of the water and the certification. The detail on the packaging was also perceived as another part of the product benefit, confirming the quality of the water and its purity. The management of Branchwater had taken this concept further and had introduced a clear plastic bottle -  the competition, in contrast, continued to bottle product in mottled or blue containers. The choice of clear plastic had a minor, but unimportant effect on shelf life. Bottled water generally had a long shelf life, in excess of 8 months, but clear plastic meant that the taste of product might alter if exposed to strong sunlight over a long period of time. This change reduced the shelf life by approximately 5 weeks, but had little real effect on the product because of the normal speed of sale. The second important element of the product benefit was attitudinal. In the restaurant/cafe sector the attitudinal component emphasised sophistication, while in the retail sector traditional values were more important. The name Branchwater was largely a result of this research. Branchwater was associated with pure spring water, only available high up in the hills before it joined another stream (above the branch, or branchwater).   

Distribution channels

Supermarkets accounted for 95 per cent  of all bottled water sold in the United States. Volumes were highest in suburban locations, which served the main bottled water segment, the ABC1 households, particularly those with younger children. Supermarkets required frequent deliveries into their central depots. Though there were considerable variations, the majority of outlets could hold 2-3 days' stock but not more. Most outlets also demanded suppliers support their products with an annual listing fee. For each of the 30 depots that Branchwater supplied this averaged $10,000  per depot per year.  A small, but growing percentage of the market was supplied by home delivery to households with in-home water coolers. Market surveys suggested that this part of the market was likely to grow rapidly in the main urban centres. Retail margins were typically around 15 per cent  of the retail price. 

Current physical distribution structure.

At present, the company used five of its  own trailers to distribute  product in the six states in which it operated. Its network of 30 delivery sites were the depots of the main supermarket outlets that the company supplied. These were all based in main centres of population. Details of the market sizes in millions of value, the road distance in miles (one way), and the rail-link in miles (if in existence) are provided in Table 6A.

Table 6A.  Branchwater market analysis.

Centre
Market
Deliveries
Distance
Rail
Water

 


($ million)   
(year)     
(miles)
(miles)    
(miles)

A     


55

250       
75      

125      
n/a

B           
35        
164     
80     

140      
300

C           
40    

155       
40       
55      

150

D           
65       
283      
90        
200       
300

E           
25         
127        
45          
60       
n/a

Each lorry carried 40,000 kilos of water - about 11,500 bottles. Between them, they had driven 138,000 miles in the last year. Average travel speeds were fairly high at around 45 mph (speed limits on highways in the US being 55 mph maximum). Though there were no limitations on the total number of hours per employee, the company had a general rule that drivers should not work more than 10 hours a day. This meant a daily round trip limitation of 450-500 miles. Maintenance costs had risen over the last 2 years as breakdown rates increased with extra mileage. As a result, the company used subcontractors in emergencies. The overall annual costs of the current operation were:  vehicles - including depreciation -  $150,000; drivers $120,000; fuel $20,000; maintenance $60,000; and emergency delivery $45,000 per annum.

Future plans

The company had identified four new areas for sales expansion, each of which had been extensively researched. Three of the four areas were west of the factory, (Areas F-H), the other (Area I) was far to the south. The main statistics of these areas are in Table 6B. 

Table 6B. New centres for development.

Centre 
Pop.

Market 
Deliveries 
Distance 
Rail-link
Water




(million)   
($mill year)
(miles)   
(miles)   
(miles)
(miles)

F           
85       
150          
155     
225       
450

650

G           
65        
130          
180     
240       
n/a

330

H           
60        
155          
240          
355       
270

n/a

I             
105        
170          
490      
470       
600

1000

The problems of supplying these areas would be acute. On the basis of the salesforce volume forecast, additional vehicle mileage would be in excess of an extra 250,000 miles. The company would have to invest in more vehicles, more drivers, more maintenance, and incur far higher delivery charges unless it chose an alternative distribution method, or combination of methods.

Distribution alternatives

A number of distribution alternatives had been identified. The first option was to investigate the use of rail. Rail speeds were lower than road averaging 20 mph, but the network could, and did, operate over 24 hours. Yet rail delivery was far less reliable than road with no guarantee - unless the company paid premium rates - that delivery would occur under 72 hours to any point on the network. Rail costs were based on mileage and volume carried. Normally around $3 per ton per 100 miles of track. Because the company would have to deliver to the local rail-head near the factory, and then transport product from the railway at the destinations, additional costs - storage and onward shipment - would be incurred.  Storage would cost around $1 per ton, per 24 hours, in third party warehousing organised by the rail shipper, with an average delivery cost to the railhead of  $50 and a collection cost at the destination point of $100 dollars per 40 tonne load. 

It was possible to use either sea freight - appropriate for the new market area I (Table 6B) - or inland waterways for particular market areas. There was information about the distances involved in servicing particular markets - given in Tables 6A and 6B. Water freight was slower than rail and less reliable in delivery times, but was much cheaper than rail and road. Costs per ton/100 miles were about $0.5, with journey speeds of  12 miles per hour. Additional costs would include delivery to the river (approximately $100 per 40 ton load), storage  and onward delivery charges similar to those of rail.

A final option was subcontracting the road transport operation. Five small to medium sized road haulage companies had supplied quotes - based on full loads to the various centres - to service particular market areas (Table 6C). Subcontracting road haulage had proved difficult for many American manufacturers; many road hauliers had recently gone bankrupt as a result of intense competition.

Table 6C.  Costs ($) of road haulage to new areas in $ by haulage company.

 



Firms


Market area    
   1      
   2      
   3      
   4      
   5


A             
  450    
  500    
  370    
  400    
  500


B             
  400    
  525    
  400    
  420    
  430


C             
120
  
150
  
135    
  
170     
    80


D             
  600    
  530    
  500    
  550    
  540


E             
250    
  
300    
  
320    
  
270    
  
230


F             
900   

1150   
1200   
1050   
1000


G            
1200   
1400   
1250   
1300   
1150


H            
1500   
1300   
1450   
1650   
1700


I            

3000   
2800   
3700   
3200   
3300

Promotional planning

Branchwater had ambitious plans to increase its level of promotional investment in the following year. In the previous year, the company had spent $0.03 per bottle on average in sales promotion, and in the current year planned to increase this to $0.05 per bottle. On the basis of the price elasticity in the market, market share was likely to increase by around 20 per cent with 6 rather than 5 per cent of the market in each region. Accompanying the growth in expenditure and the plans to expand to new areas, the company had decided to recruit additional sales staff. Total staff was likely to rise to 8, costing  $400,000 in the next year. 

Action

How should the marketing management of Branchwater approach the choice of physical distribution alternatives? 

What criteria are important? 

How does the choice of physical distribution fit into the overall marketing mix?

Guidelines to physical distribution

Once a decision has been taken on the appropriate distribution channel, a series of decisions will need to be made to support the distribution channel so that the segment can be effectively serviced. The first stage is to define physical distribution. Markets vary enormously in the range of transport options available, and the marketing planner must be aware that conclusions arrived at for one product, in one area, will not necessarily provide the most effective marketing solution in another. Cost is also a vital consideration as part of the marketing budget. Many marketing managers often do not appreciate that the distribution area is a far more important cost centre than either promotion or packaging. Typically, the average contribution of distribution costs - physical distribution, warehousing, inventory maintenance, and order processing -  accounts for 16-19 per cent of manufacturers' costs: depending on geographical areas of markets, and product type - with high mass, low value products having significantly higher distribution cost component than low mass high value products. Of the various elements, physical distribution tends to be the highest cost area, and meeting the product benefit and distribution channel requirements, while minimising cost, can make a substantial contribution to the overall profitability of the product or product range. 

The marketing manager, because of the range of options available, should work through a structured plan to integrate the physical distribution system into the marketing plan.

Identify available physical systems

The first step therefore must be to consider what various types of physical distribution provide. 

Rail. Rail systems operate between a relatively limited number of fixed points. The more specialized the freight requirement the greater the need to invest in the purchase of specialized dedicated railway rolling stock. Such specialised railway stock often involves a major capital investment by the manufacturer, and is appropriate only where large volumes are carried. Freight transport in electrified systems often achieve an average of 30-40 mph throughout the journey, though heavy loads will be carried much more slowly. As might be expected, the type of freight carried by rail systems is primarily bulk product - industrial feedstocks and raw materials.

Water.  Once highly important in many markets, the role of water transport has diminished throughout the world. The water network offers a fixed transport network which is even more limited than rail, but has the advantage of lower fixed costs, enabling far greater volumes to be carried than rail, at generally lower cost. Inland waterways remain important in many markets such as the USA and Germany. 

Road.  Road transport involves the widest range of vehicle types from small van operations to the large refrigerated or liquid containers. Loads run from 100 to 200 kilos up to the maximum, legally permissible weight. In the United States, the move towards double units (double bottoms) is growing with total weights of 60 tons; EEC legislation currently restricts the weight limit to 40 tonnes. Typical road speeds vary enormously; speeds in inner urban areas can be even slower than they were with horse and cart in the previous century. Road transport provides the greatest flexibility in size and type of load and destination, but has the disadvantage of high cost and slow speed over long distances. Long journeys suffer from additional problems of driver fatigue and legislative control. 

Air.  Air freight provides the fastest option between the relatively small number of destinations. The decline in relative costs of air freight compared with other options, has seen a slow but steady increase in market share, especially as markets become larger units (European Union, North American Free Trade Area, ASEAN and APEC in the Pacific). 

Pipeline and conveyor. Pipeline and conveyor systems were developed for specific transport requirements where large volumes of product need to be moved, often over long distances. Pipelines tend to be product specific, that is they will be used for only one particular type of liquid throughout their design life. Though slow - speeds of around 3-4 mph are common - pipelines can operate 24 hours a day, 7 days a week and as a result move vast quantities of material cost effectively. 

Establish potential for unitisation

The steady growth of containerized traffic (or load unitisation) is perhaps the single most important influence on the way companies organize physical distribution of their products. It affects not only the physical distribution systems, and how they inter-act, but has also far ranging implications for warehouse management and product management.  Special containers have been developed to handle specific loads - for example frozen food; and reinforced containers are available to handle heavy items. The importance is in the concept - containers are not just loads protected by the external steel shell, they are also unitised and sealed. These characteristics mean that they speed many aspects of the distribution process and reduce costs, such as loading, packaging, insurance and transport. 

Because the container is a standard size and configuration, its widespread use has been accompanied by the development of integrated transport systems which allow the transfer of goods from one physical transport system to another. This is called multi-modal physical transport and allows the transport user to mix a variety of physical distribution methods to achieve cost effectiveness. The most common development has been the rail and road mix, with the road trailer (not normally the tractor unit which supplies the motive power) being carried on a railway flatcar, a system known as piggyback. Containerization has also allowed considerable interactions between road and water - the growth of Roll On Roll Off (RORO) ferries being an example. The road and air mix is limited by the need for specialized packaging for aircraft transport, though there have been developments of specialized road transport containers that are internally modified to carry the air cargo. 

The substantial investment required by containerization is cost effective when the various associated costs are lower than for a non-container. The equation involved is given here.


Cp + Cm + Cs + Cr + Cp + Ci + Ch <  K 

Where: 


Cp = Initial cost of purchase of containers 


Cm = Maintenance and repair of containers 


Cs = Cost of container storage 


Cr =  Cost of returning containers to initial despatch point when there is no return load 


Cp = cost of packaging using container methods 


Ch = cost of container handling 


K = current cost structure 


Ci = cost of inventory. 

Many companies lease rather than own containers and it is estimated that around 80 per cent of world container freight is carried in leased units. The use of leased containers will obviously reduce the initial start up costs and lower the point at which the introduction of container systems become viable. 

 Establish output criteria

For the marketing planner, the performance characteristics of each type of physical distribution method are crucial. The planner must identify - from the performance criteria of the various channels in a particular market - which of the alternatives best meets the company objectives as these may not be solely concerned with cost effective distribution, but be directed towards gaining competitive advantage. The output criteria for the company's physical distribution management will be based on the ranking of factors essential to meeting the customer's requirements. 

Speed. The first group of factors needing evaluation concern scheduling.  Speed over the ground, in isolation, is not of much use to the planner as it ignores the often considerable loading and unloading dead time - particularly important in both water and rail transport. As the distance travelled by the load increases, the waiting time tends to become a steadily smaller proportion of the total time taken, and average speed increases. Average speeds will thus vary considerably, and this will be further complicated  by problems such as inner city congestion and the uncertainties of cross border delays. For the marketing planner each particular market sector serviced by the company will have different delivery speed profiles for each of the alternative physical distribution systems that are available. Though these remain fixed in the short term, over the longer term they will be continually changing, due to the introduction of new roads, rail networks, alterations in material handling systems, and changes in customs procedures. Total delivery times are also affected by the type of materials handling system at both ends of the journey - the impact of containerization in this respect has already been discussed. 

Reliability. The spread of journey times to a particular location or the reliability of the delivery method is as important as average speed to the planner. How efficient is the transport system in reaching the customer within a given period? Each channel and market sector will vary as to the importance and ease of achieving reliability. But experience of using different types of transport allows the business planner to establish some pattern for particular transport types. A physical distribution system that is flexible in destination may also be of great importance in maximizing the efficiency of the scheduling process. Pipelines for example are totally inflexible in operation, whereas road transport offers the most flexible system in terms of destinations and adaptability to changing market conditions. 

Frequency. The other criteria for scheduling decision making is the possible frequency of the distribution method. In general, the pipeline offer the greatest frequency of delivery as the system is always in operation, and in most markets, sea or water borne transport the least. Product requirements. All products cannot be handled in the same way. A marketing planner must be able to identify factors likely to favour or disqualify particular types of physical distribution. The mass of the product (size * weight) often excludes types of transport limited by their load carrying capacity or size. For example even with major road networks, it is very difficult to transport large generators by road, because of their weight and dimensions, whereas transporting similar loads - often over 100 tons - is less of a problem by sea. 

Perishability. Product perishability/fragility often make specific demands upon the physical distribution method. Tomatoes are often air freighted because of time constraints in supplying the market with a fresh product, though this transport method will generally be more expensive than alternative RORO and truck methods. 

Security. Whether or not the distribution system is sufficiently secure may also be an important consideration. Road transport is often considered  less secure than  air freight and rail systems. The fact that the majority of radioactive waste is now carried by rail rather than road reflects this. The specialised containers are more easily transported on the rail system which also has a far lower rate of accidents (a lower accident/per mile ratio than road).  

Vulnerability. In certain circumstances the planner may need to consider the vulnerability of the physical distribution system - postal strikes were partially responsible for mail order companies developing their own distribution network.

Customer requirements. Though a particular delivery system meets a majority of output criteria, the planner cannot ignore constraints placed upon the system by the customer. After all, it is the customer that the system is designed to service. The location of customers may, in certain instances, control decisions on the physical distribution system. Proximity to the sea, for example, may mean that the convenience of shipping will outweigh overall cost considerations.  More important is the customers' ability to receive goods from a certain type of distribution system - whether or not they have adequate materials handling equipment. Retailers' centralised depots are constructed to receive palletised loads via road haulage making other transport alternatives unacceptable.  

Where a company splits its physical distribution systems, each element may yield different results. For example, analysing the supply criteria direct from production point to customer, and from warehouse to customer might suggest that road transport would be most appropriate, whereas transfers from production point to warehouse have to meet different criteria and therefore different transportation systems might be appropriate.  Establishing a ranking system, such as the one in Table 6D will give an indication as to the most appropriate transport system on customer service and product benefit terms.

Table 6D.  Identifying appropriate physical distribution channels. 

Factor

   Weighting   Air   Road   Rail  Pipeline   Water 

Speed 

Reliability 

Frequency 

Security 

Flexibility 

Mass 

Perishability 

Fragility 

Vulnerability 

Material handling 

Location

Identifying trade offs

Having identified the options that best meet customer, scheduling and product requirements, the final choice rests with the most cost effective option. The way the company transports its product inevitably has implications in other areas - and to arrive at a final decision certain trade offs must be evaluated.  First, the faster the system operates the lower the stock holding requirement - the company can finance less stock between production point and customer, and there will be a pay off between the costs of the faster transport system and the effect on the reduced stock holding. This can be calculated  in the accompanying equation. 

Cost cross over =  transport cost + inventory storage (carrying) cost + receivers inventory storage cost + ordering cost 


C = rD + utD + a/s +wsD/2 +wk[ (s + t + k)D] 1/2

Where: 


C = cost 


D= total annual demand 


r= transport cost 


t= average delivery time 


s= average time between shipments 


u= carrying cost of shipment inventory 


w= carrying cost of receivers stock 


a= set up costs of production 


k= cost of stock 

Though for many the choice of distribution  channel is self evident, the analysis of cost systems shows where, in high value manufacturing companies, air transport may more viable than previously. Decisions on cost effectiveness will also depend on the volumes that the company is transporting. Each available method varies with respect to the point at which higher fixed costs are offset by lower variable costs, and vice versa. The volume being transported within the system is crucial in determining payoff levels and it is  important for the company to monitor the various alternative systems. The point at which transport systems should be re-assessed can be provided by the following equation. 


C    =     Fi -Vi 


           
------ 


          
F2 - V2 


Where: 
F1, F2 are fixed costs of the alternative systems 

       
Vi,V2  are variable costs of the alternative systems 

When volumes increase it becomes commercially more sensible to reduce variable costs by higher levels of fixed investment. 

Evaluating third party distribution

The next question to evaluate is  whether the company should provide its own physical distribution system or subcontract the operation to a specialist third party. As distribution becomes more complex and demanding in management skills, time and capital investment, the cost equation tends to favour  third party suppliers, rather than company owned transport.  Cost, is of course, not the sole criteria, and companies should consider other issues like the vulnerability of the operation to the fortunes of outside contractors. 

Load planning

If  a company opts to own its physical resources and has a fleet of vehicles, it  must manage and organise delivery as part of an efficient service to its customers. For some customers, this will be an important part of the product benefit. The job is a complex one. Customers - or demand centres in load planning jargon - will be situated in different places; often they will only accept loads at certain times - sometimes called the 'delivery window'; they  will want different levels of service. The supplier must consider, in addition, the total delivery time available in a limited working day; the speed at which the transport system operates between the delivery points and any restrictions that may exist; delays that may occur; the speed at which the customer can offload the goods. These must be evaluated against the cost of the physical distribution system chosen. 

One of the guiding principles of effective distribution management is consolidation - grouping as many orders together as possible to lower the unit cost. It can be improved by increasing the delivery times offered to customers, enabling loads to be collected for transport to the same area. Alternatively, the company can specify a steadily higher minimum order level to ensure that vehicles are not travelling with small, uneconomic loads. Ultimately however, there will be limitations to their use as the reality of load planning is that service priorities overcomes pure cost considerations and compromises will continually be sought. Will it, for example be more cost effective to use the largest possible load to service the largest possible number of customers; or use transport systems with smaller load sizes to deliver to a smaller number of customers? As the larger vehicle will have to travel longer distances, and will often be delayed at delivery points, the choice may not in reality be as cost effective as the use of smaller vehicles. In each case, the difficulty of obtaining an optimal journey plan will be considerable and a number of methods have evolved -  from simple manual systems to more complex computer based approaches. For the majority  operating their own fleet of vehicles, computer optimisation will be essential, but a brief review of manual methods is provided. 

SDS or Simplified Delivery Service. This was the first manual system developed, and still is with variants, used by many small and medium sized companies. It involves the creation in the distribution department of pigeon holes for the geographic area served by the depot - one for each sub area acting as a receptacle for orders for that sub area. Loads are then built up from the most distant sub-area with the load planner working from the pigeon holes building up a load for the vehicle. The system is easy to install and very flexible but takes insufficient account of order priorities or the time that it takes to reach each sub-area, and as a result the solutions tend to be sub- optimal.  

TRANSIT. A more commonly employed  evolution of SDS is the TRANSIT (Timebased Routing and Scheduling of Industrial Transport) system. Using an  ordnance survey map it breaks down the area into 10 square kilometre blocks each with the same delivery times from the central depot and broadly equivalent times within the block. The load planner allocates orders to the relevant squares and estimates the time necessary to service the deliveries. TRANSIT based approaches to load planning are far more effective in producing full loads and balancing the work between the various delivery drivers. It can also be effective in handling the problems caused by different order priorities - by insisting that all these orders are handled first, and the less urgent orders in the next, or following journey cycles. 

Savings. The 'Savings' approach developed to improve the ability of the calculations to deal with the inter-connectability of the various delivery points in the network. From the basic savings equation it is possible to create a series of distance matrices and savings matrices from the various delivery points to the warehouse to determine the most cost effective routing. 

Sij = Doi + Doj +Dij 

Where:

 
Sij = distance saving by linking together any two delivery points i and j 


Doi = distance between depot O and delivery point i 


Doj = distance between depot O and delivery point j 


Dij = distance between the two delivery points i and j 

The savings method needs to be applied with the necessary constraints of maximum load and maximum journey time. For a normal delivery system this could be put at 40 tons and 7 hours, though distribution systems employing smaller vans face differing constraints. The grid created can determine the gradient of savings from the greatest to the least. These savings can then be measured against the constraints operating for the specific type of vehicle employed. Experience of the 'Savings' method reveal that savings are additive with further customers in the system, the closer the customers. The further customers are from the depot, the greater the savings achieved by linking customers. Arc type routes will provide greater savings than linear routing but total mileage may be higher than other types of routing. The 'Savings' method, however, works on the assumption that there is only one warehouse in the network, that drivers start and finish from the same point, and that each customer will have the same delivery requirements.  

Simulations. The complex planning problems in organizing and controlling a wide distribution area can be resolved through the growing number of computer programs that identify the savings on route planning, and allow the manager to enter the relevant constraints into the analysis. As the price of these packages are relatively low in relation to the potential savings, they provide the obvious solution to route planning for the majority of medium or large sized companies. 

Monitoring physical distribution

As physical transport makes such a substantial contribution to the total distribution cost, monitoring of the chosen system is vital. A number of central control ratios are  important in this area.

Percentage load used. The ability of the distribution system to fully utilize the physical distribution facility is important in evaluating its cost effectiveness.  The nearer the distribution system is operating to 100 per cent of the available load, the lower the likely costs. Should the load factor drop significantly, the manager must re-evaluate  either the way that loads are consolidated - altering the level of the minimum drop; or by changing the system used. 

Transport cost/Area revenue. A major problem of physical distribution is controlling the overall level of cost while servicing different market sectors. Using sales areas as a basis for calculation, it is possible to rapidly acquire information about whether particular regions are costing the company more in percentage terms, and from that, to review the physical distribution method for specific regions. It will also isolate areas in which distribution costs are particularly low - from which lessons may be learnt. 

Planned delivery time/ actual delivery time. Where punctual deliveries are important, the monitoring of the actual out-turn of the delivery system - against what was  initially planned - is necessary to ensure continuing delivery to schedule. Circumstances change, and it becomes essential to check the assumptions and calculations on which a load planning method is based. Here are some of the areas where change is likely to occur. A key assumption in many load planning models is an estimate of journey and unloading time between delivery points and the depot. It is important to identify those areas within the delivery network where these assumptions are no longer valid - so that the schedule can be improved. The cost environment that initially favoured a particular type of load delivery system may not continue to be valid indefinitely. Introducing new types of vehicles with different load capacities and differing speeds into the calculations will permit the load planner to review the effectiveness of the vehicle types employed in relation to the distribution task. 

Strategy and physical distribution

Each of the strategic marketing options will have significant effects on the physical distribution system. Market withdrawal policies will mean that the total volumes passing through the system will change, with the result that efficiencies within the physical distribution system will need to be reconsidered. As distribution costs make up one of the largest proportion of costs in many companies, close examination of the physical distribution system should be one of the first areas considered for cost control, as it is likely that improvements can be made without significantly affecting the level of customer service. Increases in the volume of product sold within a particular area, the consequence of a market penetration policy, may also influence the choices of physical distribution. Indeed changing the physical distribution system may enable the company to achieve market penetration by providing higher levels of service to the customer and thereby improving the product service benefit.

Market development, the exploitation of totally new markets will often involve new physical distribution methods. This will be the result of different availability, costs and customer requirements. Information for sophisticated route planning and vehicle maintenance will also not be available, often leading to sub-optimal decisions on physical distribution. Product development may involve changes in the physical distribution due to alterations in the product specification, such as changes in fragility, or perishability, which will require alterations in the physical distribution. Alterations in volumes, and customer requirements as a result of product development may also imply necessary changes in the physical distribution. Finally, diversification will demand often complete changes in the physical distribution system, alterations in the type of system chosen and complete changes in journey planning as both new products and new customers are involved .    

Working practice

1. Identify available physical distribution options in market.

2. Define the potential for load unitisation.

3. Establish required output criteria for the physical distribution system. 

4. Evaluate and choose appropriate physical distribution system or combination for market requirements.

5. Decide on the use of third party provision.

6. Establish method for achieving effective load planning.

7. Monitor and control.

8. Consider the effects of strategic change on physical distribution before implementation.     

Warehousing  and  Production

Chrombach Foods

The marketing management of Chrombach Foods were identifying problems encountered in the last 6 months of rapid expansion in the eastern Lander of the unified Germany. 

The company

Chrombach Foods was a  major supplier of catering products to German restaurants, cafes and takeaways. It had grown rapidly as the number of snack type meals eaten in Germany had increased since the 1960s - as a result of economic expansion such demographic trends as ageing populations and smaller households. The number of customers supplied had grown from 200 in the first year of operation, in the early 1960s, to 12,500 at the beginning of the 1990s. Profit had risen throughout the last 5 years (Table 7A). But the rate of increase had slowed, in the last 2 years, as a result of the higher costs of servicing the new market areas within Germany.

Table 7A.  Sales and profitability over the last five years, year 5 most recent in millions of DM.






Year




1
2
3
4
5


Sales

110
125
135
165
175


Profit

15
17
19
22
23

Throughout its development, Chrombach concentrated on supplying the smaller, independent outlet in medium to large towns. The company avoided rural outlets, and did not supply the chains because the specific demands on manufacturing and credit policies that this would cause would create substantial difficulties. This  policy had been encouraged by Chrombach's limited penetration of chain restaurants and takeaways. Its customers were typically run by the owner, with the assistance of family or long serving staff. They supplied local clientele with a range of value for money meals, and opened long hours. With such customers, Chrombach had to regularly supply quality products. Generally, customers required  daily delivery; or every 2 days at the most. This was because of the  perishability of  product, lack of storage space on the premises, and demand for maximum freshness of supply. Sales were always made by the van driver of the refrigerated delivery vehicle, who delivered product, and collected orders for the following delivery. The company had always emphasised the recruitment of local delivery staff who understood local conditions, and could discuss requirements in the local dialect with the cafe owners. This also allowed the van drivers to sell additional product not included in the original order. This type of sale made up a regular 15 per cent of total sales.

Chrombach currently manufactured three main product groups. A substantial proportion of its business had always been in meat products -  sausage, pates, and a variety of hams. Their overall contribution to turnover and profit had declined over the years as the company  introduced other products. These included cheese and a variety of sauces. Though both meat and cheese products were perishable, they had relatively long shelf lives under normal conditions, but there could be occasional problems at the height of the summer. Shelf lives were improved by recent improvements in vacuum packing for most meat products.

Production

Chrombach currently manufactured at one site in Germany - Frankfurt. There it had one of the most modern and flexible manufacturing plants in Europe. Recent investment had increased capacity to meet the potentially greater demand in the east. Sales were currently running at 80 per cent of capacity. Though the company had concentrated all  production in-house, during periods of growth it had used subcontractors for particular products. This option still existed, should  Chrombach need to meet particular demand patterns. It was anticipated that a 50 per cent expansion of sales in the eastern Lander would involve the company in further investment in manufacturing plant. Fixed costs of the manufacturing plant were around 30 million DM per year. An additional 50 per cent capacity would cost around 15 million DM.

The Chrombach delivery policy evolved as it expanded away from its Frankfurt base. Originally, each van started from the depot each morning with a route plan and the relevant load for the day. As customers increased, so did the numbers of vans and drivers the company employed. Each round was an oval journey with the maximum outward point approximately 150 kilometres from the supply point. An average daily sale was 1500 DM on a 275 kilometre journey. Expansion to northern and southern Germany meant new distribution centres -  depots at Hamburg and Munich to service towns in those areas. Deliveries to these depots were by train and truck from the Frankfurt manufacturing centre. As product moved rapidly out of these depots,  they had no cold store facilities. The cost of each was around 0.3 million DM per year. Delivery charges to these depots depended on the transport method chosen. For tinned food and the majority of the cheese products, rail freight was the best option, as refrigeration was not normally necessary. This had an additional advantage  of by-passing  the regulations that limited maximum driver journey times to 8 hours per day. For meat products, the company used two refrigerated trucks to supply the two depots. Overall costs of supplying the depots was 0.5 million DM per year. 

Eastern Lander policy

The Eastern Lander formed a block of territory, roughly square of 400 kilometres north to south, by 300 kilometres west to east. Three main centres of population were identified by Chrombach as most appropriate for development, Leipzig/Dresden in the south, Berlin in the centre, and Rostock in the north. Initially, the company decided to use distributors based in the three towns to deliver to the growing number of independent cafes and restaurants in the new Lander. The number of accounts that these three distributors serviced had risen over the last  2 years from 150 to 620,  but the average sale was substantially below that in the west of the country. Even so, sales had risen from 5 million DM to 17 million DM over the last 2  years. 

Delivery costs to the distributors were also substantially higher. The rail network was still inefficient so Chrombach delivered the entire product range by road. Delay in delivery to distributor depots, poor distributor storage facilities, and further delays in delivery to customers all limited shelf life. A poor road network substantially increased delivery times, and the company had to hire more drivers to overcome the 8 hour working limitation. For the last year, delivery costs were 1.2 million DM to the eastern Lander. Company executives had investigated the commercial property market in the three main centres. It was impossible to rent space, and it would be necessary to build warehouses in the three centres of population, should the company consider increasing its investment. The costs of building each of these warehouses ranged from 0.3 million DM for standard warehousing to 0.5 million DM for chilled warehousing. Chilled warehousing would allow the company to revert to a mixture of road and rail delivery. This would bring transport costs into line with those of western Germany. With the low cost of land, the company could also consider the development of an additional production facility in the eastern Lander. This was likely to cost around 8 million DM for the required capacity to service the eastern Lander.

Promotion

The company had relied on high quality products to achieve repeat purchase after becoming established in an outlet. In the old west of Germany, this policy had worked well. The company had a reputation  throughout the trade for its quality and price competitive products. In the east, Chrombach was relatively unknown. It had considered a number of alternative promotional policies but, at present, was concentrating on supplying  large quantities of leaflets to distributors. Other possible avenues included promotion in trade magazines, or direct mail or telephone. Three trade magazines were starting to be circulated in the eastern Lander. They were the main three catering magazines on sale in the west. In total, they had a circulation of 200,000 of which 15,000 was currently in the east. Costs of advertising in all three would  total  20,000 DM per month for a full page advertisement. The company could also invest in the creation of a direct mail database, which would cost around  30,000 DM to establish and then around 1.5 DM per mail shot. Finally, the company could use telesales to maintain contact with the new market. Chrombach could either subcontract this service at a cost of around 10,000 DM per month or establish an in-house operation.

Action

Should marketing management support the development of business in eastern Germany? 

Should the company chose production and/or warehousing? 

What type of warehousing policy should be followed?

As the company moves into the new market, what other implications will there be for promotion policy and organisational development?

Guidelines to production/warehousing

Investment decisions on production and warehousing fundamentally affect the service to the customer in a particular market. Compare two companies with similar sales patterns, one with, and one without, a production site in a particular market. The company with the local production unit can service the local customer more quickly than the one supplying the market at a distance with lower total stock levels in the market. The production capacity influences both stock holding and  warehousing. For some companies, the ability of the production source to supply major customers direct - without expensive warehousing, stockholding investment, and intermediary handling charges - is an additional important benefit of local production. This then is a basic issue of cost effective marketing and distribution: effectively servicing customers while maximizing the amount of direct delivery within the company's market. Direct delivery removes and reduces many costs: warehousing, delivery into the warehouse, administrative costs, financing for inventory. Finally, the location of the first company's production facility will largely determine where other warehouses will be sited. 

Decisions on production investment are crucial to many product benefit issues. First, and obviously, is the ability of the production process to generate sufficient volume to meet customer requirements. Early developments in production planning concentrated on mass production and achieving economies of scale by manufacturing large volumes through a particular set of fixed costs. Variable costs of production were also lowered as the organisation acquired  more expertise about manufacturing cost effectively, and was thereby able to lower the unit variable cost as cumulative volumes increased, a phenomenon known as the learning or experience curve. Though research findings show a range of experience curves, a conservative estimate suggests that doubling the volume manufactured will produce a 6 per cent drop in the variable cost of manufacture.

But market demand changed and these large  plants became a less attractive investment. Customers wanted more quality, more variety, and speedier manufacture. In conjunction with severe cost competition,  traditional production approaches had to alter. Production systems had to provide higher quality, lower volume, and greater variety to meet the requirements of the customer. Market changes meant that investment in more sophisticated production processes became essential in the many consumer, and the majority of industrial markets. This is an important reason why the marketing planner has to appreciate the relationship between marketing and production.  

Market changes affect the location of production plants and the range of products manufactured or subcontracted. Servicing the new requirements from the customer will, in turn, affect the distribution system including physical distribution, warehousing, and inventory management. Decisions will therefore have to be continually made by marketing and production management as to whether  production meets the required product benefit and what changes should be made to ensure that it does. For the growing company, there will also be decisions about whether the company should centrally locate production facilities; or split them up into a number of autonomous or quasi​autonomous units. The issues that must be considered  in such a decision are economies of scale, vulnerability of concentration, political issues, fiscal considerations, flexibility, product issues, and transport costs. 

Economies of scale

For any particular product there is  an element of fixed cost - rent and rates for example - and costs relating specifically to the manufacture of that item. As volumes increase the percentage of fixed cost relating to each product decreases and, all other factors being equal, the net cost of the individual unit decreases also. This suggests that concentration of production in a single unit to service a range of markets or market areas will provide the firm with the maximum production cost benefit. Yet it is the case that economies of scale in this context, is most relevant to production processes that require high levels of capital investment; detergents, petrochemicals, and motor car manufacture being good examples. Where fixed costs are low, as in many craft industries, such considerations are less relevant. 

Vulnerability

Concentrating all production in one site may make the entire company vulnerable to labour problems or economic upheaval. Multinationals increasingly moved towards multi-sourcing of components within Europe following strikes in the late 1960s and early 1970s, but as the labour environment improved single sourcing re-established itself.  Back-up manufacturing and distribution facilities are often crucial for firms with high service commitments. This is another important reason for building a degree of duplication into the production process; insurance may well pay the £3 million loss of a fire-destroyed factory, but the loss of 6 months business will be incalculable. 

Political factors

For large companies, production decisions involving large investments - often in foreign markets - are frequently heavily influenced by political factors. Particularly relevant are political stability, attitudes towards labour legislation, investment grants, tax free periods, and tariff reductions available for investment in particular areas. Companies considering greenfield investments are often attracted to enterprise zones because of low costs of space and taxation advantages. Studies on investment decisions tend to indicate that the choice of site, according to the companies concerned, are rarely determined by the level of investment grant available, but rather by other market or strategic elements.  

Financial inducements are not the only method whereby a company can be influenced by political decisions. When a company has a large presence in a particular market, it may prove diplomatic to establish some form of manufacturing presence to reduce resistance among local politicians to foreign investment.  Labour laws may also influence production siting, though this remains a controversial issue, with studies often reflecting the political views of the authors, rather than demonstrating any underlying reality. 

Fiscal considerations

Taxation systems may effectively decide on the siting of plants. Some countries offer substantial benefits, through taxation policy, to attract foreign investment. The steady increase in the number of freeports is making an impact on manufacturing policy throughout the world.  They allow a company to both import raw materials, and export finished goods, without entering the  country's domestic tariff structure. A company in a freeport may also be allowed to buy raw materials from the domestic tariff area without paying any of the domestic taxes applying to those goods. The advantages of operating out of a freeport environment sometimes override geographical logic that favour location elsewhere. Locating  production in areas where  wages are low is important for operations with high labour cost components.  

Flexibility

In the 1960s and 1970s the majority of large plants could not easily or cost effectively cope with small volume production. Increasingly sophisticated computer or numeric control devices in manufacturing allow suppliers to produce smaller quantities of product cost effectively. Investment in sophisticated manufacturing may therefore alter the balance between centralising or decentralizing since the calculations of economies of scale have altered.

Product issues

Product requirements are of special relevance to the marketing planner in the discussion of production issues. For products influence whether the company takes a production investment decision to concentrate resources in a single centre; or whether it decentralizes. Here, the most important factor is the sophistication of the product. Where a company must guarantee product quality through complex production processes, a logical production decision would be to manufacture for a world-wide market from one production site.  

Local production has built-in flexibility to meet local demand. It is most effective when many local customers have specific regional requirements. Major multinational customers with common product requirements can be supplied from single international production points.  Environmental demands can also influence the choice of production site. For example, Switzerland is increasingly hostile to new pharmaceutical plants because of  the environmentally harmful  by-products of production processes.  

A product's physical properties affect the choice of production systems. Perishable goods should be made close to their point of final consumption to reduce costs. Where a product is fragile and requires special handling and packaging, local production may also be more appropriate. Again, this will reduce the potential amount of damage in supplying markets from distant manufacturing points.  

Transport costs

Where physical distribution costs are a high proportion of the final product cost, local manufacture tends to be more appropriate. Bulk products such as animal feed and industrial chemicals are examples. Any losses through declining economies of scale in smaller plants is offset by the improvement in transport costs. The cost of transporting raw materials to the plant may also be important in determining the location of production plants in industries where raw materials make up a large proportion of the final cost  By considering each of the main issues involved, and assigning a high or low importance to each factor a decision framework can be established to identify the appropriateness of centralized or localized manufacturing facilities (Table 7B). 

Table  7B.Heuristic approach to production facility structure. 

Factor


High           
Low 

Economies of scale    
Central        
Localised 

Vulnerability           

Localised      
Central 

Commercial issues     
Localised      
Central 

Public relations    
  
Localised      
Central 

R&D links 

with production       

Central        
Localised 

Local variation       

Localised      
Central 

Perishability         

Localised      
Central 

Fragility

          
Localised      
Central 

Quality control       

Central        
Localised 

Transport costs       

Localised      
Central 

Issues in new product development

For the marketing planner, changes in market and competitive environments have meant that approaches to new product development have had to change too. The main issues in  new product development that ought to be considered in the development of the marketing plan are summarised in the rest of this section.

Defining the appropriate investment route. Product change is not a homogeneous single process, but involves a range of investment strategies  with a range of options for the product. Nine broad alternatives  have been identified: sector creation, performance extension, technological re-organisation, process development, branding, reformulation, service, design, and packaging, each with different investment levels, payback periods and the like, and each with different implications for the product.

Choosing appropriate organisational structures. Research on product change indicates that the first essential step is to ensure that the company structure is appropriate for the relevant investment route. It is possible to separate companies involved in product development into three groups: those with common room structures for sector creating product change, where a highly qualified group of researchers exchange ideas in a relaxed atmosphere; those with rugby scrum structures, where a small group of individuals are working to a highly detailed brief; and companies with coffee shop structures where small groups are continually in contact with the customer. Particular types of personnel are essential to each approach.

Define information sources. A marketing plan giving special emphasis to product development must be confident that the company has the correct base of information available to generate the ideas for change. 

Developing a product protocol. The creation of the product or service protocol defines what the product should provide and compares it with the competition to ensure that real competitive advantage results from the investment. 

Testing the product protocol for product benefit. With increasing competitiveness testing procedure has to be: appropriate for the product. The main criteria must be to ensure that the product benefit  described in the protocol has been achieved, and that it is perceived as  real by the customer. If  the key product benefit is technical, it can be tested via appropriate checks with customers or potential customers. Non-technical benefits such as warranty or support levels can be reviewed in a similar way. Where the product benefit emphasises price or attitudinal components these will require more complex testing in a sales environment. 

Warehouse investment levels

For the majority of firms, warehousing investment is the second most capital intensive expenditure in the development of a distribution system. For the marketing planner, the object is awareness of how this investment can contribute to the overall service to the customer and where improvements can help the company to obtain competitive advantage. 

Direct ownership of warehousing benefits the company through better information flow on the levels of stocks and a greatly improved ability to meet special storage requirements for fragile, hazardous, or perishable products. Most important to those involved in marketing, is the flexibility to organize the despatch of particular orders; and this includes the major advantage of supplying emergency orders. Direct ownership may mean lower unit costs where the firm is shipping large volumes of product. Direct control over warehouse operations is  most appropriate where the company has a large and stable demand for product in an area reasonably close to the warehouse site; where there are special product or customer demands involved in the storage and despatch of product; and where physical distribution options are unlikely to change over the planning horizon. It is therefore especially relevant to the large, well established operation with well defined levels of demand. 

For smaller companies and those with rapidly changing geographic or product demands, shared warehousing offers a very viable alternative with greater flexibility of location, and speed of relocation. It improves the ability to accurately cost the per unit storage overheads - the user will not pay for inevitable dead space. Even the most efficient warehouses rarely utilise more than 80 per cent of the available space - allowing for aisles, packing and receiving areas and the like. Nor will the user have to bear the variable operating costs of the warehouse itself.  A mix of owned or third party warehouses is the most cost effective option for many companies. Each  must carefully evaluate the benefits of the two alternatives and their respective costs. The point at which the cost line of third party warehousing crosses the directly owned operation is given by the following formula:


C =    (m+c)S + xA + W(L- A) 

Where:
 


C = combined annual cost of proposed policy 


m = transport cost per square foot 


c = capital cost  per square foot in owned warehousing 


x = storage cost in owned warehousing per square foot 


A = square feet in third party warehousing 


W = storage cost  per square foot in third party warehousing 


L = total space requirements 


S = cost of directly owned space

 However, cost is not always the only criteria used in the final decision between third party and directly owned warehouse operations, and many of the other criteria mentioned in this section may be more important in particular companies and competitive environments. 

Warehouse numbers 

The numbers of warehouses required to efficiently service a particular market depends on various factors. Take a company with a single warehouse in a corner of a country 400 miles square. Servicing a customer in the top left hand corner of the market requires a round trip of 1100 miles. That means high transport costs, especially if the vehicle could not deliver a full load. Additional warehouses, nearer to these distant customers,  would lower transport costs but raise storage costs. The company faces two inter-acting problems: how many warehouses or storage points should there be within this particular market; and where should they be located. The optimum number of warehouses within the network can be determined by the cost behaviour of all the component parts of the warehouses in the network. The important point  is that the optimum point will vary not only from industry to industry, but also within market sectors. 

The total costs of maintaining separate, owned, warehouses are higher than the cost of one single warehouse; but the relationship is unlikely to be strictly linear, as there will often be a number of shared costs between warehouses. Cost  will be influenced by the level of investment in equipment and structures within the warehouse. Where a company is using third party warehouses, costs can be effectively considered as rising in a linear fashion with the total volume stored. 

Decision making on warehouse numbers involves consideration of various cost factors, summarized in the rest of this section.  Transport costs may not follow a standard pattern as warehouse numbers increase. There are two main components; inward delivery into the warehouse(s) and outward delivery to the customers. An increased number of warehouses will decrease the transport distance between store and customer and increase the distance between manufacture point and  store. So total unit transport costs initially fall, as the additional warehousing means a net reduction in distance travelled. But additional warehouses will then increase the cost as the load factor (percentage vehicle loading) decreases, raising the unit cost of transport. Increasing the geographical spread of the warehouses allows the company to take more advantage of supply alternatives to service particular areas of the market. In other words, the company will not have to pay fully double transport costs both into and out of a single warehouse. 

The level of safety stock also increases as a function of the numbers of warehouses. It is likely that  levels of obsolescent or slow moving stock will also increase as controls become more difficult to effectively implement with the greater number of warehouses. The cost of supplying emergency orders are highest when the company operates a single warehouse and lowest when there are large numbers of warehouses throughout the market. With more warehouses in the network, the total costs of controlling the flow of orders within the system will increase, but not necessarily in a linear fashion. To summarize, since costs show different rates of increase or decline, there will be a different optimum for each company, which will change with altering levels of volume and service to the customer base. For example, Table 7C illustrates how the combination of rising and falling costs will identify the optimum number of warehouses in one particular case.

Table 7C. Changing costs structure with increased warehouse numbers 

Factor                              

Warehouse numbers 

  



1
2 
3
4
5   
6 

Warehouse costs 

10   
15 
20  
25  
30  
35  

Transport                

60 
45  
35  
28  
25  
22 

Costs of stock              
20  
30 
35  
50  
60  
70   

Opportunity cost         
17  
15  
13  
11  
10  
10  

Emergency supply         
12   
8   
7   
8   
9 
10  

Supply alternatives        
18  
14  
10   
9   
7   
5  

Communication cost        
2   
3   
4   
5   
5   
5  

Totals                       
139 
130 
124 
136
146 
157  

Here we see that as warehouse numbers increase, warehouse construction and maintenance costs rise steadily. Transport costs to individual customers also drop steadily though not in a purely linear way. Essential stockholding levels rise too, as does the level of slow moving stock. The lost opportunity cost declines and then plateaus. The costs of using differing sources of supply drop at first but then go up with the expansion in the numbers of warehouses. Each additional warehouse will put costs up if a single source of supply is being used; and the costs of administering the receipt and despatch of orders will initially increase and then plateau. For this firm, the current cost environment would suggest that three warehouses would provide the most cost effective solution to its warehouse requirements. Different firms in differing markets with different cost and service criteria would reach other conclusions, and this underlines the importance of continually monitoring this aspect of distribution management. 

Defining location

How does a company decide on the best likely warehouse locations given the complexity of the inter​relationships outlined in Table 7C? It is clear from our discussion that the question of siting and locating  warehouses is a complex one requiring detailed analysis and calculation.   

As both the sophistication of the available computer software increases and the cost of the available computer hardware decreases, companies are increasingly turning to packages that optimise depot locations via an integration of all the relevant factors. For all practical purposes these are  now the sole source of depot location decision making for large companies. One of the best known early models is that of Hamburger and Kuehn which maximized  the cost effectiveness of the warehouses in the network. Inputs for this model, which calculated total warehouse numbers and locations, include factory locations, potential warehouse sites,  shipping costs between production, storage and customers, annual sales levels, costs of lost orders due to failure to supply within time limits. An evolution of this approach - the Displan model - added certain of the complexities that were felt to be missing from the Hamburger and Kuehn, calculating the benefits of adding or subtracting warehouses from the network . 

More sophisticated approaches to the problem rely  on the development of various simulation systems evaluating the impact of future changes on the distribution network. Systems developed by major companies identify likely changes in the distribution network and the best organizational response for the company. Once these values have been obtained the cost of distribution can be optimised. The most important feature of these simulation models is that they allow a wide range of factors to be integrated, reflecting more accurately the complex business environment faced by such companies. For the majority of small to medium sized companies the choice of where to site single manufacturing or warehouse facilities has not relied (and indeed still does not rely) on any degree of calculation. The reality of the market infrastructure, access to components or raw materials, labour availability all impose pragmatic constraints on the final siting of the facility. Two main models exist to aid in site location. They are most useful where the market area serviced is relatively homogeneous - where there is, in other words, an even spread of demand centres and a network of transport facilities offering common transit speeds. The economic radius of supply - that is, the area that can be effectively serviced from a single depot - is the easiest to calculate among the single site approaches. It is provided by the following equation:  

 
C      =
                 


Where: 


C = cost per pound of value delivered within the area 


V = value of products delivered 


A = area serviced by warehouse 


a = production cost of products 


b = fixed cost of warehouse divided by total units 


c = cost of distribution 

From this total cost equation the optimum area under the conditions of a and c can be derived by differentiation:  


      (2b)2/3 

               A =      -- 

     
        (cK) 

Where K the sales density = V/A. As the area derived is spherical, the radius can be calculated as: 


R   =       

Repeating the calculations produces a series of cost lines or contours surrounding a selected production site. Obviously, this method can be continued from other selected locations, to produce a whole series of interlocking contours - which are technically termed isodapanes.

Another model is the centre of gravity or cost per ton mile. It works back from the demand points or customer locations to establish where, in the current state of demand, the company should locate its warehouse. Thus, in a hypothetical instance of a company with its main customers based in the north west corner of a grid and one or two customers in the extreme south east, the gravity model would suggest that not only would it be most economic to locate near the north west - which of course would be common sense, but where in relation to the current customers would be most advisable. Cost per ton mile methods start by establishing a grid of demand points with X and Y axes. Once these demand points have been identified the optimum value of X and Y - and hence the location of the warehouse -  can be calculated with the following equation:  


       n
         
m


X = E   (cwdx)i  +    E (cwdx)j 


      i=1             
j=1 


       n               
m 


Y = E (cwdy)i  +    
E (cwdy)j 


       i=1             
j=1 

Where: 

w= volume 

dx= the vertical axis direction in miles to the supply point 

dy= the horizontal axis direction in miles to the supply point 

n= number of supply points 

m= number of demand points 

c= cost per mile of product using current transport system 

Because the production site is with the main warehouse; or the factory supplies the warehouse with goods at the most economical freight rates available; the costs of transport between factory and warehouse can often be ignored for the purposes of calculation. Other centre of gravity approaches have been developed to consider such issues as customer service costs, and the effects of delivery time. All gravity or economic radius models tend to suffer from the same problems. First, the number of calculations required by each approach often presents impossible demands if the customer base or the number of potential sites is high. Second, the cost of delivery is assumed to vary in a straight linear fashion between the supply point and the customer, and this is  rarely the case. Third, the demand pattern within the area will not be homogeneous - it will fluctuate over time in a varying fashion according to the special demands of particular customers. 

Warehouse management

The balance between the level of company investment in fixed and movable warehouse equipment is reflected in the volume of stock movements, speed of delivery, the size of the storage area and any special product requirements. 

In broad terms, high levels of investment in fixed systems is  most appropriate where large volumes of product must be stored and retrieved over short periods of time. Any investment in equipment must be related to the  warehouse operation itself and the internal design of the warehouse. There are two issues of overall concern : deciding on the type of warehouse best suited to a company's operations and organizing the warehouse itself to meet those requirements. The design of the warehouse should ideally separate incoming and outgoing traffic. Ideally, a separate access to both the reception and delivery areas will minimise delays.  

The type of storage areas influence the products that can be stored. A high rise storage area containing steel shelf units on which pallets of finished goods can be stored, will require one type of handling equipment and working method. Bulk storage areas with silos or other containers for materials that cannot be palletised -  common to chemical or agricultural distribution warehouses for liquids or solids - require different handling and design approaches. Refrigerated and/ or chilled storage areas are essential for frozen food storage at below -18C; chocolate needs chilled storage in tropical countries. 

The size of load being despatched will also make demands on the design and organization of the warehouse. A picking area may be needed for stocks for orders below pallet size. Packing areas for both large and small shipments often include banding or shrink-wrapping machines for completing the final order. The type of product being stored and the amount of assembly work required largely determine the balance of these areas, and how they are managed. As the value of the product stored increases, greater attention to security is required.  Fire control equipment is another vital investment for most companies.

Different items of inventory have varying demand patterns; total volume, order size and seasonality all affect the number of times a product is included in an order. The positioning of stock in the warehouse will have an important effect on the time taken to locate and pack an outgoing shipment. 

Monitoring  production/warehouse activity

Efficient production processes is mainly outside the direct involvement of marketing management. However, there are certain control ratios that are useful indicators of how well  a company is operating.  They can be useful  pointers to those having to take decisions about  marketing priorities.

Machine utilisation/ total available hours.  Increasing machine utilisation as a percentage of the total available time indicates that the company will shortly be facing production constraints.  Management will have to consider the use of subcontractors or the installation of more equipment/labour where such constraints are identified.

Actual production time per unit/planned production time.  The ability of the production process to deliver the required product at the right price and within time constraints is crucial to an effective marketing campaign.

Total product returns/Total production.  Quality control is an essential part of the production process.  If product failures increase, this suggests problems that management must tackle.

Stock value/ base warehouse ratio. This indicates the comparative stocking efficiencies of the warehouses in a network by dividing the stock value, or stock weight, by the total area of the warehouse. It can be used to suggest re-organization or re-design when there are substantial anomalies between comparable warehouses. 

Stock movement (volume or value) / employee cost. This  productivity ratio can also be used to compare the efficiencies of warehouses at different sites. Often such analysis can produce startling anomalies, meaning that either mechanisation and skills in specific sites are higher or that working practices need to be substantially improved. 

Orders completely filled/ total orders. Stocking policy at each individual warehouse will determine how well orders can be filled. Though the completeness of orders/ total orders ratio is often part of overall company control systems, it is also valuable if carried out on a depot by depot basis as it may suggest improvements in the order processing or re-stocking procedures. 

Shrinkage and damaged stock/ total value of goods stored. Security problems vary from depot to depot and it is necessary to identify particular problem locations before effective action can be taken. Similarly, how stock is handled will often vary from depot to depot and this will show up in the analysis of comparative levels of damage. The shrinkage and damaged stock/ total value of goods stored ratio will identify problem warehouses. 

Stock movement (volume/ value) per annum/ total warehouse costs.  This ratio evaluates  the percentage cost of the annual stock movement contributed by particular sites and  will often suggest other areas for improvement - changes in heating methods for example.

To further explore the costs and benefits at various volume levels, the company will need  some form of flexible review procedure to evaluate the  main components of the volume/ equipment interaction. An example of such an approach is given below in Table 7D. 

Table 7D. Optimising volume and equipment investment inter-action. 


Factor                

Option  
1         
2            
3 


Volume 


Fixed facilities 


Variable investment 


Labour costs 


Order processing costs 


Other overheads 

Strategy and production/warehousing policy

Production and warehouse policy will naturally be influenced by the changes in marketing strategy. A market withdrawal strategy obviously affects the production process by altering the economies of scale, and will influence warehousing policy by reducing the total volume passing through the distribution system. This will therefore affect the balance between third party and company owned  warehouse operations, their numbers and locations. Market consolidation policies will focus on improving the efficiencies of the warehouse network and how they are managed. Often investment within the warehouse will significantly reduce operating costs, one of the many trade offs that can be considered during the creation of  a  marketing budget. A market penetration strategy  will mean that more volume will pass through the distribution system which may mean that there will be changes in the network, though this will be influenced by the percentage of direct delivery that the company can achieve. Market development will involve substantial changes in storage patterns, often with a major increase in the amount of third party warehousing and possible alterations in warehouse management due to different climatic conditions. Product development may involve not only volume related changes, but also physical storage changes in the warehouses as the new products require different storage conditions. Diversification, involving as it does the sale of different products to new customers, will generally require the highest level of alteration in warehouse policy.  

Working practice

1.  Define production investment - economies of scale.

2.  Define production investment - vulnerability.

3.  Define production investment - political factors.

4.  Define production investment - fiscal considerations.

5.  Define production investment - flexibility requirements.

6.  Define production investment - transport costs.

7.  Consider the requirements of product development and testing.

8. Decide on investment in a dedicated (company-owned) warehouse system or use third party services.

9. Determine the numbers of warehouses necessary to meet company objectives.

10. Choose warehouse location(s).

11. Consider options for warehouse design. 

12. Establish methods for monitoring and controlling warehouse operations. 

13. Consider the effects of strategy on changes in  warehousing and production policy before such changes are introduced. 

Inventory Management

Xenon SA

Changes in the product range of Xenon SA a supplier of sophisticated components to industrial lathe users in France, and the effects of severe economic recession, was forcing a re-evaluation of the marketing plan. Founded in the early 1920s, the company remained a medium sized independent operation, based near the large industrial town of Lille. 

By the end of the 1980s it manufactured three product ranges. Historically, the engineering range of standard lathes - used throughout the north-east of France, Belgium and Holland - made up the majority of turnover, though a declining proportion of profit as the company faced increasing competition from low-cost Far Eastern suppliers. The product range had high volumes with long product cycles, but margins that were lower every year as the company cut prices to meet Far East competition. 

The other two ranges were more specialised and required higher levels of investment in new product development, with shorter product lives and higher returns. The first involved specialist products for the automotive industry, and  Xenon  supplied Renault, Peugeot/Citroen, Matra, Ford in Belgium and Daf in Holland. The second range was more recent and had been developed to provide specialist cutting heads mainly for the high speed train industry in France, with recent small orders having been received from Germany. Margins in these two sectors were five or six times higher than in the traditional engineering sector in which the company had started.   

Xenon's  customers varied considerably from sector to sector. The general engineering sector supplied customers from the very small - employing less than five, to the largest of engineering enterprises. Few of these companies held large quantities of stock, and expected delivery within 72 hours of order. The disadvantage of the market was that need for the cutting equipment was directly related to the customers' production. As  many of the customers  had a very erratic, and rarely planned, production flow, this had severe consequences on the stock planning of the cutting equipment manufacturer. The number of companies in this sector had steadily declined over the years, and in the current year Xenon was supplying 125 companies, approximately 80 per cent of the total in the sector. Typically, the company had held 4 months stock of all product lines A-J. The pattern of sales over the last year is provided in Table 8A.

Table 8A. Product line sales in units by month.


1
2
3
4
5
6
7
8
9
10
11
12

A
20
32
45
34
56
21
22
76
45
54
15
87

B
45
65
112
22
13
89
125
23
15
78
32
25

C
216
245
165
301
143
167
112
89
77
274
165
121

D
121
74
62
12
132
145
156
72
54
23
76
112

E
11
21
32
18
27
24
45
61
67
69
43
20

F
321
345
345
321
303
307
311
367
310
312
317
319

G
7
11
9
65
45
35
14
18
21
87
88
23

H
27
45
52
67
28
67
49
41
52
58
34
43

I
889
902
756
621
134
521
432
301
287
276
266
251

J
121
105
112
142
134
137
127
150
162
100
98
112

These product lines - and set up manufacturing costs -  varied considerably in price. The finance cost of holding stock was the same for all products at 20 per cent per annum. With the flexibility of the production process, any of the basic product range could be manufactured within 2 days. The details of the various standard product ranges are in Table 8B.

Table 8B. Set up, production costs and customer price in FF for product lines

Product
Set up cost
Variable cost
Price

A
3000
150
450

B
3750
175
520

C
3150
180
320

D
3050
130
390

E
4300
110
520

F
8000
250
850

G
1100
85
425

H
4500
175
600

I
2400
200
660

J
4500
300
800

Supplying the motor car and train industries was in some ways more predictable, but in other ways more demanding. The purchasing requirements were defined well in advance by both rail and automotive manufacturers, but once agreed the company had to meet time, budget and performance specifications of new cutting tool design. There were no standard set up costs, or standard prices, as each product line varied enormously in specification. 

Production

The company still manufactured at the original plant, which had grown slowly over the years. Continuing investment in manufacturing systems had meant that the company had low fixed costs of production and the ability to rapidly switch between the various production items. Xenon maintained a very detailed product inspection process which involved using X rays to ensure that each of the cutting heads would stand up to  their intensive use in the factory. For  the recent expansion into the motor and railway sectors the company had invested heavily in an integrated computer aided design and manufacturing system. This investment had meant a negative cash flow over the last 2 years.

Distribution channels

Mostly direct, though a new group of wholesalers was establishing itself to sell the more basic industrial components. These distributors were prepared to hold stock of all the Xenon range, but demanded a substantial price margin of 14 per cent. All these wholesalers had sales representatives calling on customers weekly. Xenon at present had not decided what products, if any, should be offered to the 15 wholesalers  interested in holding the product range. 

Physical distribution

The basic products could be distributed via a range of parcel delivery services, with the more complex cutting equipment delivered in company owned vehicles direct to the factory, essential to meet the just in time production requirements of the major customers.

Salesforce

As the company became more specialised in supplying sophisticated equipment, requirements of the salesforce had also changed. Selling to the engineering industry meant taking orders and making sure delivery was on time. Sales representatives called on each of the customers weekly to ensure that they got orders in a competitive and rapidly changing market. There was little technical information for the salesforce to provide about a very slowly changing product range; and one that gave few problems to  customers highly experienced in their use. Currently Xenon employed four sales representatives to service the traditional market, reporting to a sales manager. Each sales representative received a flat rate salary and benefit package of 200,000FF per annum. There was no commission paid as it was considered inappropriate for the market. The sales manager's cost to the company was 300,000FF per annum.

The motor trade and railway manufacturers required detailed project proposals from suppliers, with design layouts and specifications for all the particular and individual cutting heads that they needed. The sales engineers would then have to supervise the development of prototypes and establish testing programmes to ensure that the specifications were met. At present, the company were using two of the production engineers from the factory as technical sales representatives. Though both were technically extremely competent, they had limited sales skills and could only handle discussions in their native language.

Promotion

Xenon relied on its salesforce for most of its promotional activity, apart from the use of directories and the membership of the appropriate trade organisations. Recently the company had considered whether it should not be attending some of the more prestigious trade exhibitions so as to improve its market presence at the sophisticated end of the sector. Such exhibitions were extremely expensive, with estimates ranging from FF1.5 million to FF1.7 million for the entire costs of a single exhibition appearance.

Action

Have Xenon made the right decision about moving into the higher technology area? 

What are the implications for the development of the organisation? 

As the company is under pressure to improve the finances in order to fund the development of the new product lines, what changes would you institute in the management of stocks and production schedules?

Guidelines to inventory management

Maintaining the appropriate level of inventory is an essential part of supporting the distribution channel and achieving the required product benefit. Marketing management has to consider the role of availability and delivery in achieving a competitive and effective product benefit. Generally, industrial companies will need to place a greater emphasis on stock management as buying criteria for their customers ranks these more highly than in the consumer or commodity sector as Table 8C indicates.

Table 8C. Purchase criteria for expensive technical products and commodities.


Factor


Technical product
   
Commodity


Product quality

1 


2


Reliability of delivery 
2


4


Completeness of delivery 
3


5


Speed of delivery 

4


3


Price 



5


1

Obviously inventory costs money to maintain - around 5 per cent of manufacturers costs across the economy, so that the simple solution to achieving competitive advantage of carrying very high stock levels will reduce competitive advantage in another area by raising costs. An important part of the marketing plan will therefore be to decide on what trade offs exist in the maintenance of inventory and to establish control systems that meet the marketing requirements of the company while minimising the overall costs to the organisation. Approaching inventory management in a structured fashion enables marketing management to achieve the best balance between the often conflicting demands of cost and customer demands. The following discussion outlines one  approach  to cost effectively  control  inventory costs while meeting the demands of the product benefit.

Identify possibilities for direct delivery

Our earlier discussion on production and warehousing commented on the role of direct delivery in reducing warehousing costs. Where the company is able to enter into specific trade distribution agreements which include specific delivery quantities and times, the potential inventory cost savings can be considerable. Similarly, where the company is operating a number of production points with a large market demand, sophisticated planning can enable the company to increase the amount of direct delivery.

Identify possibilities for postponement

Finished stock is the most expensive type of inventory with the most added value - labour and machine time. Inventory cost can be reduced by maintaining stock in an unfinished form:  the concept of postponement  - the longer the product can be held in an unfinished form the greater the likely benefits. Its feasibility  depends on a number of factors. The first concerns the adaptability of the product. Manufacturers of branded goods cannot in reality modify the product at any stage in the manufacturing process. But a clothing supplier can hold garments undyed. The choice of final colour is postponed and the company does not carry large inventories of products in unfashionable colours. The company can take the concept further if the majority of this stock is held by a third party manufacturer and not within the company owned network. Similarly, manufacturers of own label products hold unlabelled stock and add the label of the relevant retail chain as required. Savings of this type are however only viable if the cost of passing the product through the labelling process is low. Generally postponement is most beneficial in high added value product areas, where the additional costs of labelling or format changing are lower than the finance costs of carrying the stock in its finished form. Postponement will also be important where the goods are potentially perishable - as stocks will have to be kept lower than might be generally considered acceptable. 

Consider possibilities of standardisation

Companies can also reduce inventory costs by maximizing standardization of stock holding, using the same basic components in as many parts of the production process as possible. For some companies that survive on variety - makers of baby food, for example - little standardisation is possible. In others - like the car industry - substantial standardisation is feasible. The greatest impact will be in the maintenance of spare parts stock; where standardisation can be obtained, dramatic reductions in the overall stock levels can be obtained. Companies operating in the international markets often face significant problems of standardisation, as specific product demands lead to increased stock ranges and therefore raised inventories. A continual analysis of whether these product variations are essential for cost effective marketing may lead to the conclusion that savings can be made by a series of compromises between the home and overseas markets product requirements.

Consider impact of manufacturing technology

Investments in manufacturing technology can also reduce the levels of stock required. Increasingly sophisticated control procedures have reduced the level of stock holding for any particular process - a trade off between increased investment in manufacturing or stock control systems and a decreased requirement for stock holding. 

Materials Requirement Planning (MRP) integrates the forecast level of demand with the production process to ensure that inventory levels are minimized. Savings of 50 per cent of total inventory levels are typical of companies introducing and managing materials requirement planning systems. A modified form of this has been introduced by major retailers in their attempts to reduce the major cost of inventory in their operations. Just In Time (JIT) inventory control involves the manufacturer setting a production schedule and informing the suppliers of exactly what is required and specifically when it should be delivered. 

Computer Integrated Manufacture (CIM) affects inventory requirements by improving product quality and reducing the level of rejects, improving product design using less raw  material, and reducing the quantity of product  manufactured at any one time by some form of Flexible Manufacturing System (FMS). This enhances opportunities to reserve unfinished stock ready for completion at the last possible moment. 

The use of bar code systems by retail groups has had a similar effect on the manufacturers supplying the retail sector. These systems, broadly grouped under the title Electronic Point of Sale (EPOS), have been used to link sales with computer controlled production at the major suppliers. For the retailer it has been estimated that such systems improve overall margins by approximately one per cent, mostly in  reducing stock levels within the outlet, though there are other benefits. Overall, these high technology stock management systems have reduced the inventory working capital requirement and achieved a much higher stock turnover and therefore return on capital employed. Sophisticated stock control systems can also reduce inventory costs by minimizing substandard components. 

Choose re-order policy

Decisions on postponement, standardisation and manufacturing technology all affect the economics of stock re-ordering. The Economic Order Quantity (EOQ), the most commonly used stock re-ordering method is  based on profitability of the particular item, the cost of maintaining stock, and the start up or costs of initiating production.  


EOQ =  


Where: 


EOQ = Economic or optimum order quantity 


D = annual demand 


S = cost to place order (set up costs for manufacture) 


I = annual stock holding cost as a percentage of unit cost 


C = price per unit 

The previous equation refers to a simple situation where a company loses an order due to shortage of stock. For many industries this rarely occurs, in others it is only relevant for some of the key product lines which therefore require higher service levels. The furniture industry, for example, rarely if ever supplies product ex-stock. Orders are met several months later against established demand. Thus in many situations it may be possible to meet an element of the orders by future production, though there is obviously a risk that a part of these orders will be cancelled because of the inability of the distribution system to meet deadlines. As a result the calculation of optimum order quantities in these circumstances is often referred to as ordering under risk. The equation is provided below:  


EOQ  =         

Where: 
D = Annual demand 


S = Set up costs 


I = Annual stock holding costs 


C = Price per unit 


E (u > R) is the sum of the excess of demand u over the reorder 
point R 

Though individual items in a large product range can be controlled using the EOQ formula, there can be substantial complications especially where a large number of items, carried by the company, only contribute a small percentage of total sales. Because the annual demand pattern, production lead times, and costs of production initiation will be often changing, stock controllers cannot use previous re-order quantities. This further increases the work load involved. Companies with manual stock control systems will be faced with splitting stocks into categories and applying different control methods to each category. Obviously, the stock categories requiring the most efficient control are those that are most profitable. The management problems in controlling multiple products have become far less complex with the advent of the computer. Even the smallest business can establish the re-order levels for the top selling lines with industry standard software such as spreadsheets, applying the basic formulae to the control of important lines. 

Where a large number of minor product lines make an important contribution to total turnover, and the benefits of introducing sophisticated computer controls are limited, effective stock management requires some form of simple, easy to follow system which can be used by all stock and warehouse personnel in calculating the re-ordering requirements of particular product lines. The most common manual method is the bin system where the re-order level is set to be the moment at which the reserve bin of stock is entered. When this occurs, the re-order is placed and  in the meantime stock is used from the reserve bin or holding area. When the new stock arrives, a new reserve bin is created; this ensures that stock rotation is maximised. Another simple approach to coping with a large range of products is the use of nomographs. Here, a graphical relationship between between annual demand, order quantity, inventory carrying cost, and the cost of ordering is used. Such graphs help to determine quickly what type of stock and re-order policy should be followed. 

Identify speed of replenishment

The EOQ provides a measure of the quantity of stock that will be required when the company reorders. This involves time. For straightforward production processes the lead time can be calculated as follows. 


O = S + T + Q/P 


Where: 


O = operating days in advance of requirement 


S = set up time at supplier 


T = transit time 


Q = quantity 


P = production rate per operating day 

Where a company has a widely dispersed warehouse network and is using physical distribution methods given to wide variations in the service provided, it may be impossible to guarantee the timing of production. Manufacturing lead times in these instances are also subject to a degree of variation and will have to be calculated  in much the same way as the variation in demand. Where the production process is dependent on a large number of factors sophisticated planning systems such as PERT (Programme Evaluation Review Technique) must be employed.  

Calculating stock levels in more complicated factory environments require more sophisticated techniques - including such approaches as queuing theory - as there may be limitations imposed on the manufacture process at a single point. Even these techniques will not be adequate if arrivals are abnormal and do not follow a standard distribution pattern (which is often the case in the real world) or there are a large number of interacting factors. 

Reduced data processing costs has led a large number of companies to introduce computer aided techniques to organize the correct flow of goods  through the distribution process. This allows evaluation of  all the various pay-offs more effectively than was previously  possible. These techniques are applied to resolve the basic underlying problem of production processes subject to considerable variation in timing where the combined uncertainties of production and demand necessitates the holding of very high, and often uneconomic levels of stock. This is indeed one of the major problems of the JIT concept for a supplier company as it must hold extensive stocks to meet a likely wide ranging demand pattern which will need to be rapidly met. Scheduling problems also arise in meeting direct deliveries from production site to customer, though such problems can be minimized with trade marketing agreements which allow more accurate forecasts of demand. 

Define safety stock levels

The next stage in the process is to identify the minimum stock levels that the company needs to meet the market demands. Up to 6 categories of products can be identified each with different marketing requirements. It is obvious that major profit earners will require different levels of investment from minor product lines and non essential service levels. Less obvious are poor selling product lines that provide a vital service function, and new products. Marketing management will need to take decisions on what categories products fall into, and the degree of stock holding that needs to be guaranteed, which is a function of the service level - the percentage of time that the company needs to maintain stock. A service level of 95 per cent would mean that the company would only be out of stock 5 days in 100. 

Table 8D. An example of setting service levels for product categories. 


Category                          


service level 


A - major profit earners              

95 


B - essential service products        
99 


C - new products
                      
95 


D - minor profit earners              

65 


E - non essential service products 
55 


F - overhead lines 
                   

55 

For the majority of firms most sales variation occurs in a fairly clearly defined range, on either side of the mean, making up the central portion of the classic normal distribution curve. There are occasions, uncommon though they may be, when demand will either be significantly larger or smaller than average. An example will clarify the calculations involved. A company has a weekly sales pattern as follows: 20, 24, 25, 28, 32, 22, 28, 27, 26, 35, 24, 29, 31, 19. The mean is: 26.4, with a standard deviation of 4.36. 

Management, in this example, has decided that it wishes to ensure that in 95 out of 100 weeks, stock meets the likely level of demand. Applying traditional statistical theory, it can be shown that 95 per cent of the likely variation in demand will be covered by 1.95 times the standard deviation. When this is translated into stock requirements the weekly safety stock requirement at that service level will be: 26.4 (the mean) units plus or minus 8.5 units (1.95 standard deviations), giving a total stock requirement of 35 units per week.  Should the firm want to provide a 99 per cent service level - in that 99 weeks out of 100 demand will be met by the stocks held - management must make available as safety stock 2.58 times the standard deviation of sales. This would mean a weekly safety stock figure of 26.4 units plus or minus 11.24 units or 38 units total stock holding. Increasing the level of service by 4 per cent requires an increased stock holding of 8.5 per cent. It is interesting to note that in this example a 95 per cent service level copes adequately with the vast majority of demand patterns, and for the majority of firms in competitive markets, 95 per cent service levels will be more than acceptable. This is particularly true  where a degree of back ordering - where companies  supply customers from current production - is possible.  

Define re-order point

The re-order point can be easily identified as the time required for production before the stock is exhausted. An example will clarify the issue. The production time involved for the economic order quantity is 3 weeks. Once the stock level falls to the stock plus safety stock requirement for 3 weeks, the order should be placed. 

Monitoring inventory management

Methods of monitoring inventory effectiveness, as in other areas of business performance must be established. The most useful management techniques is to concentrate on the three ratios given here.

Total number of times products delivered / Total number of times products ordered. The product line method divides individual product deliveries  by the number of times that they have been ordered. Though it provides a measure of stockholding effectiveness across the entire product range it cannot deal with situations where there are split deliveries or where there is a conscious policy to maintain low stocks. It is most appropriate for  wholesalers, and others,  holding high stocks of all the product lines.

Total value of deliveries /Total value of orders. The turnover system has the merit of being simple to calculate and is appropriate where a product mix has fairly similar levels of profitability. However where the profitability varies considerably it will be inappropriate - for example a company supplying a wide range of petroleum and oil based products would find that the bulk product made up a significant proportion of total turnover but a limited amount of profit.

Total profit of deliveries/ Total (estimated) profit of orders. Profitability analyses will often be difficult to carry out in a complex product range, but give the best indication of the overall importance of the product and its inventory level to the company. 

Inventory and strategy

Changes in strategy will inevitably influence inventory policy. Withdrawal policies involve the management of stocks to ensure that there is a smooth transition from normal supply. Companies will often have to consider how the supply of components - such as spare parts - are going to be maintained. This may often involve the appointment of subcontractors to handle this area of the business. As inventory levels are one of the major cost areas of the business, consolidation policies will often concentrate on inventory reduction as one of the crucial areas where costs can be reduced without significantly affecting overall customer service. This may involve alterations in the service level, decisions about back-ordering, and manufacturing policy.

Market penetration can only be achieved by increases in stock investment. It may be that improving the level of stock availability will be important in gaining customer loyalty and acceptance of the product. As the company moves away from its original base in market development policies, inventory management will become more complex. Not only will customers often want different product ranges, affecting decisions on service levels, the entire basis of speed of supply and production will alter. Safety stock levels will need to increase and the longer delivery times will mean that overall levels of stock will also grow.

Product development policies will also mean alterations in production and inventory decisions. Companies must give priority to the availability of the new product to ensure that it is available on time and in the correct quantities. Finally, diversification will involve the most radical alteration in inventory policies, combining the effects of market penetration with product development.

Working practice

1. Identify the potential for direct delivery to reduce inventory requirements.

2. Identify potential for postponement in production.

3. Identify potential for standardisation in production.

4. Consider impact of production technology on stock holding.

5. Define re-order policy.

6. Establish speed of order supply.

7. Set safety stock levels.

8. Define re-order points.

9. Establish monitoring and control methods.

10. Consider the effects of strategic change on inventory policy, and implement change before change occurs.

Sales Promotion

Magdeburg Beer

The management of Magdeburg Beer, an Indian brewery located near to the main metropolitan centre of Bombay, were reviewing the marketing plan for the next year. The Indian beer market had expanded rapidly during the late 1980s and throughout the 1990s. With economic growth there had been a steady rise in disposable incomes in all the major urban areas. As spending power had increased, the regulations on the sale of alcohol in many Indian states had progressively relaxed. The company had been established for 2 years. Sales grew steadily over the period from 2.0 million litres in the first year of operation, to 3.5 million in the current year. This progress had been satisfactory, though the production plant, with a 5.0 million litre capacity, was still not breaking even. The management was determined to expand consumption rapidly, providing adequate profitability could be maintained.

Segment

The beer drinking population was exclusively male, young to middle aged, urban and from middle socio-economic groups. Beer drinking was a group activity, and therefore the choice of drinking establishment was heavily influenced by group pressures. Religion was also an important component of the demand for beer, as pressures on the Muslim community reduced the level of beer consumption. There was no significant risk associated with the segmentation decision, as the product, though new, was in an existing category with limited risk as there were few group influences on the beer purchased by the segment.

Product

The company produced a strong lager beer, brewed under licence from a German company. The alcoholic content was slightly higher than the competition and the taste was also stronger than the traditionally milder beers that had been previously produced in the Indian market. Research indicated that the typical consumer preferred cold beer in comfortable surroundings, and regarded foreign beers as significantly superior to those with local Indian connections. The Indian consumer was not however willing to travel far for a particular brand, and would drink an alternative product if the preferred brand was not available in the local outlet.

Information

The company carried out regular market research. This revealed that the product had a very high rate of repeat purchase, and that consumers, once they had tried the beer, preferred it to the competition. The company regularly monitored: sales by area and by van salesman; product quality through detailed quality control carried out on a daily basis; costs of raw materials; sales performance by sales representative; labour turnover; debtor and creditor analysis. 

Packaging and production

The company used  the standard 0.6l bottle which was used for a wide variety of soft drinks in the Indian market. The label was based on that used by the licensee in Germany, translated into English. It also carried the necessary information for local legislation.The product was bottled in a modern automated packing plant and supplied via piping from the brewery which had been constructed 3 years previously at the cost of $1,300,000. Fixed manufacturing costs - all labour, local taxes - were $100,000 per annum. Variable costs - raw materials, power, bottles - were around $0.10 per bottle.  

Distribution channels

The Indian beer market was characterised by a very high level of on-trade consumption. (Beer markets are divided into those that emphasise on-trade consumption, that is drinking out of home in bars or other drinking premises, and off-trade consumption, drinking at home). The on-trade consumption took place in basic bars with limited decor and seating arrangements. Such bars were owner managed and stocked a variety of beers, were open long hours, and aimed to achieve the maximum volume of sales to the clientele. The average outlet served 4 or 5 competitive beers. 

As the level of service that the outlets provided their clientele was limited, the owners of the outlets were prepared to support beer sales of a particular supplier if they received investment to improve the outlet. There were two common requests. The first was the supply of a large refrigerator to cool the beer for the clientele. For the necessary $400 investment the owner was normally prepared to guarantee that only the supplier beers would be stocked, though monitoring and control of this guarantee posed substantial problems. The second was for re-furbishment, including the supply of ceiling fans, better tables and chairs, and painting. The investment required for such upgrading would be around $2500. For such an investment, the owner of the outlet would be prepared to reduce the number of competitive beers on sale to one, or at the maximum two, others. This would have the possibility of substantially raising the potential market share in each of the outlets, though again there was the likely problem of ensuring compliance with the agreement. Magdeburg  had considered the possibility of creating its own outlets. A typical outlet was capable of selling around 100,000 litres of beer a year (approximately 500 bottles/day). Buying the site and refurbishing it to adequate standards was estimated to cost around $15,000. Running costs would be around $1200 a year.

Supporting the distribution channel

Magdeburg operated a simple van sales operation in its supply area. Company lorries set off each day with a designated number of customers. Beer sales were made from the lorry and customers invoiced on a daily basis. In the current year, the company supplied 1500 outlets via a fleet of 20 lorries. The cost of the supply operation was around $50,000 per annum. The product had a relatively long shelf life, and the company carried, on average, 5 days stock of product in the warehouse next to the factory. Finance costs in the Indian market were currently around 15 per cent.  

The distribution channels expected daily deliveries or at the worst, deliveries every other day, a profit margin of 30 per cent on the retail price, posters and beer supply promotional material (beer mats, and other bar material). The van sales representatives received a graduated commission for the beer that they sold. For each sale above 600 bottles per day, the sales representative received $0.02 per bottle, above 750, $0.04 per bottle, and above 1200, $0.07 per bottle. The sales representatives were responsible for all debt collection and invoicing. Most of the sales in the region were for cash, though an increasing proportion was on monthly credit terms. A number of sales promotional techniques had been identified as appropriate for the market. The first was the supply of salty snacks for the bar outlets. It was anticipated that providing products such as Bombay Mix would lead to a substantial increase in consumption. It was estimated that every $1 of Bombay Mix would mean $5 of extra beer sales. The owners of outlets could also be encouraged to carry particular beer products with suitable financial rewards, of around $5 per month, though the exact sales values of such incentives was difficult to quantify. The company supplied each outlet with a range of point of sale material, including beer mats, posters and match-books. The expenditure on each outlet was estimated  to be around $100 a year. The owners of the distribution outlets were particularly enthusiastic about the supply of match-books, and claimed that doubling of this promotional item would lead to a 10  per cent volume uplift. The costs of this  would be an extra $20 per year.  

The company had also investigated the possibility of a bottle top promotion. There were two options that could be explored. One was to print onto specific bottle caps a prize number, which could then be sent to the brewery to exchange for the particular prize. The other was a straightforward promotion based on the total number of bottle tops sent in. In each case the collection of  promotional items was similar. The company had sourced premium propelling pencils and pens (at a cost of $5 each), calendars ($5) T-shirts ($6), silk ties ($8), and beer mugs ($10). The company had also considered including a holiday in Europe, with a visit to Euro-Disney and Germany as a premium prize in a competition. The cost of this would be $6000. Though none of these sales promotional techniques had yet been used, similar programmes used by other consumer goods manufacturers had led to a 10 to 15 per cent sales uplift.

Pricing

Price was very important in the Indian beer market. Customers bought on price first, and on product quality second. A market average price for a 0.6 litre bottle of around $0.75 had become established over the past 2 years. Magdeburg Beer had accepted that they would not be able to sell their product at a premium in the short term, as attempts in previous years to increase their price had led to substantial volume declines.   

Promotion

Indian legislation created limitations on promotional material for  alcoholic drinks. Companies faced strict controls on any promotional material in either press or television. Posters could be used providing no direct sales reference was made. The company had used posters with pictures of German beer drinkers in the town of Magdeburg over the past 2  years. Each poster cost around $100 a year to display.

Action

What sales promotion policies should you follow? 

Are there others that should be considered?

What are the likely problems that you will encounter? 

How should sales promotion be integrated into the marketing mix?

Guidelines to sales promotion

As distribution channels become more concentrated, and the majority of industrial sectors also have fewer companies with larger market shares, the pressures on the suppliers to support their distribution channels has become more intense. It is important for marketing managers to separate their promotional planning into that which supports the distribution channel - sales promotion  (often called 'promotional push' in that it pushes product through the distribution channel); and that which persuades the consumer to buy the product or buy more of the product - direct promotion (often called 'promotional pull' in that it pulls product through the distribution channel).

Sales promotion differs from direct promotion in that the effects of the promotional investment are short rather than long term. Investment in sales promotion leads to an increase in the sales of the product or service at the expense of the competition. Once this investment ends, the market relationship generally returns to the normal equilibrium, except in the case of new product introductions. Though sales promotional activity is short term, it is a powerful element in the marketing mix. It can be used to improve repeat purchase, achieve initial market penetration, and manage change in the market. Different sales promotional methods achieve different results and it is important to appreciate the variety of techniques available and how they work, in order to make the right investment decision and - once it is taken - to control it effectively. This means that sales promotion has to be integrated in a structured fashion into the overall marketing plan. One possible approach is outlined here. 

Set objectives

The first issue that needs to be clarified is exactly what is the sales promotion to achieve? A considerable amount of investment in sales promotion is made without an assessment of the objectives, and this normally becomes wasted money, as choices of promotional technique are driven by the creation of objectives. The marketing department will have to decide whether the sales promotion investment is directed towards increasing the level of repeat purchase, achieving increased trial, or some other goal.

Identify available promotional techniques

Each market will vary as to what techniques are available, due to a combination of legislation and market acceptability. For example, certain countries may ban competitions or lotteries. Market acceptability can include the willingness of the distribution channel to handle particular types of sales promotion, with a preference for promotions which involve the minimum administration (discounted packs, added value packs for example). The management of sales promotion is further complicated in that techniques that work in one sector may not be effective in another. Here is a description of  available sales promotion techniques.

Buyer incentives. In some markets it will be possible to provide incentives for  buyers for particular products. They may range from  buyer competitions - with the greatest purchasers winning particular prizes; to volume based incentives either for specific purchases or building over a period of time. Buyer incentives may be restricted by the distribution channel with many companies making it a serious offence for their buyers to accept gifts, and there may be problems with local legislation. Of most concern will be the effects on buyer expectations and the likely response of the other firms in the market.

Competition. The competition was one of the earliest customer based sales promotional techniques. The concept is straightforward in that consumers of the product are able to enter a competition with a single or more usually a range of prizes. Competitions pose administrative problems to ensure that they are effective and fair.

Lottery. The lottery is based on the concept that a small proportion of the total number of products manufactured will contain a prize. Packaging security will be important to ensure that the lottery items cannot be seen from the exterior or can be removed by store employees.

Added value pack. Two options exist for the existing product. Companies can offer extra product for the same price (10 per cent extra free); or they can include another item within the pack (toy monsters for children's cereals, for example). The security of the packaging will be very important for these types of lotteries so that store employees cannot remove the added product during the stacking process.

Banded pack. Banded packs, as a sales promotional technique, can be used in a number of ways. First, is to offer a discount for two or more of the same product. As electronic point of sales systems become more widespread, the physical banding that previously occurred ceases to be necessary for this particular type of promotion. Another approach for banding will be to combine two products - generally complementary - together - coffee and biscuits, shampoo and hair conditioner, washing up liquid and mop, and so on.

Sales accelerators. Suppliers may be able to increase the consumption of particular products by supplying associated products that encourage their consumption. This may include vending equipment in which only particular products can be stored; systems that encourage the use of specific product ranges - for example, specific computer languages or operating systems; or products that increase the demand for particular types of product - for example, salty snacks increasing the demand for drinks in bars and restaurants. Selling the sale accelerator at a low cost may mean that the company can make substantially greater profits on the associated products. However this concept would need to be carefully analysed, as the cost involved can be substantial and the returns minimal.

Self liquidating offer. A self liquidating offer is based on the supply of a limited number of other products available at a special price via the purchase of the product itself. An example would be T-shirts with special designs, kitchen equipment and so on. 

Coupon offer. Coupon offers  vary from the money off coupon - take this coupon to your local store for x off; repeat purchase coupons  - this coupon entitles you to x off your next purchase; to vouchers providing other products or services   - use this voucher for a free flight to x, collect y tokens for a free glass. Coupon offers often involve the development of material - separate from the product - which must be made available in the outlet or via some other means: for example, newspapers or direct mail. 

Merchandising. Merchandising involves the direct sale or trial of products at the point of sale with staff to personally promote the product. Examples will include the promotion of new products in supermarkets.

Special events. Special events are similar to merchandising in the service sector. They can increase consumption of a particular service; but may also be important in achieving trial. Hotels and restaurants for example run music evenings or concentrate on the supply of particular types of food during a limited period.

Sample pack. An important component of sales promotion, to achieve trial, is the small sample pack which allow the customer to sample the product at low or nil cost. Many companies have found that establishing links with the consumer as early as possible is vital in gaining market share. Classic examples include powdered milk promotion to mothers for babies when leaving hospital after birth, and fabric conditioner with the sale of a new washing machine. As technology improves the potential for the use of sampling has steadily grown. Packaging technology has allowed more and more products to be enclosed in small sachets or cardboard containers - printing technology now allows the addition of scratch perfume cards to magazines, computer systems can be demonstrated on low cost discs, and video/ virtual reality technology is allowing individuals to 'sample' much more complex industrial products.

Bar code. A new development of sales promotional techniques is to use the bar code on consumer products to generate 'prizes' either within the store or for other consumer products. This has been very successful in promoting  products to the youth market in the United States. 

POS. Point Of Sale is designed to gain attention and to group a set of products together. Early consumer marketing emphasised point of sale activity with a range of material that was produced for particular products - shelf  'strips' drawing attention to the product; shelf  'talkers' projecting from the shelf and moving in air currents, mobiles hanging from the roof, and vending stands to carry an entire manufacturers range. The control of such vending stands is difficult as surveys show that they are often used to stock a range of competitive merchandise. On the whole,  as large powerful companies rule in the distribution channel, the importance of Point Of Sale has declined. However, electronic signs have been very effective in gaining customer attention. Developments in the later 1990s are likely to include the introduction of laser technology to generate holographic Point Of  Sale material.

Discount pack. Discounted packs have maximum prices printed on them or are provided at a special price for a specific period of time.   

Credit. Companies are able to use different credit terms as a means of achieving increases in sales. The use of credit will be particularly important for expensive products in both the consumer and industrial sectors such as cars and household equipment, and construction equipment and computers. IBM for example gains significant revenue from the financing of computer equipment purchases. 

Loyalty reward. In many sectors, especially in consumer service operations, a sales promotion that concentrates on encouraging a high frequency of sale may be appropriate. Many airlines for example have created frequent flier programmes; retail outlets provide savings vouchers towards particular items at Christmas and so on.

Identifying output criteria

Sales promotions do different things. Their effect on the marketing mix will need to be considered as a series of output factors, so that the best promotion for a particular set of circumstances can be chosen. 

Image. Sales promotions have different effects on the image of the product. These effects  need to be carefully considered in relation to the overall product benefit. The potential impact will be greatest on those products which rely on price and attitudinal elements as a significant part of the overall product benefit. Thus banding a cloth to a container of washing up liquid would be appropriate, but not to a quality perfume. Self liquidating offers are also a difficult area to manage, as the offer must enhance rather than detract from the product. Quality control of merchandise will be essential for such a sales promotion. Buyer incentives can also produce the effect that the perception of the product has been diminished. Marketing management will therefore have to carefully analyse the likely effects of sales promotion on the attitudinal component of the product benefit. 

Repeat purchase. Each of the sales promotional techniques will be more or less effective at achieving repeat purchase. Competitions, self liquidating offers and repeat purchase coupons are likely to increase the level of repeat purchase by establishing an entry qualification. Extra value packs and banded packs also will have a value in increasing the level of repeat purchase, whereas Point Of Sale is less likely to. 

Targetability. The narrower the segment serviced, the more important it will be to use a sales promotional technique that can be effectively targeted and is not being broadly spread throughout the population. Obviously broad promotions are also more expensive than narrow. Buyer incentives are the most specific sales promotional techniques; discount packs are the widest.

Trial. Achieving trial is one of the most important issues in sales promotion in both the industrial and consumer markets. With a range of marketing models linking levels of trial to eventual market share, the greater the amount of trial the more successful the product can be  - obviously depending on the level of post purchase satisfaction. Sample packs, buyer incentives, coupons and merchandising will be the most effective techniques to generate trial.

Speed of implementation. Sales promotions vary enormously in the speed of implementation. Complex competitions require substantial amounts of planning, printing of material on the product and often separately in other promotional channels, discussion with the distribution channels, and so on. By contrast the use of straightforward discount packs will be much more rapid, as will the use of buyer incentives.

Production implications. Many sales promotion techniques have production implications. These will range from the relatively simple - the addition of a coupon for example on the packet, to the more complex such as added value packs with either bigger containers or items inserted into the packaging. Changes in the shape of the product may have implications for the external packaging and the organisation of the pallet and such alterations will need to be carefully evaluated. Whether or not the physical shape of the product is changed, the company will have to consider the impact of the special pack on the logistic system as it will constitute an additional line of stock. This will mean that it will need to receive its own code in the order processing system, and will be subject to a separate level of inventory control from existing stock as it will be important to ensure both that sufficient stock is available to meet the demands of the promotion, but also that the inventory system is not left with any of this stock at the end of the promotional period. In certain cases, there may be storage issues to consider as the inclusion of other products in an added value pack may change its storage characteristics.

Administration complexity. Many of the more serious failures in sales promotion can be found in the administration problems caused. Discounting of standard packs is straightforward and requires little administrative control. Competitions or coupon offers are more complex. Rules must be clear and understood so that there is no chance of forgery or other types of irregularity; and that the response to the customer is effective and satisfactory. As these type of activities are likely, if they go wrong, to be very damaging to the organisation - attracting as they will adverse comment throughout the media. Where the salesforce is involved in the administration of a particular promotion, as is often the case with buyer incentives, the promotion will have to be very carefully controlled as the potential for abuse will be greater.

Price damage effects. Every promotion influences the customers perception of the overall price of the product, and the willingness of that individual to pay the original price of the product once the promotion is completed. Some damage this relationship more than others. Straightforward price discounting is the most dangerous, making it difficult or impossible to recover the original price position. Buyer incentives also tend to have price damage effects as they raise an expectation in the market that price support will continue in one form or another, leading to a long term reduction in profitability. Extra value and banded packs have less serious consequences but are likely to still have some effect on long term price positions. 

Cost. Each promotional activity will vary considerably in cost. There will be different production costs. For example, extra value packs are normally cheaper than banded packs which can rarely be handled within the company and need outside subcontractors, and different administrative costs. The broader and the more complex the promotion, the higher the costs are likely to be. 

Competitive effect. Certain types of sales promotion may have serious competitive effects, leading to other firms in the market being forced to introduce similar types of promotion. Most likely to produce competitive reaction is the introduction of buyer incentives, though heavy investments in merchandising, and customer loyalty bonuses are also likely to produce some competitive response. The overall pattern of sales promotions, and their output criteria  are summarised in Table 9A form, with the main factors rated on a 1 to 10 scale, 1 not effective and 10 effective. 

Table 9A  Key output criteria for  sales promotional techniques. 


Image
Repeat purchase
Targetability
Trial
Speed
Price damage
Cost

Buyer incentive
3
9
9
3
8
9
2---5

Competition
5
7
5
3
3
1
2—5

Lottery
5
8
5
3
3
2
2—5

Added value
6
9
7
4
4
5
5—8

Banded pack
7
8
7
4
4
4
6—9

Sales accelerator
9
9
4
5
2
3
7—9

Coupon
5
8
5
7
4
6
4—6

Merchandising
3
2
8
8
6
8
5—8

Special event
7
3
9
3
3
2
2—6

Sample
7
2
8
9
3
4
2—5

Bar code
5
6
8
2
3
6
2—5

POS
3
7
3
5
9
5
2—3

Discount
2
8
4
3
3
8
6—9

Credit
6
8
4
4
3
8
6—7

Loyalty reward
3
9
9
2
5
3
5--7

Choosing the appropriate technique

The choice of the appropriate sales promotional technique will depend on the comparison of the output criteria with the goals set at the beginning of the exercise. As strategies change,  so will the type of sales promotion that should be considered.

Testing the method

It is crucial that once the appropriate sales promotional techniques have been chosen that they are tested in the market. Managers have to be able to assess the return on investment for a particular promotion, and for complex promotions it will be vital to ensure that the administration is in place to handle the problems that arise. Testing the sales promotional material will also highlight any possible production problems, another potential failure point in sales promotion. 

With the growth in information technology, testing of sales promotion techniques in the consumer market has become much easier to achieve. A side by side test of a promoted item with a non-promoted item, in an identical store, can provide reasonably accurate information on potential sales uplift. Regional testing of other promotional concepts is also relatively easy to carry out, allowing the more complex promotions such as competitions and EPOS to be evaluated. 

Budgeting for sales promotion

The testing of each sales promotional technique allows marketing management to accurately cost out the sales promotional exercise, and its cash flow implications. 

Implementation and monitoring

Each sales promotion will require specific action to ensure that the process is completed satisfactorily. This means that care will have to be taken in the planning of sales promotions and that critical paths and costs will have to be continually reviewed. In addition, it will be important to monitor the impact of the sales promotion. This requires the integration of  new information elements into the information system so that the company is able to rapidly react to failures or inadequacies in the promotion. Choices will also have to be made about either developing the sales promotion internally or subcontracting the operation. Where the sales promotion is complex, it will often be better to use outsiders. However as sales promotional investment is a high risk area, the creation of a contingency plan will be important to ensure that the company can respond rapidly to potential problems either with an outside contractor or within the organisation.

Strategy and sales promotion

Though sales promotion will be an important part of each strategy as an element of contingency planning, its specific role in each will differ. The main aim of a withdrawal strategy is  to get rid of the product in a controlled fashion. Short term sales promotion to control the level of sales may be necessary, though it will be important to consider the effects on other products in the range that might be damaged by aggressive promotion on a discontinued line.

Consolidation strategies concentrate on cost management. Sales promotion may be valuable in reducing inventory levels and generating cash, and where particular sales promotions have been particularly profitable on test (extra sales profit is greater than promotion cost) they should be used first. Sales promotion will often be central to market penetration policies as it will be one of the most significant levers in achieving greater market share. Marketing management will need to concentrate on those sales promotional techniques that are most effective in achieving high levels of repeat purchase and combining these with changes in the direct promotional policy.

Market development will also require different sales promotional techniques, for three main reasons. The first is that the objectives of sales promotion in market development must initially be to achieve trial, unlike other policies where repeat purchase will be more important. Secondly, the availability of promotional techniques will generally be different in the overseas market, which will inevitably mean a modification of approach. Thirdly, the problems of administrative complexity are likely to be far more severe in overseas markets than they are at home. This will mean that simplicity in sales promotion will be far more important in market development strategies than in market penetration. 

Effective product development strategies will rely heavily on sales promotion in the early period as trial will be essential. Marketing managers will have to invest in those sales promotional activities that are most effective at achieving trial within their particular industry, and to integrate this activity closely with the overall promotional investment. Diversification will require a significant investment in sales promotion. Typically it will mean that the emphasis will have to be placed on those techniques that are highly effective in achieving trial. Companies will generally have to consider substantially greater levels of investment in sales promotion to achieve effective diversification policies, more than would be necessary for other strategies.

Working practice

1. Set objectives.

2. Identify available promotional techniques.

3. Identify relevant output criteria.

4. Choose most effective technique.

5. Test.

6. Budget

7. Implement and monitor.

8. Consider the effects of changing strategy on sales promotion policy.

Sales Management

Sprint Sport

Sprint Sport had in the mid 1970s. Rapid growth in the running shoe market fuelled a demand which the main manufacturers  had difficulty in meeting. This allowed distributors like Sprint to become established through the import of Far Eastern product. Sprint, initially servicing the London area, achieved continuing growth in sales, profitability, customer base and product range during the last 6 years. Details are summarised in Table 10A.

Table 10A. Sprint progress in the last 6 years in  £'000, (except numbers of  outlets),  with year 6 the most recent year. 




1
2
3
4
5
6


Sales

550
780
1180
1340
1350
1420


Profit

125
180
320
340
320
310


Stocks
65
87
128
165
256
402


Outlets
750
900
1000
1300
1450
1950

By the end of the 1980s, the market for running shoes had peaked. Price competition became intense, as leading manufacturers started to heavily discount to maintain high production volumes. Sprint had initially tried to cope with the changing market by increasing its product range. However, this had led to a substantial increase in stocks without achieving the desired improving in profitability. In the fast moving competitive trainer market product  quickly became outdated and obsolescent, and Sprint was facing steadily greater write-offs against certain stock items. The company had also attempted to increase the coverage of the market by increasing the salesforce and the number of outlets on which they called. This had had the unfortunate effect of increasing the number of outlets that were not generating significant sales volume.

Sprint Sport  had always sold to the independent sports shop and footwear outlets in the South East via a salesforce of five. By 1985 the company were considering a re-organisation of  the salesforce into the three main regions - Greater London, serviced from the North London offices; a South East operation with a small office at Ashford in Kent; and a South West branch based in Reading, because of the long travelling time and high expenses of the London sales team when visiting outlets outside the Greater London area. The analysis of customer numbers and turnover is in Table 10B.

Table 10B. Source of turnover for Sprint in the last year in £000, and number of sales representatives. 

Area

Footwear shops  
Sports shops 
Salesforce 

London
810            

650


3          

South East
145


150


1         

South West
160


180


1

Total

1115


980


5 

Like many other companies, Sprint had a standard callage pattern for all of its accounts, requiring the sales representatives to call every 6 weeks on all the accounts in their area. In the last year, 80 per cent of outlets had been called on every month, suggesting that the average callage rate for each sales representative was around 2700 per year: or 12 calls per working day; generating an average sale of £105; costing on average £8 in sales representative time; and yielding a gross profit on sale of £42. Increasing the product range meant that the sales representatives spent a longer time in front of the customers, with an average customer contact rising from 10.5 minutes, 3 years previously, to 13.5 minutes in the current year. 

The maximum effective selling time in the majority of independent stores was around 10 minutes, as the proprietors regarded this as the effective limit that they could spend away from serving in the outlet. By the current year, the problem of supervising the salesforce had become considerable. Though the skills that the sales representatives employed were fairly basic, the management was aware that the longer serving representatives were more effective than those that had recently joined the company.  Turnover of sales staff  was running at 25 per cent per annum and  keeping and training the sales representatives would be particularly important. The growth in the salesforce meant that the managing director could spend less and less time with individual members of the sales team. Some competitors had resolved the problem of dealing with large numbers of small accounts by introducing a telesales operation, which reduced the need for sales representatives to call on such accounts. However the Sprint management had yet to establish policy in respect of this problem.

The average sale hid some considerable extremes. Sprint found that, on average, 80 per cent of its turnover was achieved from 25 per cent of its customer base, with a large proportion of its customer base providing few sales. This analysis is summarised in Table 10C.

Table 10C Sales analysis by customer number


Customer %

Sales %

Cumulative %


5


25


25


6-10


20


45


11-20


25


70


21-25


10


80


26-35


6


86


36-55


6


92


56-75


5


97


76-100

3


100

The future of Sprint

With the declining trainer market, the Sprint management were aware that in the long term they would have act. They had identified a number of key factors. First, Sprint expertise was clearly as a distributor of leisure clothing. Secondly, the company was currently based in the South East of England which had 30 per cent  of the total population, but 40 per cent of the total expenditure on sporting goods. Within the overall South East the company only covered 65 per cent of the geographical area. Though Sprint had concentrated on developing sales through the independent outlets this had been against the national trend which had seen the continuing rise in the importance of multiple chains. This information is included in Table 10D.

Table 10D. Changes in outlet numbers over last 5 years with year 5 most recent. 


Outlet type


1

5


Footwear independents
18000

11000




Footwear multiples 

11000

12000


Sports independents
8500

6500


Sports multiples

500

1500

In addition to the important multiple chains, there were a number of other distribution channels that the company had ignored. Among these were the large number of sports clubs buying team equipment - footwear, clothing - from agreed suppliers. Other significant consumers of sporting equipment included holiday camps and sports centres. This market was difficult to estimate, but the likely value and numbers of outlets involved is outlined in Table 10E.

Table 10E. Non-traditional outlets for sporting equipment.

Outlet Type

Number

Estimated sales (£ million)

Holiday camps
135


6.0

Sports centres
900


3.5

Golf clubs

3200


12.0

Football clubs
45000


15.0

Rugby clubs

3000


2.5

Sub-aqua

800


1.0

Most of the outlets in Table 10E are independent, except for the holiday camp sector which is dominated by three companies that are involved in 90 per cent of total purchases in the sector. Though the market for trainers had ceased to grow in real terms, other areas of sports equipment had not shown similar declines. The growth in other areas of  sports equipment such as skiing had been considerable, and was likely to continue in the foreseeable future. Some of the key market sectors are given in Table 10F.

Table 10F.  Market sizes for certain product sectors over past 5 years in  £million at retail, year 5 the most recent.






1

5


Sports clothing

160

220


Sports footwear

550

430


Tennis equipment

55

50


Skiing equipment

80

110


Swimming & diving

25

20

During the mid 1980s a number of companies had approached Sprint to act on their behalf to distribute sports equipment in the United Kingdom. Degree 7, one of the premium French manufacturers of designer skiing equipment was eager to improve representation in the South East of England. It manufactured a wide range of skiing equipment and clothing. Schamasseun, an expanding Dutch swim​wear manufacturer, was looking for market opportunities and offered its entire range of sporting goods for the UK market. With its experience of manufacturing in the Far East, Sprint was also considering the possibility of having a range of product manufactured under its own brand name, but were unclear as to the implications.

Salesforce policy

Sprint took the view that a number of factors might be responsible for the very high rate of turnover in the salesforce. The recruitment policy, with its emphasis on young sales representatives with limited retail experience, was a possible area of concern. Failure in the information systems in providing effective back up and support to the salesforce was another. This created delivery and accounting problems on a regular basis. Training and salesforce organisation was also continually changing. During the last 3 years the company had had a sales manager, replaced the sales manager with a sales director, and then had the salesforce reporting to the general manager. Training had also varied from year to year, but tended to be minimal. Finally, motivational policies were based on a simple commission structure which limited salesforce earnings to around a maximum of £18,000. There were no other motivational techniques employed. 

Action

What should the management of Sprint do to improve the performance of its salesforce? 

What are the implications of changing company directions on the salesforce is developed and controlled?

Guidelines to salesforce management

For many companies, the salesforce role in the effective development of a marketing policy is crucial. The greater the complexity of the product, and the greater the level of negotiation, the more important the salesforce in the overall marketing mix. A good example of the range of issues involved is the computer industry. At one extreme, the sale of basic personal computers to an electrical retailer will generally be achieved by the wholesaler and not involve a direct salesforce.  At the other extreme to the basic computer sale, the achievement of a hospital data processing contract will require detailed discussion with a number of individuals, exhaustive analysis of systems requirements, and considerable negotiation concerning the price of the core system and other peripherals: technical support, systems development, installation and training.

The type of  sales task determines the skills and qualities required to achieve the product service benefit. This will include an evaluation of where the salesforce should concentrate its activity - on the area, on the product, on the customer, or a mixture of the three. This is of course only part of the problem. Sales and marketing departments will have to  decide on the size of salesforce required to efficiently meet the needs of the market. This is far from a simple exercise. The greater the contact between the salesforce and the customer the better the chances of achieving a sale. But as the number of sales representatives increase so does the cost, with the result that an important trade off exists between the number of sales representatives and the level of sales achievement. 

This staffing issue will be modified by any investments in improving the efficiency of the sales operation. As the various components of the sales task are individually assessed and investment made to improve the productivity of the operation,  staffing requirements may be reduced. 

Once the staffing requirements have been resolved, the next stage is to convert task requirements into specific targets for the sales representatives. This creation of performance objectives also helps to determine the level of control or supervision required for the sales representatives to effectively carry out their duties. Associated with this will be a series of actions necessary to ensure that the human resources within the salesforce perform effectively and continue to perform effectively. This includes the effective management of  recruitment, appraisal, training and motivation policies. A step by step approach to salesforce management helps the marketing department to isolate the main issues; and to create an effective sales team that is consistent with the requirements of the marketing mix. One such approach is outlined below. 

Assessing the selling task

The first stage in the creation and integration of the sales team is the analysis of the distribution channels requirements and the product benefit. It  is important to be clear about the specific nature of  the sales task: not only in the core sales activities, but in peripheral areas as well. The main issues that will need thought are summarised in this section.

Complexity of product benefit/segment requirements. The greater the complexity of product benefit and the more demanding the segment, the more knowledge that each sales representative will need to acquire and maintain.This has implications for recruitment, training,  and  motivation. 

Complexity of negotiation.  At the simplest level the sales representative may be no more than an order taker; at the other extreme an aerospace or computer sales representative may be negotiating very complex deals. Complexity of negotiation will also be increased if the sales representative is dealing with several distribution channels, and where there are linguistic or cultural factors that complicate the negotiation process.

Installation and after sales support. Part of the sales task may involve after sales support. These service components also require special skills and knowledge.  For example, if the sales representative is involved in invoice chasing, there will be a need to understand the working of the order processing system; where the sales representative is required to resolve distribution problems a similar understanding of the logistic system will be vital.  

Training. A training component may or may not be part of the sales task. Where the company is using intermediaries for example, sales representatives may be involved in training each other; and where most of the activity occurs through poorly qualified intermediaries, this may be a very large part of the overall sales task. Obviously training requires additional skills and knowledge from the straightforward sales task.

Promotional involvement. With the increasing sophistication of customer requirements it may be necessary for the sales representative to become involved in the creation and management of local promotional activity (often called field sales). Again, these tasks need specific skills and knowledge. Often, sales representatives are also required to prospect for potential customers - a time consuming chore. This prospecting might  involve mail shots; telephone prospecting - often called 'cold' calling;  or being available for  local or national exhibitions.

Information collection. Companies may make demands on their sales representatives to collate information and even to organise specific market research with customers.  

Planning. The more senior the sales representative and the greater the volume of trade for which they are responsible, the greater the involvement in planning. Sales representatives at such a level will create annual plans with the customers to ensure that volumes can be achieved and the required overall support is provided.

Public relations role. All sales representatives -  often the sole company employee in constant contact with  many key customers - have a  public relations role. In certain industries, the sales representative will take an active part in promotional activity, and in representing the company at various social events. 

Administration. All sales representatives carry out some administrative tasks, but some roles will demand far greater administration than others. This will be particularly true for the more senior sales roles - such as those in national account or international sales management.

Travel. For many sales representatives, journey time will significantly exceed selling time, and therefore any investment in reducing journey times will have a significant effect on the overall costs of the salesforce. 

Determining customer specialisation

Customers will make demands on the relationship between the salesforce and the market. It is  therefore best to organise a salesforce on the lowest cost basis, that is on a geographical orientation with a single sales representative selling all products to all customers within a particular area. This has additional advantages - apart from cost - in creating a local knowledge pool and ensuring that conflict between team members is minimised. However there are limitations. Sales representatives will face difficulties in providing the customer with enough broad information on a wide product range; or in supplying enough detailed and specific information on a narrow range. These problems can be resolved by splitting geographical areas into product or customer specialisations. 

In product oriented operations the sales team handle particular product ranges to all the customers that might require them. Product knowledge is enhanced, and the sales representative can spend more time on a limited product range in front of the customer. The disadvantage of such an arrangement is that there may be considerable duplication within a geographical area, and that the salesforce may still not have the skills necessary to effectively service the customer. In such contexts, it will be necessary to divide the salesforce by customer. The salesforce becomes more skilful at providing solutions to customer problems - using the range of products and services the company produces,  and tailoring them to particular customer demands. The advantages are obviously high levels of specific skills, but this is accompanied by very high levels of cost. Where customers are larger and therefore more demanding, the supplier company has to respond with sales personnel with a higher level of negotiating skills. Situations  of this type,  lead to the creation of national account positions -  often grouped with other staff members into teams which concentrate on individual customers - providing tailored programmes for them. For many companies a range of different sales organisations may be in place. This creates additional problems of ensuring that authority and responsibility are carefully defined and that any developing conflict can be rapidly resolved.

Support

Any investment that the company makes in improving the productivity or quality of sales time will  reduce the number of sales representatives required. Any such development will, however, change the skills required by  sales representatives in line with the new type of support the company  provides.

The first, and obvious, type of support is in the identification of potential new customers. Marketing management can significantly increase the effectiveness of the sales team by providing sales leads. Any analysis of the costs involved will reveal that for the normal salaried sales representative promotional support will be highly cost effective, enabling the representative to concentrate on the most profitable sales activity. A subsidiary element, is the servicing of existing customers in as cost effective way as possible. It may be appropriate to concentrate a certain type of highly skilled - and therefore expensive - sales representative on achieving a sale; and then to pass the repeat business to other sales representatives who can handle that part of the business more cost effectively. For certain types of repeat purchase the integration of telephone sales or order processing staff may be acceptable. Where this is possible, there will be a considerable improvement in the selling operation's cost effectiveness.

The second area of support is in sales call preparation. Improved sales information about the client; setting of sales objectives; routing and call time planning; help with changes in sales timing via telecommunication links;  all increase sales productivity. In the sales call itself, investment in appropriate support material - videos, computer graphics, or appropriate literature - can improve overall effectiveness. Finally, technical support in the administration of an order - by downloading the order via the  telecommunication network, for example -  can significantly improve this part of the operation.

Work load analysis

The next stage in the organisation of the salesforce is the analysis of the effects of increasing or decreasing the number of sales representatives in the market. Any such analysis must start with the number of customers and a proposed frequency of callage. Dividing the customers into categories produces a pattern which might be as follows:

30  Type A: Frequency every two weeks: Call length 30 minutes

70  Type B: Frequency every four weeks: Call length 30 minutes

300 Type C: Frequency every eight weeks: Call length 20 minutes 

When the additional work elements, such as administration and travel are added to the overall work load, the total time required to complete the proposed callage volume can be calculated, on the basis of a standard year. This is normally based on a selling year of 220 days, arrived at by 365 days in the year less weekends (104), less holidays (25), less company meetings (10), less training (6), and a selling day of 8-10 hours. As sales support  increases, the level of effective selling time will grow. The other factor to be taken into account, at this stage, is the expertise of the salesforce. Any initial estimate of the selling time required is generally based on a fully skilled salesforce. Where the salesforce contains a mixed range of skills,  the total selling time will have to be modified by the effective headcount figure. An example would be as follows. The total selling time for a particular company is estimated at 15,000 hours. With the review of salesforce skills, it appears that the salesforce is only 60 per cent effective. This would mean that the real required selling time would be 15,000/0.6 = 25,000 hours. 

As more sales people are added to the sales region, sales volumes will increase, but so will costs. A variety of approaches have been developed to assess the optimum. One of the most useful is to divide the customer base into highly profitable, moderately profitable and less profitable and to consider the return on time invested.

CPCH = DC/CH, BEV = DC/GMP, ROTI = GM/CTI, BEV/CHR = GPCH/GMP   

Where CPCH is the Cost Per Call Hour, DC are the Direct Costs, CH the number of Callage Hours, where BEV is the Break Even Volume, GMP the Gross Margin Percentage, where ROTI is the Return On Time Invested, and GM is the Gross Margin on sales obtained. 

This calculation will give the total number of individuals required and their workloads, which will allow the company to create job descriptions and performance targets.

Issue job description/ performance targets

The guiding principle of job descriptions is to create a specific and clear framework for identifying the role of a particular post within the organisation. For the individual the job description will give guidance on  what is expected in terms of work output: a work performance or measurement issue; establish clearly the degree of autonomy, responsibility and authority that the individual has in a particular position: a power issue; create a framework for measuring the demands of any particular position and how it should be regarded in terms of pay, skills, training requirements and type of individual that should fill the post: an evaluation issue. Here, in outline, is a typical job description.

Job title/ Grade/ Job function.  The main objectives of a particular job, its broad scope and  main areas of activity.

Reporting structure. To whom the post reports - line responsibility; for whom it is  responsible - line responsibility; with whom it has contact for functional purposes on a continuous and/or intermittent basis - staff responsibility. Ideally this written reporting structure should be accompanied by an organogram (or diagram) of the firm with the relevant individuals included. Such support material will greatly improve the effectiveness of induction programmes when new employees are brought into the organisation. 

Responsibility. The job description must provide an objective method of assessment of  how  well the individual performs the tasks associated with the job. This will include an evaluation of those tasks; the geographical areas that are involved; what sort of budgetary targets; personnel responsibilities in recruitment, appraisal, training, discipline and motivation.

Degree of authority. The job description will also define the appropriate level of authority that goes with the job. Important in this respect  is the degree of freedom over budgetary expenditure, and flexibility over dealing with subordinates, in areas such as discipline, recruitment, and motivation. 

Components of work. It often will be useful, for a number of purposes, to list the tasks in which the individual will be involved in a particular job. This will clearly tell the staff member concerned what is expected and provide a standard for measuring performance. The main areas will be planning; control of projects, personnel, and finance; clerical tasks either simple or complex; communication with superiors, equals, subordinates, suppliers, or customers; and the manual work, unskilled, semi-skilled or skilled.

Personal conduct. It will be important to specifically define the rules and regulations for personal conduct, both with respect to national laws and company regulations so that the individual is again clear about company expectations.

Appeals procedure. Finally, the job description will need to identify the grievance procedure if a conflict arises between the company and the employee.

Detailed job descriptions  allow a manager to measure the skills and aptitudes of individuals: important in appraisal, training, motivation and discipline; and to identify those most likely to perform efficiently in a particular post: important in recruitment or alterations in working practices.

Control

Each sales representative has to be monitored and directed in order to achieve the goals set for the salesforce in the marketing strategy. Greater supervision will mean higher costs and, frequently, reduced motivation amongst the sales representatives. Companies should aim at minimising the level of control though this will depend on the complexity of the selling task and the level of individual skill. As tasks increase in complexity there is a requirement for increased supervision; as skills increase less supervision will be required. One extreme will be a newly established and unskilled salesforce operating in a new market; the other will be a highly skilled salesforce operating in a well established market. Spans of control would vary from perhaps 5 in the first case to 12  in the second. 

Recruitment,   Appraisal,   Training,   Motivation

The first stage in recruitment is to make sure that the salesforce accurately reflects the demands of the marketing plan, and that appropriate training and motivation is available so that sales staff are  sufficiently skilled  to achieve the required results. As the complexity of the sales task increases, this will have to be reflected in a more and more sophisticated motivational programme.

Implementation and monitoring

Salesforces must  also be monitored to ensure that they remain effective.  Many systems concentrate on the relationship between sales calls and sales achieved, often termed the batting average. Others consider the total volume of sales achieved during the sales cycle. Both of these approaches are seriously flawed. The crucial question is the issue of productivity - what output is achieved by what input into the sales process by the sales representative. Concentrating on sales profit rather than volume will focus the analysis on return to the organisation rather than total sales which may not be profitable - and may be achieved by one sales representative at a much higher discount than another. On the other input side, the analysis must concentrate on total selling time - net of administration, appearance at exhibitions or other promotional events, travel, training and so on; sales representative effectiveness - the concept of effective headcount; balanced by the cost of the sales representative to the organisation - salary, expenses, supervision costs. Such an approach often leads to the creation of the salesforce as a separate cost and profit centre within the organisation with the sales region taking in product on a cost plus basis and being measured on the level of profit that is achieved by the sale of the product less the sales region expenses. Where such a system has been introduced there are a number of associated advantages, including management development, higher levels of motivation and lower levels of cost.

Strategy and the salesforce

Each of the strategic options require changes in how the salesforce is organised and directed. Withdrawal strategies will alter workloads and often have significant effects on work practices. Salesforces will be selling less product, they will often see changes in their customer base, and they will often be the only way in which the company explains the rationale of the product decision to the market. Often more important is the effect of product withdrawal on motivation. Sales representatives will have spent time on developing particular products; commission elements in compensation may also depend on the achievement of overall volume targets in which the withdrawn product is an important component. 

Consolidation strategies  involve concentration on efficiency within the operation and this will mean that the salesforce will need to be analysed to determine whether they are working at optimum levels of effectiveness. 

Market penetration strategies can mean changes in work type, customer specialisation demands, work load and motivation. Typically the company can achieve market penetration by increasing the work load of the sales representatives; making them work more effectively; changing the customer specialisation - thereby making them more effective and achieving greater sales; selling to different distribution channels; or by increasing the numbers of sales representatives operating in the market.

Market development will make similar demands to those of market penetration in changes in work type, customer specialisation, work load and motivation. In addition it will mean that recruitment, appraisal, levels of support provided by the company and supervision will need to change. Normally the sales task in the international market will be very different from that of the home sales market with different levels of negotiation, planning, promotional involvement, information collection and training. Work load tends to be greater with international sales representatives having larger territories and spending more time travelling.

Product development will involve a change in the work content of the salesforce. A significant amount of time will have to be spent on the new product rather than the existing product range. This will mean that training will have to take place and that the motivational mix will have to change to make sure that the sales representative is concentrating on the new product rather than entirely on the existing product range. Diversification will be most demanding strategy for the salesforce. Such a strategy will mean complete changes in working practices, customer orientation, support, and control. Companies involved in diversification strategies will need to consider substantially raised levels of investment in the salesforce to ensure that such strategies work.

Working practice

1. Determine selling task.

2. Decide on customer specialisation requirements.

3. Deciding on the necessary level of salesforce support.

4. Defining sales representative requirements by job description.

5. Decide on the necessary level of control.

6. Establish appropriate recruitment, appraisal and motivation policies.

7. Implement and monitor.

8. Consider the effects of strategy on salesforce organisation before implementation. 

Order Processing

Herbert Engineering

The board of Herbert Engineering were reviewing the future development of the company in order to create an integrated strategic and financial plan for the company. 

The company

Herbert Engineering was a small manufacturer of generating equipment. Manufacturing generators involves the integration of a number of separate components: an engine - normally a diesel, with an alternator and control systems. The entire unit is then placed within an overall frame which includes cooling systems, fuel supply and electrical supply panel.  The prices for such systems ranged from around £12,000 for a 40KV (kilovolt) unit, to £50,000 for a 250KV unit which was the top of the range unit that the company could supply. The company had also started to gain a reputation in the design and construction of sophisticated control systems. Over the past 5  years the company had seen sales grow rapidly, though profitability had been erratic as Table 12A indicates.

Table 11A.  Five years progress of Herbert Engineering with year 5 most recent (all in £000).






Year




1
2
3
4
5


Sales

1550
1757
1950
2605
3340


Cost of sales
1540
1700
1870
2610
3000


Profit (loss)
10
57
80
(5)
340


The company was privately owned - all the 100,000 £1 shares were held equally by the managing director and his family and the other partner in the business who worked as the research and development director. The company had not paid any dividends since its formation, 12  years previously.

Fluctuations in the cash flow and other operating factors had meant that the company needed to look at future operations very closely so that it did not run into liquidity problems over the planning cycle. Company directors considered that an effective financial planning horizon would be 4 years - 2 years for the decision cycle, and a proposed payback period double the decision period. Generator companies were a relatively high risk stock sector because of the exposure to international operations, with a risk premium of 1.5. Returns on government stock in the current planning cycle was 7.0 per cent. Inflation was low and likely to remain low over the planning cycle. The progression of the balance sheet over the past 4  years is in Table 11B.

Table 11B. Balance sheet movements, last 5 years with year 5 latest - all in £000. 





1
2
3
4
5


Assets


fixed           

120
115
130
135
155


equipment

55
67
60
55
50


debtors

200
250
300
700
450


inventory

110
140
150
170
280


cash


50
25
70
85
135


Total assets

535
597
710
1115
1070



Liabilities


trade creditors
35
75
100
150
200


short term debt
210
250
300
450
400


Total liabilities
245
325
400
600
600


Net assets

290
272
310
515
470


Financed by


Equity


100
100
100
100
100


Share premium
190
172
210
415
370

Typical competitors achieved 35 per cent gross profit margins, 5 per cent net, and maintained a return on capital employed that varied between 12 and 18 per cent. Stock turns tended to be around  15 times a year, debtor lengths around 30 days and creditor lengths around 60. Liquidity ratios tended to be above 1.0.

The market

The power generator market had several segments, some were not open to Herbert Engineering. The largest sector was power station engineering for background power generation where generators were designed to supply over a million watts of power. These were manufactured by the largest engineering companies with sophisticated technology and low cost project finance and were open to international competition.  Herbert Engineering could not provide such services and was limited physically by the current production site to the smaller generator systems.

Overseas, there was a substantial market in many countries for background power generation for companies and individuals, where central authority had broken down or there was limited investment in national electricity supply systems. Developing countries were the main markets here. In the more advanced economies, changes in the management of national power systems, with the introduction of privatisation, or increased competition, had led to significantly increased costs of supply to rural customers. Customers in distant rural areas would be more likely to install individual power generation systems, a trend that was well established throughout continental Europe.

With the increase in the level of capital investment in many organisations, continual supply of power became more and more important. Companies with large computing facilities, or sophisticated manufacturing plants could not afford interruptions in the supply of power.  

Environmental and safety legislation had also strengthened the demand for  standby power systems. Companies had to make sure that they could maintain pumping systems, heat and light, as they would otherwise face large fines in addition to possible jail sentences. All these pressures created a substantial market for the supply of emergency generators. Customers included large financial services companies, wholesale and distribution outlets, medical and nursing centres, manufacturing companies with substantial investment in sophisticated equipment or involved in the movement of liquids, and a variety of agricultural and leisure centres. These customers did not demand immediate delivery of generator systems as they planned  for the integration of stand-by power systems. Credit problems in this area of the market were far less pronounced, and Herbert Engineering had not suffered any bad debts from such customers over the past 5 years. 

As energy costs increased, there was also an increasing demand for more complex control systems which could minimize power use in large buildings by integrating thermostats, vents, and heat pumps. These complex control systems would cost around £12,000 for a large building but would pay back costs within the year.  The future trend in the industry suggested that large sophisticated companies would invest in combined heat and power systems to reduce the ever rising cost of energy. Companies were prepared to pay a high premium for systems that worked and could provide  the  required savings.

 For the majority of customers, price was all important. There were many companies producing low cost diesel engines and alternators, and second- hand systems were also available in very large numbers. For example it was estimated that there were over 150,000 broken down generator systems in Nigeria alone, which could be re-furbished and brought back into the market. In this market sector, margins were low as the analysis of the source of profit indicate, but order sizes were relatively large with an average £25,000 per order. Another problem with this sector was control over payment. There had been a high level of bad debts for Herbert Engineering and other companies in the sector, which was reflected in the profit and loss account for the previous 4 years. Poor controls over payment had been responsible for the loss of around £110,000 over the past 5 years.  Many of the customers in this market sector also had a record of slow or delayed payment, which meant increasing pressure on working capital requirements.

For other customers, especially those in Europe, reliability and sophistication were more relevant. Herbert Engineering had developed an automatically controlled generator system. The customer could specify how frequently the machine would self-test. The standard package was to start on a weekly basis, top up the batteries and carry out a range of self testing functions and advise the customer in a liquid display panel if there were particular problems, and the company or its local representative could be called to resolve the issue before the equipment was needed in earnest. In this sector, the company could achieve substantially better margins as the analysis of the source of profit indicates. One drawback of this sector was that individual order sizes tended to be small at around £10,000 per sale.

Direct business between supplier and customer made up the greatest percentage of the market, though there were a number of intermediaries both in developed and developing economies. In the developed world, electrical contractors were the most important intermediary for the more powerful equipment. They were involved in the specification and installation of systems as part of an overall solution to an end user problem. The package normally involved the complete re-wiring of a particular establishment. These contractors provided a complete service - including repair - for all their installations. Most provided an annual inspection service for all the equipment, and an emergency call out. The average cost of such services was £150. Herbert Engineering used a number of contractors throughout the UK market to provide the 24 hour service cover that many of the customers demanded.  Overseas, agents provided the same level of service in many markets.  

Competition

Most of the competitors were local companies that provided low cost supply to the local market. They also competed savagely for export business, providing the lowest price possible for basic equipment. Such sales were also dependent on the US dollar/ pound sterling ratio. When sterling fell against the dollar, sales to the developing world expanded rapidly. The relationship between the two currencies and the size of this particular export market are in Table 11C (increase in index figure indicates that sterling is weakening against the dollar). The future trends suggested that the index would continue to rise, with a further  strengthening of the dollar, though no economic forecast could provide accurate figures with which to work.

Table 11C $/£ index and movements in low cost generator market size by year 

with year 5 most recent.




1
2
3
4
5


Index

100
120
130
105
145


Market size 
50
70
80
45
90



(£ mill)  

Expansion in developing world markets was an option that the company had considered. Its main sales area were Syria and the Lebanon and these core markets could possibly be expanded via the recruitment of further overseas agents.  On the basis of past experience overseas business would only slowly develop, and the directors considered that it was unlikely that the new markets would grow more rapidly than £40-50,000 per year. The costs of recruiting and maintaining a new, technically trained, international sales representative would be around £40,000 a year, taking into account the very high travelling costs that would be involved.

Herbert Engineering had the expertise to provide more sophisticated equipment than local suppliers and competed against the medium sized integrated power supplier manufacturers. However, these companies tended to concentrate on servicing medium and large customers. By concentrating on smaller customers, such as nursing homes, hotels and leisure centres, large private homes, and plant nurseries,  Herbert Engineering provided a specific and profitable service. The market size for these services was growing slowly but steadily throughout Europe, as  Table 11D shows. The most rapid growth had been in the eastern part of Germany. In the longer term, though the market would continue to grow, it was not likely to show significant volume increases, but rather to be more demanding in the sophistication of the control systems that were available; and how these would be integrated into overall company energy management.

Table  11D. European market growth by year and country, all figures in £ million, 

year 4 the most recent.





Year


Country

1
2
3
4



UK


25
27
30
35


Germany

15
32
47
69


France

31
37
43
41


Italy


24
18
16
22


Spain


45
60
80
62



Other


91
90
83
111

Herbert directors felt that they could do substantially more business in Europe than currently. However, this would mean further investment in European sales representatives who could improve the amount of direct business for the company; instead of relying on architects and other intermediaries. To effectively exploit the European market, the directors thought they would eventually need three further sales representatives. Each would cost around £30,000 in salary and expenses. On the basis of the business that the company had so far developed in Europe, the directors felt confident that each sales representative could sell 10 sophisticated systems in the first year, 20 in the second rising to 30 in each subsequent year.  

At the top end of the market, Herbert competed  with electronic systems designers. However the company's increasing expertise in the integration of power generation with power use meant that it had substantial competitive advantages. The market throughout Europe for integrated systems was growing rapidly (Table 11E). Though the overall figures hid the trend, it was at the more sophisticated end of the market, for systems in excess of £20,000, that showed the most rapid increase in demand.  

Table 11E.  Integrated systems market by European country in £ million by year, 

with year 5 the most recent.






Year




1
2
3
4
5


Germany
25
45
70
120
140


France
15
20
30
35
50


Italy

10
12
15
22
35


UK

10
12
15
20
22

Herbert Engineering management thought that one vital area of investment, that should be considered, would be further research and development in integrated control systems. The market opportunity was a new one and one, - if not exploited in the short term - that would be dominated by other companies.  

The company would need to recruit an additional 2 personnel; rent new facilities away from the current plant - unless they moved to larger premises; buy laboratory equipment; and carry out an 18 month development programme for a new generation of control panels. The cost of the additional staff would be £40,000, the premises £20,000 - including the property taxes, and equipment would cost an additional £70,000.  The two directors had estimated that they would be able to enter the sophisticated energy control panel market via this development, though the company would have to also invest in a skilled sales engineer; and promotional support - using a combination of magazine advertising and exhibitions. The main alternative promotional channels, monthly magazines and annual exhibitions are in Table 11F. 

Table 11F Promotional channels for  sophisticated panels

Magazines


Circulation
Cost of ad £

Energy Management
35,000

2500

Control


40,000

3500

Power International

60,000

6500

Exhibitions


Attendance
Cost of stand £

Powerex


35,000

12,000

Control Systems

18,000

15,000

Environ


75,000

22,000

Manning costs for exhibitions would be very high, at around an extra £7000 each. The company considered that with this investment it would be able to sell, on its own,  5 more sophisticated systems in the first year, 8 in the second -  rising to 14 in the third, and 20 in the fourth.

Production

The company occupied ageing premises near the South Coast of England. These premises cost £35,000 per annum on a 25 year lease.  As with almost other leases,  the lease was subject to a 5 year uplift. Previous rent reviews had meant a 10 per cent increase. With the next review - one year ahead -  management were considering whether the investment in a rent review negotiator, at a cost of around £3000, would be appropriate. It was anticipated that the potential saving would be approximately one half of the likely rent increase. The company also paid £10,000 per annum on local property taxes. This was likely to increase at around 5 per cent per annum. There did not appear to be any method by which this obligation could be reduced. Nearby on the same industrial estate, larger premises were available at an annual rent of £47,000, with a property tax of £12,000. At present, the total heating and lighting bill was £5000 per annum, and this would not rise with any move to larger premises as they were better insulated with more efficient systems. Investment in a new integrated heating and lighting system was regarded as an important promotional device for the company

The company received sales enquiries from its direct mail activity or via directories and from previous customers. Herbert Engineering then produced a quote based on the creation of manually generated drawings. On average each design took 12 hours of  work, followed by a quotation process which took a further 2 hours as the specification was manually converted to costs. On average the company received 200 projects to quote on every year. Because of staff limitations, the company was only able to handle around 100 a year.  

Investment in a sophisticated computer aided design system would cost around £12,000 in addition to the four weeks training that would be necessary - suggesting an overall direct cost of £15,000. Herbert Engineering  had been offered a 3 year lease on the basis of £600 per month, with no residual value. Once the system was fully installed it was estimated that drawings could be produced in 2 hours, with the automatic production of costs on the basis of the specified components.  The managing director then took the finished drawings to negotiate with the customer in the majority of cases - the overseas agents acted as intermediaries in other markets. Each customer took a further 5 hours negotiation on average to finalise the contract, whether it was successful or not. Over the past 3 years, the percentage success rate had remained static at 40 per cent, with the company gaining a far greater share of the more sophisticated end of the market As many of the contracts for basic generator systems were won on the ability to supply at short notice, the company continued to hold a basic stock of engines and other components. This made up a substantial proportion of the inventory. Eight staff worked in assembly, which involved welding and a substantial amount of physical movement within the factory. The costs to the company of the shopfloor staff - including the one supervisor - was £120,000 per annum. Wage costs in this area of the company had grown, on average, by 10 per cent per annum.

Two staff were involved in the design, development and manufacture of the control panels, both for the existing generator systems and for the new venture into integrated heat and power units. These staff, one director and one skilled worker, cost the company £40,000 per annum. Currently the company bought in all the components including the circuit boards. This made the control boards very expensive to manufacture as almost each unit had to be hand-built by subcontractors. On an index figure of 100, the three product areas of the company had a cost breakdown provided in Table 11G.

Table  11G. Cost component of  product range by type, index figure of 100.





System




Basic
Sophisticated
Control panel

Engine

65
45


-

Alternator

20
15


-

Radiator

10
5


-

Control panel

-
20


70

Electronics

-
10


30

Base


5
5


-

The company could invest in a computer controlled numeric lathe, which could produce the wide variety of control panels required by customers. It would cost around £100,000, with an anticipated production life of 6 years. This would halve the production cost of the control panel as well as significantly reducing - by about 65 per cent - the inventory of basic materials  (around £25,000) that the company needed to hold. This equipment was available on a 3 year lease at £43,000 per annum. 

Once the generator system had been built and tested on site. Further tests were often carried out on on the customer's premises. These extra costs would be negotiated at the contract completion stage. Historically, the company always had  problems with payments, documentation, delivery to ports and so on. These were a major cause of the high level of stocks and debtors.

Two secretarial staff kept track of all the components, correspondence with current customers and potential clients, and the mailing list. They cost £10,000 per annum and used manual typewriters and card indexes for correspondence.  The introduction of a computer, which could handle all the correspondence and the mailing list would make it possible to employ only one secretary. The cost of the computer and associated software was £2000 to buy, or £55 a week to lease. The existing staff had no computer experience, and would be entitled to a minimum of £1500 severance pay each. Computer training would mean around 30 days at £120 per day.

The two accounts staff were also employed at a total cost of £12,000 per annum. At present, Herbert Engineering used a manual accounts and order processing system. A computerised system could be introduced at a cost of £1500, which would include all software and training for the one  member of staff that would then be required. As neither of the accounts staff had been employed for long, no severance pay would be required.  The cleaning staff cost £5000 per annum and the security guard £10,000. Subcontracting both services was possible and would reduce the cost by 50 per cent.

Promotion and salesforce

The company currently used direct mail for the majority of its promotional investment, while relying on directories for much of the low cost export work. It also traditionally  took part in  three of the major power exhibitions. The managing director carried out all the sales contact, though the company used sales agencies to support the three exhibitions that the company normally used. 

The existing budget

Management at Herbert had split the business into revenue and cost centres to provide a base for future analysis. They had broken down the revenue centres by geography, customer type, and product line, and had separated out a wide range of  cost centres  (Table 11G).  

Table 11G. Revenue  £'000 for Herbert Engineering by year with year 4 the most recent and average profit margin over the 4 year period.

By area

1
2
3
4
Margin %


UK

550
250
500
700
45



Eire

100
120
55
150
42


France
200
250
300
540
48


Germany
200
100
150
650
52


Syria

307
600
800
650
15


Lebanon
200
630
800
650
20


Total

1757
1950
2605
3340


By customer

1
2
3
4
Margin %


Contractor
300
300
400
300
32


Architect
400
170
205
640
40


Direct

600
250
400
1100
46


Agent

507
1230
1600
1300
18


Total

1757
1950
2605
3340

By product

1
2
3
4
Margin %


Basic

750
1250
1700
1100
19


Sophisticated
757
400
705
740
32


Control


system

250
300
200
1500
48


Total


1757
1950
2605
3340

Table 11H.  Cost centres £'000 by year - 4 most recent.






1
2
3
4


Premises


45
45
45
45


Heating and lighting

5
5
5
5


Equipment costs

20
15
15
15



Material costs

1365
1403
2100
2603


Labour - production

100
105
113
120


Labour - R&D

35
37
39
40


Labour- administration
23
24
25
27


Labour - management
20
25
25
35


Vehicle costs


5
3
2
2


Warehousing


15
25
20
20


Distribution


55
65
70
90


Order processing

2
3
4
5


Salesforce


5
5
5
5


Promotion


30
30
30
30


Bad debts


10
30
50
20


Bank charges

25
30
32
28


Misc (inc telephone)

15
20
25
30


Total



1700
1870
2610
3000

Financing opportunities

Leasing. The company could lease the new computer controlled numeric lathe equipment and the computer aided design systems at a cost of £4000 per month. It could also lease vehicles when these came up for renewal. The lease costs for a basic model costing £8000 was £300 per month, with no residual value.  

Pension fund. The company had over-funded the pension fund over the previous 3 years. It was estimated that there was around £25,000 that could be brought back into the company finances. 

Factoring. The company had been approached by a large number of financial services operations who would be prepared to handle the collection of all invoices for Herbert Engineering. They would provide 80 per cent of the invoice value immediately, and 15 per cent on collection of the payment from the customer. They would not deal with business outside Europe, nor would they take on existing bad debts.

Local government funding. There were several grants available for companies setting up in particular towns within the local area. At present, Herbert Engineering did not qualify for any. However if it was prepared to move 50 miles, it would be entitled to a £100,000 grant to establish itself in an enterprise area. Rents within this enterprise zone were approximately 50 per cent of commercial rents in other areas. The management were not sure what the additional costs of re-location would be; whether it would have to pay staff for house moves, and whether there would be any problems selling the existing lease in their current premises.

National government funding.  The national government had announced, 2 years previously, the availability of grants for high technology funding. These grants were for up to £75,000, on a pound for pound basis, for companies prepared to invest in specific high technology projects, of which energy management was one. The application procedure was complex and lengthy, and the experience of other companies suggested that Herbert Engineering had only a small chance of getting one of these grants, with a realistic estimate being 20 per cent.

Transnational government funding. The EEC had established a programme called EXTOC to accelerate investment in environmental management.  The grants were substantial; up to £250,000 was available for suitable projects, though the average grant for a small to medium sized company was normally in the area of £40,000. Specialists in EEC funding suggested that the company had a 50 per cent chance of getting one of these grants, though it was likely to be 18 months before the decision would be taken.

Franchising. One possibility that the company had considered was the creation of energy control franchises. This would be based around geographical areas in which franchisees would develop business based around the integrated control panel that Herbert Engineering were developing. The company would provide the panel on a cost plus basis to the local individual or organisation, which would also pay a royalty of 10 per cent of sales together with an initial franchise fee of £12,000. The management estimated that they could set up around 50 franchise centres throughout Europe over a 5 year period. The investment required would be an additional sales representative and promotional investment of around £40,000 per annum in magazine and exhibition activity. For individuals or companies in the energy management business, Herbert Engineering considered that the sale of 8 systems in the first year, rising to 12 in the second, and 16 a year thereafter would be feasible.

Supplier financing. The main supplier of the electronics for the control panel was Accelerator Systems, a company which mainly specialised in panels for lifts and reservoirs. They had little knowledge of power systems. Herbert Engineering had approached Accelerator to investigate whether it would be prepared to invest in advanced control panels. Accelerator had been prepared to lend £100,000 at 5 per cent, over 3 years, on the understanding that Herbert would enter into an agreement to only use Accelerator systems in their panels for a 10 year period, providing that the costs of Accelerator equipment was no more than 10 per cent above the average of competitive systems.

Bank borrowing.  The bank had become increasingly concerned about the level of debt that the company was carrying. It refused an expansion in the borrowing limit, and proposed that Herbert reduced its debt by 10 per cent in the coming year. Though the pressures on the company were not yet severe, the two directors thought that the new financial plan should include a reduction in the borrowing levels on that basis.

Local investors. Other companies had been successful in raising finance through advertisements in the local newspapers. Typically these deals had involved selling around 20 per cent of the equity of the business on the basis of a price earnings ratio of 12. One of the most active local investors had indicated an interest in taking such a stake in Herbert in return for appointment as a director and a semi-active involvement in the company. The local investors would expect to receive a 5 per cent dividend on their investment per year.

Venture capital. Herbert Engineering had finally considered the option of venture capital to provide the finance that would be required for the development of the control systems. Venture capital firms would be looking for around 35 per cent of the company in return for an investment of £400,000. They would expect to be able to sell this investment at the end of 5 years with a target capital gain of 120 per cent. The venture capital firms were not interested in receiving any dividend payment - they expected to make all their gains in capital growth over the period of the investment.

Action

What should Herbert Engineering do to develop an effective marketing policy?

What controls need to be introduced?

Guidelines to order processing 

The order processing system is not generally considered as part of the marketing mix, but is in reality very important. Along with the sales representative, and to a lesser extent the physical distribution system, it provides the public face of the company. Customers, after all, are not concerned what the state of the internal organisation of the supplier may be. What concerns the customer is receiving the right quantity of the right goods at the right time, with the correct payment terms and conditions. The order processing system is the mechanism by which market input - a customer order - is translated into productive output - delivery and payment. Companies can improve their competitive advantage by increasing the effectiveness of their order processing system, which will be particularly important in markets where non-technical product benefits are highly regarded, such as many industrial sectors. This improves the product benefit, influences the profitability of the operation and hence the ability of the supplier to invest in other marketing initiatives. The length of the entire order processing system can vary enormously; with each phase subject to considerable variation, an example of which is provided in  Table 11I.

Table 11I Typical order processing cycle.


            ORDER PROCESSING PHASE : SHIPMENT PHASE 


Customer Sales / Order Process/ Warehouse: Transport/ Customer 


                            
Days taken 


            1-3
        
2-5
        

3-5
        2-5                                 

The order processing system is also valuable to the supplier for a number of reasons. It is a key source of information about day to day efficiency - how orders are being met, whether customers are getting their expected level of service, and where the main problems are. Various priorities are implemented through the order processing system. In companies where orders queue for despatch, order processing guidelines determine how they are handled: which has priority and which can be delayed. Typically, small companies deal with orders as they come in - either on a first in first out basis; or on the basis of their complexity - with the more complex orders initiated first. As the company grows and distribution costs rise, there is a perceived  need for better consolidation of orders, and larger companies establish order priorities based on customer categories - establishing an order cycle target time for each particular type of customer. Much of the cost effectiveness of the distribution process hinges on the effective management of these priorities and on whether the order processing system is flexible enough to provide a mixed level of service - high for important customers and low for others. 

The documentation function of the order processing system is important in ensuring that payment is made by providing legal evidence that goods have been provided and shipped. It will also serve as a source of information about the consignment for the customer and the company. Correct documentation will be most important when dealing with overseas markets as inadequacies in this will be rapidly exposed by failure to either receive payment on time, or receive any payment at all. Other documentation will be necessary apart from documentary credits in such instances, including shipping documents, and clearance documents for local trade requirements such as certificates of origin or end user certificates. An example is provided  in Table 11J.

Table 11J. Examples of order processing phases and associated documentation.


Order processing phase     
Associated  documentation 


Sale




Product line specified


Order transfer


Copy for security


Order checking


Minimum volume/ delivery time


Credit checking


Credit clearance


Inventory check


Advice production notes


Warehouse details
        

Packing slip/ Transport advice/ 

 






commission statement 


Dispatch                           

Invoice/ bill of lading 


Delivery confirmation 

Return of delivery note


Posting delivery                 

Invoice


Post- delivery              

Receipt of payment 

Finally, order processing will give hard information for measuring the efficiency of the various departments against the requirements of both customer and the order cycle. One of the most visible is the relationship between sales callage patterns and delivery schedules. As minor customers receive sales calls infrequently, their expectations on delivery schedules will be limited. In contrast, major customers receiving frequent sales calls expect higher levels of service. The combination of the time between sales calls and the total order cycle time establishes a service cycle for the particular customer  category - A, B, C, D or E - which will decide the number of days that the customer can conceivably be without stock. An example of such a process is provided in Table 11K.

Table 11K. Sales callage integration with the order cycle.

Category

Callage 

Order cycle
Service cycle 

A             

twice weekly  
3  days          
6 days 

B          

weekly           
4/5  days         
12 days 

C          

bi-weekly          
6  days         

20 days 

D             

monthly            
9 days          

40 days 

E              

quarterly         
12 days         
130 days 

Reducing the order cycle time for particular customers or increasing the callage rate will lead to a decrease in the total service cycle. Transport effectiveness, warehouse efficiency  and inventory policies will also be measurable in a similar fashion against the demands of the order processing system. Effective order processing will therefore require a step by step process. An example of such a method is as follows.  

Establish customer order cycles

The first stage in any order processing system development must be to establish performance targets for the combined sales and delivery systems. This relates to the product benefit - how frequently are customers ordering and how rapidly do they expect to receive their goods? Companies must meet the required level of service to be competitive, and  must concentrate on servicing their most important customers. Where required service levels are low, there is little point in providing short order cycles. Once order cycles are established, they can be used as a standard against which the efficiency of the system is measured.

Order collection

Order collection refers to the transmission of a verbal or written order to the company. Order forms vary in level of complexity according to the company and product involved. At the simplest level, a mail order company receives an order through the post for a low cost kitchen utensil. At the other extreme, a firm may receive an order for generators for a power station. Although quite different levels of documentation are involved, it is still vital that it is as standard as possible. This helps to ensure that components of the order are clearly identified and coded to speed up the transfer of orders through the system, minimizing possible sources of confusion within the supplier company - with each unit and component having a unique method of identification. It will also mean that the sales representative has a final check on all the products that could be included in the order:  experience shows that unless it is on the list it is unlikely to be ordered.  

For companies in the industrial sector especially, it is the salesforce that is mainly involved in order collection. Even so, the company needs a high level of training and internal in-company information provision to minimize possible problems in order collection. The most important potential areas of conflict are the specific terms and conditions under which the goods are sold; the ability of the intermediary to negotiate on price; and the supply of detailed information on product availability and delivery times.  Investment in standardized order forms is not the only improvement that can be made in order collection. Where postal systems are inadequate, the transfer of orders from the sales office or sales representative to despatch point often significantly delays the entire order cycle. Investment in portable computer facilities or other electronic aids such as facsimile (fax) machines aid the transfer of orders from the field to head office. Where such systems have been introduced the benefits to the salesforce extend to electronic mail and improved information transfer, updated pricing and other sales conditions. Such systems are increasingly used in a wide range of consumer and industrial salesforces, especially where the computer has become integral for the display of alternative finance schedules and payback periods, such as in the financial services and office equipment sectors. 

Order checking

Action standards are needed to check orders for consistency. The most common inconsistencies concern pricing and discounts, closely followed by inaccuracies in product description. Standard order forms help greatly in reducing the latter. So does clear instructions to intermediaries or the salesforce. The introduction of computer links between the sales office and the despatch point has also reduced the common errors in pricing and product description. Clear instructions to intermediaries and the salesforce also limit confusion about minimum order levels but is insufficient where the order is complex. For example, in the installation of manufacturing equipment or computer networks. Here the preparation of a pro-forma invoice by the sales department will ensure that the order is checked and client agreement obtained before further action is taken. 

There are other reasons why a company must check order consistency - a substantially raised order quantity may for example indicate that the end user is facing credit problems or is trading outside the immediate area which may conflict with other distribution arrangements. Orders may be received from outside the traditional distribution channels or from a intermediary that is unwilling to co-operate with the company in maintaining particular price levels. As these types of order checking involve other departments within the company - marketing for example - senior management must establish clear guidelines about  what orders will be met and what action should be taken if the order is not to be supplied. The legal consequences of not supplying an order on grounds other than that of payment must be understood by the personnel involved in the order processing system. 

Credit checking

Part of the checking involved in order processing includes procedures and guidelines on credit - whether credit should be extended, and also what its limits are. A distinction is generally drawn between new customers and those that have had a longer-term relationship with the firm. For the new customer, laid down procedures should not allow credit above a certain sales value - or in many cases, not at all - without first checking credit worthiness and trading record, and receiving in certain cases trade references. For the established customer, records are needed on the level of any outstanding payments, and how overdue they are before further stock is released, the 'credit ceiling'.  Where a firm uses outside agencies to factor invoices - that is provide part payment or credit against the invoice value - credit checking can become more complex and time consuming. The credit check should be completed with a decision as to how the company will invoice the customer, together with the initiation of the necessary documentation.

Inventory check

Following the credit check, steps must be taken to ascertain whether inventory levels permit the order to be fully met and what action should be taken if it cannot be filled. This will almost certainly involve liaison between several departments and the completion of additional documentation. The sales administration or sales department need information about the proposed delivery dates and the likely non-availability of stock so that the customer can be informed; the production department about the stock movement to up-date the production schedule, or to initiate back ordering if necessary. Again, the effective transfer of information to the customer, and the order taker especially, is crucial to minimize potential problems. If a customer is kept well acquainted with the inventory situation  most of these problems will not exist, and supplying the salesforce with a weekly stock availability list helps them to complete orders with few out-of-stock items. Of course, informing customers about the non-availability of stock has its disadvantages - it may mean that orders will not be placed. 

Keeping intermediaries and sales representatives informed of stock availability is also important for motivation. Achieving a sale which is then cancelled through lack of stock is considered one of the most demotivating issues in sales management. The inventory check procedure should be completed with the issuing of documentation concerning the products available for shipment, combined with any additional instructions necessary for particular products or markets - certificates of origin, laboratory analyses.

Warehouse instructions

Information in the form of a packing slip gives the supplier's warehouse the go-ahead to initiate a picking routine for the order. Any special packing requirements accompany the packing slip which has the delivery instructions, and the delivery date. The warehouse manager can then assign priorities to the load completion. The packing slip will also generate information to other parts of the company and distribution system - to third party transporters if they are utilized, to update the warehouse information system on the availability of stock, to outside warehouses if delivery is to take place from regional depots, and the marketing and sales department for monthly sales figures. Commonly at this point, many firms prepare commission statements for the salesforce as the packing slip finalizes the total size and value of the outgoing order rather than the value of the order booked. This further underlines the importance of maintaining an accurate flow of information on product availability to intermediaries, or the salesforce, as restricted product availability will mean reduction in revenue for both. 

Transport planning

The packing slip has a further role in delivery planning and transport allocation. Using the information on the packing slip, the load planner must decide how to best consolidate the orders for delivery to particular areas in the territory. Improving the speed of the order processing system may mean that an increased number of orders are available for delivery earlier than required by the customer. This substantially improves the flexibility of the load planner's task as it will make possible maximum load consolidation. The disadvantage of such an approach is that there will often be large quantities of static stock awaiting delivery - an order once picked is no longer available for other customers. Where the company is supplying a range of products with varying perishability or with particular transport requirements (flammable or toxic for example), the product type will also have to be considered in determining which type of transport is appropriate. This may mean that split loads will have to be supplied to a single customer. The transport planning phase will need to be completed with the appropriate documentation, for the particular carrier and route chosen. 

Documentation review

As the order processing system is complex, and accurate documentation is essential to ensure prompt and full payment, it will often be important to introduce a distinct documentation review process. This will ensure that only the goods that are invoiced are included in the shipment (to minimize the chances of loss through theft), and that the minimum of products are despatched without reviewing and checking the associated documentation. Such a formal system is likely to reduce failure over a period as specific individuals can be made responsible for checking despatch, and action taken when high rates of failure are encountered. 

Post delivery

Once the load has left the warehouse with the delivery note, a copy will be sent to accounts for the creation of the invoice and to sales administration in case there is need for further follow up.With the completion of the delivery, the order processing system must check that the documents confirming delivery are matched up with the initial packing slips. Any future enquiry can then be speedily and effectively managed. Copies of these documents are retained by the finance department. 

Monitoring the order processing system 

The most important monitoring information in the order processing system will be the speed of processing, the level of emergency delivery, and the total cost. Though the average order cycle time yields valuable information about the system's efficiency, it is important to attempt to identify the slowest and fastest case in order to eliminate possible weakness, and to learn from the fastest cycle period which factors are important in achieving  a speedy turn round of order processing. A key output criteria of the order processing system is the ability to deliver product within the stated time. Failure to achieve the standards set require a re-appraisal of the operating procedures. Inefficiency in the order processing or stock control systems can make necessary emergency or special deliveries outside the normal planned delivery schedule. Though most companies experience this on occasion, and indeed will budget it as exceptional expenditure, a rising trend of emergency deliveries indicates a failure of the system to provide an adequate level of service under normal operating conditions.

 As volumes change, so will the cost of the order processing system. It will therefore need monitoring to check that costs are not rising out of line with the percentage change in volume. This is particularly relevant for a rapidly growing company using a manual order processing system. As volumes increase, the costs of ensuring that the system works effectively and smoothly may rise disproportionately, if the number of people employed goes up substantially. This then is the point when the introduction of a computerised system should be considered. Computerisation has become more and more important in the development of order processing systems as the ability of the software to track and maintain control over a wide variety of complex operations has become steadily more sophisticated. Mail order operators, for example, are more and more dependent on computer systems to control order processing operations. With their multitude of customers, product lines and delivery addresses, effective computer systems can provide competitive advantage.  

Strategy and order processing

As the order processing system is important in integrating company activity, it will naturally be affected by any alteration in strategy. Withdrawal strategies will mean changes in order cycles, alterations in order documentation, and modifications to inventory control and warehouse packing routines, so that the company can smoothly run down stocks. Consolidation policies will concentrate on making the company work more effectively without changing the level of required customer service benefit. Reviewing the order cycles to determine whether they are perceived as part of the product benefit may yield considerable savings in reduced order processing costs. Should the order cycles be optimal, improvements in document handling and checking will reduce costs and improve cash flow.

Investment in the order processing system may be one of the most effective ways of achieving market penetration, as improvements in the product benefit areas of delivery lead to higher levels of purchase. Marketing management will need to concentrate on the re-definition of order cycles and order collection methods.

Market development, by contrast, demands a far greater modification of the order processing system. Obviously the order cycles may become shorter or longer, depending on the customer demands in the new market, and distance will mean that new methods of order collection and transmission will need to be considered. Most important will be the changes in documentation required. Credit checking, inventory checking, and transport phases will all lead to changes in the type of documentation that is generated during order processing. As many of these elements are complex, a documentation review process is often essential to ensure that orders are paid for, and delivered, on time.

Product development will mean  ensuring that the new product is fully integrated into the process, and that any specific requirements (such as transport requirements) are identified and included in the order processing system. The importance of the new product to the company will also have to be taken into account in defining order cycles. Where the new product is especially important for the future of the company, shortened order cycles may be necessary to ensure that the customers are well supplied. 

Diversification will imply new customers and new products. This will put an extreme pressure on the order processing system which will need to be completely re-appraised in all areas, requiring considerable investment and testing to ensure that the company can meet customer requirements.   

Working practice

1. Define order cycles for customer groups.

2. Establish effective order collection methods. 

3. Create methods for checking orders for pricing, volume and product lines.

4. Set methods of establishing fast and effective credit checks.

5. Define methods of checking inventory levels.

6. Establish clear information channels to provide warehouse instructions.

7. Create transport planning system that integrates with the order processing system.

8. Consider the value of documentation review.

9. Integrate post delivery systems with order processing operation.

10. Monitor effectiveness of order processing system against set targets.

11. Consider the impact of strategic change on the order processing system before implementation.

Media

Freemantle Hotels

The board of the Freemantle hotel group were reviewing their existing policy and considering future developments. They were particularly concerned that any change in direction would open them to substantially higher levels of risk, and involve major changes in promotional policy. 

The existing hotel operation

Freemantle had grown rapidly during the past 5 years, and had become famous throughout Australia with its slogan - 'You're free at Freemantle' -  and its innovative hotel formula. Freemantle Hotels  were large, custom built units on the outskirts of all the main Australian towns, normally between the town and the airport. Hotels had been built at Perth - the original site near to Freemantle, the port of Perth; Sydney, Brisbane, Melbourne, Adelaide, and Darwin. There was also  a small resort hotel of 80 rooms on the Barrier Reef, which had become an important part of the group promotional policy. The main hotels had between 400 and 500 rooms, two swimming pools, a health club. The group had always built hotels as part of shopping complexes. This meant they  had access to, on average,  15 restaurants and eating places, and the widest possible range of retail outlets. Another innovative development was the provision of regular bus transport from the city centre and the airport. Buses ran at 30 minute intervals throughout the day and night. 

Freemantle carried out detailed research on all customers, via a lengthy questionnaire completed with one in 400 visitors to the hotels. This formed part of its comprehensive information system, which analysed occupancy and cost centres on a weekly basis, a whole range of personnel, supplier performance on a monthly basis, and a complex range of macro-environmental issues in the planning process. The profile that the hotel had defined was fairly clear, and was consistent for all the outlets. It is in Table 12A. As might be expected, the customer was predominantly male, aged over 25, and of the higher socio-economic groups. 

Table 12A. Freemantle customer profile by year with year 5 the most recent.





Year





1
2
3
4
5


Business

47
49
49
56
62



Conference

20
19
20
18
18


Government
1
0
7
6
9
10


Tourist

23
25
25
17
10

The main hotels were designed on a standard basis with air-conditioned rooms, ample working space, a bathroom, and cable television with a daily library of 30 recent films available. At ground level, the hotels contained extensive secretarial facilities, a large bar, numerous seminar and conference rooms, and a large coffee shop with 24 hour service. All the hotels were linked together by a satellite communication system which speeded transfers between centres, and accounted for a substantially greater proportion of internal reservations than achieved by the competition.  The hotel group had invested heavily in computerisation to control the accounting system and to speed guest payment. It had won the accolade of the 'Fastest Checkout in the East',  from one of the leading hotel magazines. 

The company spent heavily on direct promotion, and used the Barrier Reef resort as their main sales promotional technique. Each day at a Freemantle hotel entitled the customer to 'stay points'. When the customer had enough 'stay points' they were entitled to a free stay at the Barrier Reef hotel. The more points, the longer the stay. The business community were enthusiastic about this idea as it enabled them to get free weekends or longer holidays to be used with their partner or family.

Though the company had seen rapid sales progress over the past 5 years, the costs of expansion had been considerable. Each of the hotels, with the exception of the Barrier Reef resort hotel, had been developed as a greenfield site, often in conjunction with a retail developer. This had meant that the working capital requirements of the hotel chain had become more and more severe. The decision cycle over which Freemantle operated was shorter than the competition as the directors had studied rapid building techniques in the United States. The two recent hotel additions had been built and completed within 14 months, 6 months more quickly than the normal construction period.  They had found that, in Australia, they could achieve occupancy levels of 40 per cent in the first year of full operation, rising to 60 per cent in the second, and reaching the normal Freemantle level of occupancy in the middle of the third year. In common with all other hotel groups, Freemantle found that very few of the costs in the hotel operation were variable, and that capacity utilisation was essential to achieve adequate returns on capital (Table 12B).

Table 12B. Freemantle progress over the last 5 years with year 5 most recent,  all sales and costs in $ 000.




1
2
3
4
5

Rooms

1000
1400
1800
2200
2400

Revenue

20531
28743
36956
50107
54533


Costs of sales
17112
22642
29653
40000
41000

Profit 


3319
6101
7303
10107
13533

(Interest)

1750
2300
2800
4500
4800

Net profit

1569
3801
4503
6607
8733


Dividends

300
400
550
800
1050

The company had managed to achieve higher levels of gross margin compared with the competition, because of the customer mix and the lower cost structure (Table 12C). Freemantle achieved higher levels of return on capital employed than the competition because of  greater control over cost centres, and the decision to provide a limited restaurant service. The company had managed to control both its debtors and creditors during the period of rapid expansion.

The rapid growth of the group, had put substantial strains on the balance sheet as the company had required continual cash injections for expansion.  Initially this had been provided by a venture capital company Brolga Finance which had taken part in the set up finance and the mezzanine re-financing. They had sold their stake as the company grew away from Western Australia. The 5 year balance sheet movements are in Table 12D. 

During the last years, the company had issued a convertible debenture stock instead of more paper as the market had received five share placings over the previous 4 years.  The shareholders were now mainly institutions, such as banks and insurance companies. Over the past 3 years, more and more foreign investors had bought stock in the company, as they recognised the potential for the longer term future of the Australian economy. The present shareholding structure was 85 per cent  institutional and 25 per cent  foreign. The current management held less than 5 per cent of the equity. No shareholder owned more than 10 per cent of the equity, though the Marito group, a Japanese construction company had built up a 8.5 per cent  stake and was continuing to add to it. Under Australian law, the company was required to capitalise 50 per cent of lease commitments.

Table 12C. Ratios to total Sales of Australasian, Asian hotels compared with the Freemantle group averages





Australasia
Asia
Freemantle

Average occupancy

69%

66%
75%

Average room rate $
54

72
75

Revenues - % contribution


Rooms

52

50
70


Food


23

28
10


Beverage

11

9
9


Telephone

3

5
5


Rentals/other

4

7
10


Total


100

100
100

Cost centres - %


Administrative
8

9
12



Marketing

6

5
8


Energy costs

2

8
4


Maintenance

4

5
3


Management fees
3

4
-


Fixed charges
11

10
13


Rooms

17

9
15


Food


24

20
9


Beverage

12

6
8


Telephone

3

4
4


Total costs

90

80
64


Gross margin
10

20
27

Australian interest rates were at present 9 per cent and the long government bond was yielding 7 per cent. Hotel investments had been traditionally a fairly solid investment in the Australian market and the risk premium was estimated to the around 1.2-1.5.

The industry

The market was continuing to grow, though demand was patchy varying from country to country and sector to sector. Overall global occupancy rates remained around 67 per cent, with declines in North America and increases in Latin America, and throughout the Asian region where occupancy rates remained above 78 per cent  over the past 5 years. Economic growth and expansion in capacity had meant that regions had become very varied in levels of profitability and return. As demand increased, the prices that the hotels could charge would automatically improve, with a substantial growth in profitability. Hotels in the United Arab Emirates for example have no requirement to discount their hotel rooms; they have been able to achieve very high occupancy levels at premium prices. By contrast, hotels in the centres of many European cities can only achieve reasonable levels of occupancy by offering substantial discounts to important customers. Thus, a hotel in the centre of London might have a full room rate - or rack rate - of £130 a night. Tour operators would get the room for £50 a night, and airlines/ large businesses would be able to negotiate the price down to £40. Only a very small proportion of the total customer base would be paying anywhere near the full room rate in such depressed conditions. As occupancy levels rise, so will the average room rate.

Table 12D. Freemantle balance sheet in $  '000 by year with year 5 most recent.





1
2
3
4
5


Assets:


Properties

15250
22450
35000
42400
50650


Plant


1750
2250
2400
2600
2800


Receivables

1200
1300
1350
1550
1750


Cash


2400
2200
1200
1100
1600


Liabilities


Payables

1500
1650
1700
1800
1850



Short term debt
5600
7500
8500
11000
13000


Leases

1500
5200
7500
3000
3000


Debentures


6000
9500
9500


Net assets

12000
13850
16250
22350
29950


Financed by:



Share capital 
8000
10000
12000
16000
16000


(1 US$ shares)


Share premium 
4000
3850
4250
6350
13950

The market has been characterised by the increasing segmentation into a variety of niches. Many of the leading hotel companies have developed three or four levels of hotels ranging from ultra-budget to luxury hotels, often further sub-divided into extended stay self catering units and standard room units. An example of this division would be the French Accor chain, with Sofitel Pullman hotels at the top of the range normally at the centre of towns, Novotel the business hotel on the road network outside, Mercure the business hotel inside the town, Ibis and Etap hotels as the economy chain, and Formule 1 as the lowest price hotel chain. Prices vary from $20 to $200 a night; with a corresponding level of service. Many hotels faced a dilemma on the level of service that they provided. Though room sales accounted for only half on average of total revenues, they normally accounted for a significantly higher level of profit. This was because the provision of food and beverage was very expensive for the hotels, which often lost money in their restaurant and bar areas. 

Changing patterns of demand had also meant that hotels had developed new services. The rise in convention business had meant a major market opportunity in the US. Disneyworld, for example had become one of the major convention centres in the world, with an estimated 17,000 available rooms and a favoured centre for many US conventions. Other convention locations include Las Vegas and Atlantic City.  Another service segment has been the steady world-wide growth in the requirements for training and meetings, including the steady expansion of tele-conferencing, for which the hotels were ideally placed.

The demand for tourism had also meant the expansion of the 'hotel resort'. Throughout Asia, there is an increasing expansion of the hotel resort where complete areas have been set aside for resort development. Examples include Okinawa, Cheju Island in Korea, Bali in Indonesia, and Phuket in Thailand. The Pacific Rim was exceptional as it showed many differences in the composition of  trade and source.  The comparison of world trade, the position in the Pacific Rim, and the average Freemantle customer composition is shown in Table 12E.

Another major change in the way in which hotels were organised concerned the increasing level of government regulations. Though Freemantle operated modern hotels, and all of the existing regulations had been incorporated into the design and construction, there were a number of new regulations introduced as a result of major incidents in Australian hotels. The first consisted on new rules on flammability of  materials, requiring the complete replacement of existing curtains, bedding, floor coverings and other materials over a 3 year period.  It was estimated by Freemantle that this would cost around $300,000 per hotel. The second was more serious. It concerns the recent outbreaks of a new strain of Legionnaire's disease which demanded, in the view of the local health authorities, a major re-design of the air conditioning system. Instructions had been sent to all the major hotels in Australia which used central air-conditioning systems to introduce these changes over a 5 year period. Freemantle estimated that the costs of re-construction would be around $500,000 in each of their hotels as they would have to close floors to complete the necessary re-routing of the air conditioning system.

Table 12E .Comparison of global trade, Pacific Rim hotels, and Freemantle average over the past 5 years.





World

Pacific

Freemantle

Domestic


56

37

60

Foreign


44

63

40

Repeat business

42

40

75

Official guests

5

4

10

Business


37

41

62

Tourists


24

19

5

Tour groups


11

16

2

Conference


13

9

18

Other



8

11

3

Advance reservations
83

84

87

Direct reservations

36

34

27

Internal transfer

25

28

37

Travel agents

27

30

25

Other



11

9

11

At the top end of the market, technological investment in controlling customer flow and finance had become more and more important. Freemantle had invested heavily in this area as Table 12F shows.

Table 12F. Technology, Guest Services and Guest Room Activities







Pacific average
Freemantle

Computerised reservation



65

100

Computerised guest accounting


70

100

Computerised accounting



71

100

Computerised energy management

20

100

Automatic checkout machines


5

100

Electronic key system



11

100

Direct dialling from rooms



84

100

Point of sales terminals



69

100

Fire detectors




89

100

Office services available



49

100

Fax service available



95

100

Promotion

The promotional expenditure of Freemantle had always been considerably higher than the competition, though the mix of expenditure had been very different. Table 12G compares the world market pattern with the average for the Pacific.

Table  12G. Marketing costs for the Freemantle group per room compared against world, and Pacific Rim averages in $.





World

Pacific

Freemantle


Pay-roll

385

345

320


Sales expenses
225

230

220



Advertising:


Print


175

253

300


Radio& TV

30

12

75


Outdoor

50

15

-


Other


250

220

110


Merchandising
100

101

85


Public relations
75

43

-

The company had emphasised the use of print media, with detailed descriptions of the benefits of the hotel in the business media. They considered that radio and TV were inappropriate for the Australian market and the position that the company now occupied. The company also spent money on brochure material which was distributed through the retail trade and encouraging travel outlets to promote the group. It had not used public relations over the last few years. 

Organisation

Freemantle maintained a simple and thin organisational structure. Each hotel had a general manager, responsible for all budgetary expenditure. The head office, with a staff of 10, controlled hotel co-ordination and negotiation with businesses and travel agents for common rates across the hotel chain. The headquarters also had responsibilities to control the cash within the group and acted to provide financial planning services.

The Pacific Rim

Each of the Pacific Rim markets had differed as to how their individual markets were set to develop. The following discussion outlines in broad terms the trends in each of the main markets.

Australia. By the end of the 1990s, the number of visitors to Australia had exceeded 2.5 million and tourism had overtaken wool as the main source of foreign exchange. As the Australian economy weakened the Australian dollar declined and the country became a low cost area for tourist visits. Over $15 billion was being invested in new tourist facilities, to make Australia one of the main tourist centres of the rapidly expanding APEC region. New Zealanders remained the leading source of international trade, though this group was being rapidly over-taken by the Japanese. Growth of tourism and business travel was expected to continue to rise at 5 per cent per annum, considerably above the rate of hotel room creation, which was expected to run at 2.5 per cent per annum. The result of this was a continuing rise in hotel room rates, which were expected to rise by an average of 7.0 per cent per annum during the 1990s.  Australian legislation on the ownership of hotels and the transfer of capital were extremely liberal, and there were few problems put in the way of hotel development except for fairly strict planning regulations near the centre of towns. Inflation had remained steady through the 1980s as a consequence of economic recession. The announcement of  Sydney as the site of the 2000 Olympic Games would provide further growth. With a range of climates, Australia did not suffer from substantial problems of seasonality in tourism or business visitors. The Australian administration provided low cost finance for development of tourist sites. The normal interest rate was 50 per cent of the normal market interest rate, and companies could apply for loans for up to 50 per cent of the total project costs. Loans could be for up to 15 years. 

Bangladesh. Bangladesh continued to suffer from extremely low economic growth, and political instability. Visitor arrivals remained low at 120,000 per annum. There were many problems in establishing hotels, and the country operated strict exchange control regulations. Inflation was extremely high, and infrastructure problems, such as shortage of power and water continued to hamper hotel developments. The climate created further problems with a summer season that was regarded as impossible by the majority of foreign visitors. There was no easy access to local capital.

China. The PRC was clearly the most rapidly growing economy in the region, with GDP growth averaging 8 per cent during the late 1980s, though inflation had become more of a problem rising from 8 to 20 per cent at the end of the 1980s. Visitor numbers continued to expand at 12 per cent per annum, which vastly outstripped hotel supply, with average occupancies above 85 per cent throughout the year. This had meant that hotel prices in the main Chinese centres were some of the highest in the region and were set to rise from the current $130 average, for premium hotels per night, by an average of 10 per cent per annum. Though the Chinese authorities had been following a policy of deregulation, there were still restrictions on the foreign ownership of hotels. Foreign companies were limited to 60 per cent ownership, and were required to make a minimum investment of $3 million. There was no easy access to local capital.

Hong Kong. The change of administration in 1997 would mean that hotel investment in Hong Kong had increased in risk. The country still had a high level of occupancy and a steady stream of tourists, averaging 5 million during the late 1980s, maintaining occupancies above 75 per cent, and achieving high room rates. The country had the least restrictive rules concerning investment and the transfer of investment. The Hong Kong currency was linked to the US $, and inflation remained low throughout the 1980s.

India. The Indian economy, with a large middle class and a huge number of expatriates, was one of the most interesting investment opportunities in the Pacific Rim. The Indian government had continued to relax controls over foreign investment, though planning regulations remained strict and lengthy. Controls over foreign exchange transfer remained a problem, as did inflation and the depreciation of the rupee against many of the other currencies in the region. The high temperatures in the Indian summer reduced demand for tourism for around 6 months of the year. The Indian capital market continued to expand rapidly, with more and more finance available for local ventures.

Indonesia. The increase in economic growth and the development of Bali as a 'super resort'  had meant  tourist numbers rising by 13-15 per cent per year, to over one million by the end of the 1980s. There are a number of proposals to build new resort complexes on the smaller islands. The market continued to be difficult to operate in, as foreign exchange restrictions remained in force, and investors were required to have local shareholders and make substantial 'local' payments.  A stable tropical climate reduced seasonality problems. The local capital market was poorly developed.

Japan. Japan was characterised by a steadily appreciating currency and a government plan to increase outward tourism with a '10 million Program' -  designed to reduce Japan's growing trade surplus with the rest of the world. Declining economic growth in the early 1990s, and the dramatic growth of resort complexes, had reduced the numbers of tourists travelling overseas. By the end of the 1980s there were over 100 Japanese mountain resorts under construction and approximately 80 marina centres being developed. Japanese regulations concerning foreign owners had been significantly reduced over the past years, and companies were now allowed to own 100 per cent of hotel operations, and to repatriate funds without trouble. The capital market was probably the most sophisticated in the world. Though the winters were relatively cold, there was little seasonality in tourism.

Malaysia. Economic growth throughout the late 1980s had significantly increased demand for business travel, with occupancy rates rising  to an average of 80 per cent over the last 3 years. Capacity was rising rapidly as many of the Malaysian investors built new hotels, especially in the tourist centres. It was anticipated that tourist visits would  rise by 5 per cent per annum throughout the 1990s as heavy promotion by the Malaysian government attracted more long haul holiday traffic. Controls on foreign ownership of hotels had been relaxed, and restrictions on foreign exchange were limited. A stable tropical climate reduced seasonality. The capital markets were growing in size and stability, with the Malaysian stock market showing the highest percentage rises in the early 1990s.

Macau. The uncertainties of Hong Kong, and the position of Macau as a tourist centre in the region, had meant that investment in the country was increasing throughout the late 1980s and early 1990s. A $450 million international airport was under development and an estimated 5000 new hotel rooms in a resort complex development. International visitors had passed the million mark, by the mid 1980s, and numbers were growing at 7 per cent per annum. There were no problems with foreign ownership of hotels, and no controls on foreign exchange transfer. The Macau economy was of course linked closely to the Hong Kong economy and the dollar area, with the same exchange rate and inflation rates. Capital markets were dependent on Hong Kong.

Nepal. By the end of the 1980s visitors to Nepal exceeded 300,000 with numbers growing at around 7 per cent per annum. There were at present no premium hotels. There remained many problems concerning foreign ownership, currency transfer, power and water supplies. The limited summer season also caused potential problems with seasonality. There was no local capital available.

New Zealand. New Zealand had had an erratic tourist and travel industry through the 1980s and early 1990s. Economic problems combined with heavy promotional investment by the Australian authorities had meant an overall reduction from a peak of one million to an average of 850,000 by the end of the decade. This involved a substantial reduction in occupancy rates and a weakening of room prices. There were no restrictions on foreign ownership or transfer of capital out of the country. The tourist season suffered slightly from seasonality, particularly in South Island. Local capital markets were recovering from the problems of the late 1980s. The New Zealand authorities had recently introduced concessions for hotel investors which would provide up to a million dollars interest free over a 15 year period.

Philippines. The Philippines had one of the most rapid tourist visitor growths in the Pacific with a year on year growth of 17 per cent from 1987 to the early 1990s. Occupancy rates in central Manila had risen to over 80 per cent by the end of the decade. An additional 5000 hotel rooms were planned in the capital or in nearby tourist resort complexes. As part of the economic liberalisation, the percentage of  local ownership had been reduced, and foreign exchange transfer problems reduced. The Philippines authorities had recently announced a government subsidy of up to 60 per cent of hotel construction costs, providing the external investor was prepared to commit to a 10 year investment.

Singapore. By the end of the 1980s Singapore hotels had seen the problems of the middle of the decade replaced by growth in visitor numbers (up to around 4 million), and a steady improvement in occupancy and room rates. The opening of the new Changi Airport was likely to support  this steady improvement, though the planned opening of another 3000 hotel rooms during the early part of the decade might cause problems for room rates. The continuing economic progress of Singapore had meant currency stability, low interest rates, and a strong local capital market. There were no restrictions on overseas ownership or on  the transfer of foreign exchange.

Thailand. Thailand had one of the most rapidly growing economies in the area, though political and currency instability had created problems in the late 1980s. The Phuket complex was one of the most successful tourist ventures in the entire Pacific Rim. It was expected that tourist numbers would continue to grow at a rate of 15 per cent per annum, even though the climate created some fluctuation in demand during the summer. The government had moved to reduce the local investment requirement and to liberalise the foreign exchange controls, though there remained barriers in both areas. The local capital market was growing rapidly.

Vietnam. Economic growth in Vietnam was likely to substantially increase the number of visitors to the market, especially when US trade barriers were finally removed. At present the hotels had high occupancy and good room rates, with a mainly business clientele. Local shareholding restrictions and foreign exchange barriers both existed, and there was access to local capital.

Market opportunities

The board of Freemantle had identified a number of options for the future development of the group.

1. Cost centre investment. The three areas that the company had identified as possible investments consisted of energy management, administration, and promotion, three areas in which Freemantle had higher costs than the competition. Energy costs could be reduced by 50 per cent with the introduction of sophisticated room controls which would reduce air conditioning costs, and a central system which would involve a heat pump system integrating heat and power. This would cost around $250,000 per hotel. The higher administration costs were largely a result of the hotel transport system. Installing a bus by demand telephone network, could reduce administration costs by 20 per cent. The estimated cost for such a system would be $300,000 for the entire hotel network. Another alternative was to subcontract the bus service. This would reduce administrative costs by 15 per cent. Promotional costs could be modified by the introduction of a sophisticated direct mail operation, which would replace the existing emphasis on media methods. The costs of building this database were estimated to be around $50,000 with an annual maintenance charge of $20,000. Introducing this system would reduce the promotional expenditure by around 30 per cent.

2. Food. The board had considered the introduction of new restaurant complexes into the hotels. These would have a central seating area with a number of food supply points such as pasta, Chinese, Indian, American and so on. The costs of creating this would be around $300,000 for each hotel. This would improve revenues by around 15 per cent, though the cost implication would be similar to existing Australasian hotel groups.

3. Tourism development in Australia. The company had been invited to take part in a number of the new resort complexes that were proposed in various parts of the coast. Three options existed.

Surfers. There was an opportunity to build a hotel in the new Surfers complex, close to Surfers Paradise, an existing resort south of Brisbane. This hotel would cost $3 million and have 700 rooms, and restaurant facilities. Room rates would be around $50 a night, and the developers promised an 85 per cent occupancy level throughout the year.

Paradise Bay. A complex to the west of Darwin, for which a 300 room hotel was envisaged, with occupancy levels of 75 per cent and a room rate of $55. The cost of this development was likely to be $1.5 million.

Azure Waters. This complex was to be built near to Melbourne. The hotel with 500 rooms would have a projected occupancy of  60 per cent, and a room rate of $85 with a construction cost of $3 million. Freemantle estimated that they could apply their normal construction techniques to these hotels.

4. Overseas expansion. As the group had built in all the major population centres in Australia, the company was considering options in overseas markets. In order to compare the opportunities, the strategic planners had provided a grid, Table 12H, which considered the alternative options in the various countries, broken down by construction cost in $ million (or acquisition cost where construction was not feasible),  availability of town centre/ and or tourist hotel sites, speed of opening of the hotel after refurbishment or outfitting has been completed in years, and   percentage local shareholding where necessary,  and the expected room rate in $, and current  percentage occupancy rates.

Table 12H .Freemantle investment opportunities in world markets, with cost of investment in $ million, availability of sites, time in years, percentage local investment requirement, average room price, and percentage occupancy



Cost
Town/Tourist

Time
local
$
%

Bangladesh
10
Yes/Yes

3
60
60
50

China

7
Yes/Yes

3
51
120
90

Hong Kong
18
Yes/No

1
nil
130
85

India

5
Yes/Yes

4
25
60
55

Indonesia
3
Yes/Yes

3
35
55
50

Japan

27
Yes/No

3
nil
80
70

Malaysia
4
Yes/Yes

2
nil
80
80

Macau
3
Yes/Yes

3
nil
80
70

Nepal

4
No/Yes

4
50
130
65

N. Zealand
2
Yes/Yes

2
nil
65
65

Philippines
3
Yes/Yes

3
40
55
55

Singapore
7
Yes/Yes

2
nil
100
80

Thailand
5
Yes/Yes

3
40
60
60

Vietnam
4
Yes/No

5
55
120
85



Finance opportunities

The Freemantle management had identified a number of financing opportunities.

Government finance. There were a number of financial assistance packages for hotel developments. 

Leaseback. The group currently owned all properties freehold. One financing option was to sell these freeholds to a property company or another financial institution. The valuation of such sites was based on the gross profit from the site multiplied by 12. The lease charged by the financial institution would then be the capital value divided by 6.

Lease. The company could buy much of the equipment for the improved control of energy on lease. The lease would cost $40,000 for 3 years, with a residual cost of $10,000. 50 per cent of the lease would have to be capitalised.

Debentures. The company could issue further debentures. The normal requirement for debentures in the Australian market was for the debenture to carry a premium rate according to the risk of the investment. Secure investments carried a 2 per cent premium over the market, whereas moderate risk carried a 4 per cent premium. The markets expected the length of the debt to be around 15 to 20 years. Should the group consider international investment, there were a number of overseas markets in which money could be raised, though the risk premium requirements would be raised by approximately 50 per cent.

Shares. The company could issue a further quantity of shares. It would have to consider its dividend policy. 

Convertibles. Another option was to consider some form of convertible. The problem with this would be to determine the likely value of the stock at the end of the convertible period.

Warrants. This posed the same problems as the convertible option, involving the valuation of the warrants.

Table 12I. Freemantle  assessment of foreign  investment risk





Index
Inflation range
Interest range


Australia

74

2-9

9-12


Bangladesh

3

35-140
14-45


China


52

8-15

10-18


Hong Kong

65

3-4

3-7


India


15

9-35

13-35


Indonesia

12

15-20

17-25


Japan


186

2-3

2-3


Malaysia

115

6-9

8-12


Macau

65

3-4

3-7


Nepal


3

40-130
45-75


New Zealand

73

6-9

7-12




Phillipines

1

35-235
40-85



Singapore

125

3-5

5-7


Thailand

42

23-35

15-27


Vietnam

4

45-75

12-45

The problem that the Freemantle Group faced with international development was the potential exposure to foreign exchange risk, and changing interest rates, and the investment that the company would have to make in promotion. What sort of promotional policy should be followed in the chosen overseas markets? What sort of media should be used? What type of message would be required in developing Freemantle in the new markets in which it was likely to operate. The foreign exchange details are provided in Table 12I which indicated the currency trade weighted movements over the last 6 years, inflation rate ranges over the last 6 years, and interest movements over the past 6 years.

Action

What future direction should the Freemantle group follow?

What are the financial implications?

What are the promotional implications?

Guidelines to media

Promotion works by persuading individuals that a particular product is more effective at fulfilling their requirements than other similar ones. To achieve its objective, there must be an initial element of dissatisfaction when the individual comes to make his or her decision concerning the new purchase. This underlines the importance of segmentation and product benefit analysis (Chapters 1-2) in maintaining high levels of repeat purchase. 

Where the product is established and the satisfaction level with the purchase is high, the likelihood of a repeat purchase will be significant, indicating that the effectiveness of advertising is often far greater for the brand leader than for the newcomer. Research indeed shows that the majority of buyers both in the industrial and consumer sectors have an established product portfolio which consists of the products either currently used or which have been purchased in the past. All things being equal, such as distribution and price, the number of individuals switching into a product in a stable market will be matched by the numbers switching out. The main purpose of promotion in such circumstances will be to switch purchases from one product to the other. 

The main effect of media promotion  - in contrast to the general effects of sales promotion  (Chapter 9) - is to switch more individuals into a particular product over the long term, increasing the market share. A second effect of advertising will be to create a new market for a particular product by persuading consumers to try it. Although trial effects are most important for new products and in newly developing markets, they also have an overall effect - in all markets - of expanding the total market by bringing in customers that would not have otherwise purchased the product. Promotion will therefore expand all markets, but will have a greater impact in expanding markets. There has been considerable dispute about this particular effect of advertising, but the removal of advertising either as a result of strike action or legislation clearly shows that advertising generates sales, not just brand switching. For the practical marketing manager, the main question will be to create promotion that is cost effective and meets the strategic requirements of the company - expanding sales, or achieving trial. To do this, it will be important to analyse the issues systematically so that the best promotional plan can be developed.

Creating objectives

It is very important to be clear, at the initial stage,  about exactly what the promotional campaign is trying to achieve. One of the most commonly used approaches is to consider promotion as influencing a sequence of events called AIDA.


A- Awareness/Attention



I- Interest



D- Demand


A- Action

In such a model, promotion raises awareness/attention, and its effectiveness is judged on that basis, with the assumption that there is a linear relationship between awareness and purchase. Advertisements that cause high levels of awareness are, on this estimation, better than those that fail to achieve such effects. It is surely more important, wherever possible, to concentrate on sales as the key criteria in judging promotion and to narrow down the analysis to those actions that cause specific shifts in customer demand patterns. Specific targets for measuring promotional investment will therefore need to concentrate on levels of trial - for new products, or improved levels of repeat purchase in existing markets. Setting sales as the action standard makes it much easier to review the effectiveness of particular promotional channels.

Identifying the product requirements

The first stage in the development of a promotional plan is to return to the issue of the product benefit in Chapter 2. What are the issues that need to be explained? What is the competitive advantage that needs to be emphasised? For the high cost technical product the amount of information that needs to be provided will be substantial involving detailed comment on technical and non-technical benefits; for the low cost consumer item the attitudinal benefit will often be the only one involved. Other aspects of the product benefit will include movement, noise, colour, and even smell. This sort of analysis makes plain the information to be communicated to the segment. The complexity of the information to be communicated is important in helping to decide which of the available promotional channels will be most effective, and which can be disregarded.

Identifying available promotional channels

There are a variety of methods of communicating with the segment that the company is trying to reach. A common description is to refer to them as promotional channels through which a company can direct its message. Some attempts have been made to separate media into those that are 'above the line' - television, radio, for example - and those that are not media related such as direct mail, which is defined as 'below the line'. The approach in this section is to outline all promotional channels that directly influence the customer.

The availability of such channels will vary from market to market, and from product sector to product sector, and will change over time. Constraints include legal restrictions - like those on tobacco advertising; limitations on access - for example, countries with restricted times of commercial advertising; and a variety of cultural problems. For the marketing manager the assessment of the promotional policy implementation must start with a review of the available promotional channels in a particular market for a specific product. It is important that this initial assessment is not limited. The first issue is how specific groups respond to advertising. Research indicates that certain individuals and groups respond in different ways to promotional messages, with some receiving more information through reading, while others receive it through listening. This suggests that a multimedia campaign should not be ignored. Secondly, cost effectiveness of promotional expenditure needs to be continually reviewed and using a multimedia campaign enables the marketing manager to build up experience of alternatives without continually relying on a single method, which will often be the method used by the competition. Changing promotional channels can therefore improve competitive advantage. The main options are described here.  

Television. The growth of commercial television - cable television added to satellite television provides dozens of channels in each market. With the introduction of video games, channel controllers, and videos, the amount of television viewing is tending to decline, making television an increasingly difficult medium to manage.

Radio. Similar market fragmentation has occurred with an increasing number of radio channels in all main markets. For example radio channels have developed which service classical music, reggae, country and western, and folk, enabling promotional planning to become increasingly specific.  

Magazines. The servicing of specialised niches has also occurred in publishing with accelerated growth in specialised magazines, and the decline in multiple readership of titles. Coupled with this market segmentation was a steady increase in the print quality of most magazines. 

Newspapers. There are a wide range of newspapers available in the majority of industrialised markets. They range from those with a very limited circulation (including the increasing number of freesheets) through regional titles, to those with national circulations. Though many regional newspapers are still printed in black and white there has been a steady increase throughout the world in the number of titles printing in colour. 

Cinema. Cinema audiences are of a specific age group which limits the broad appeal of using cinema as a promotional channel. However as it is locally based, it can provide directed opportunities for companies supplying product benefits for that specific targeted audience -  restaurants, entertainment, cars. 

Posters. Posters naturally operate on a generalised basis within a particular area: this is even the case when they are on buses or trains. As a result the targeting of specific groups may be very difficult, other than for individuals requiring information about specific services in a given area - for example the location of shops. Posters also suffer from damage caused by the weather or graffiti. 

Directories. Directories are a major promotional channel for many industrial and consumer products. They provide either a general (yellow pages), or specific (various industrial purchasing directories) means of contacting target groups. Directories are likely to have the longest reference period of any of the promotional channels that are available.

Direct mail. Highly specific. Average household direct mail exceeded 20 items per week in the early 1990s in Europe, with a much higher level in the United States. Industry analysts in the United States now consider that the channel is  over-utilised in many areas, with more and more customers asking to be removed from direct mail lists. Direct mail depends heavily on the availability of a high quality list. For the consumer market, creating and maintaining such a list will be expensive, with an average 15 per cent of the population moving every year  - more in towns and less in urban areas.

Telephone. The use of the telephone as a promotional channel has been far more extensive in the United States than in the rest of the industrialised world. With the increase in answer phones or call monitoring devices coupled with a decline in telephone directory listings as many individuals become ex-directory, the value of the telephone has declined in many markets. As a means of establishing contact with the industrial customer it remains an effective promotional channel.

Telex/Fax. With the growth in communication technology the availability of new promotional methods has increased. The use of fax and telex is an option that is viable in many industrial companies, often achieving a higher level of reply than the traditional direct mail. Like direct mail it depends heavily on the creation of an effective contact list. 

Sales representative. For many small industrial companies, the sales representative will be the main source of product information. In certain contexts therefore the sales representative will serve as an important promotional channel, a fact that will have to be taken into account when considering the level of investment in the salesforce. 

Exhibitions. Exhibitions may perform a number of functions and it is important that companies define what the objectives are when making such investments. The first is the most simple, to sell product. Exhibitions clearly act in this way as a promotional channel, the effectiveness of which can be readily quantified. However exhibitions can also act as a focus for public relations activity for the launch of a new product or service, or to ensure that the company maintains a high corporate stance in relation to its competitors. Finally, exhibitions may be an important element in the information system, providing an effective means of gaining data on competitive plans and activities together with customer perceptions on product quality. It is important that the company is clear about the objectives of the investment that is being made, as exhibitions are often one of the most expensive promotional channels in terms of sales effectiveness, and one of the most difficult to implement and control.   

Public relations. Public relations as a promotional channel can operate at a number of levels. At its simplest it will involve the straightforward supply of information concerning a new product or changes in an existing operation. Such activity can be highly cost effective, as can local initiatives to develop links with the community. A more complex issue is the use of public relations to create or change attitudes at a national level concerning a particular problem that the company faces. Much of the research on the effectiveness of such investment indicates that it is largely wasted, and that emphasising the straightforward supply of accurate information on a regular basis to the key decision makers is likely to be far more cost effective, than broad corporate advertising or public relations activity. Indeed, high pressure and high profile public relations activity can be self-defeating. 

Sponsorship. Sponsorship is another complex area for promotional investment. In common with exhibitions and public relations it may be servicing a number of different objectives. First is the public service or public relations component. Providing support for classical music concerts or art exhibitions will be part of a 'good neighbour' policy. Its effect will be impossible to quantify. Sponsorship may also be designed to increase overall awareness of the company or product by association with a particular event (normally sporting). Research indicates that sponsorship may be highly effective if the sponsored event exactly matches the product benefit, but not otherwise. A running shoe company sponsoring a basketball star fits this criteria; as does male cigarette advertising on Formula One racing cars. By contrast a sherry company sponsoring horse jumping or a metal company sponsoring yachting would be inappropriate and unlikely to be effective. For the sales return, most sponsorship appears not to be particularly cost effective.  

Defining output criteria

Each of promotional channels has different characteristics or output criteria . The main output factors are as follows:

Coverage. The ability of a promotional channel to provide wide coverage is very important for mass consumer goods, but unimportant for highly technical complex industrial products, which require much more specificity in communication. Television and radio give wide coverage, exhibitions and direct mail have more limited coverage possibilities.

Specificity. Many promotional channels lack specificity; they apply a shotgun rather than rifle approach to their target audience. The specificity of the channel will however change over time; with the growth of television channels some will become much more specific to a particular group than previously. But some promotion channels will be inherently more specific than others such as direct mail and exhibitions.

Information content. Promotional channels have widely differing abilities to carry large quantities of information. Television is a poor method of transmitting large quantities of information whereas direct mail, exhibitions and the use of the salesforce as a promotional channel enable much larger volumes of information to be transmitted.

Colour, movement, noise, smell. Certain promotional channels will enable the demonstration of these elements of the product benefit, whereas others will have significant limitations. Where movement is an important part of the product benefit television and cinema are the only alternatives

Frequency. The frequency of a promotional channel will be important as it will affect the speed at which a company can achieve the increase in coverage through a population. Where a particular channel lacks frequency it will be more useful for supporting the main promotional activity rather than providing the main promotional channel.

Reference period. Media vary considerably as to how long they will be retained. Some, such as television, have very short reference periods; others such as directories very long. Magazines and newspapers will hold intermediate positions between these two extremes. Specialist magazines will for example often have reference periods of  2-3 months (longer if they are kept in doctors or dentists waiting rooms).

Ease of control. Certain channels are much easier to control than others. Those which are centralised - television and radio -  are far easier to control than those that are decentralised - merchandising or poster advertising.

Production cost. Some promotional methods will be cheaper than others. Radio, for example, tends to have very low production costs, whereas television has often extremely high costs with some reported advertisements exceeding $10 million to produce. These costs have an effect on the flexibility of the media; those with low costs allow the message to be changed more easily and more quickly.

Costs per customer. Promotional channels vary considerably as to the cost per customer serviced, and even within a channel there will be wide variations. There has been a trend towards increasing costs for major promotional channels such as television, whereas channels such as local newspapers and radio remain low. A standard measurement of cost is that of cost per thousand  which can be used to compare the cost effectiveness of the various media. However, the more important issue should be the appropriateness of the media for coverage and message content.  

Measurability. Some promotional channels are considerably more difficult to measure than others. It is most easy to measure the effectiveness of those channels that are specific in their action, such as direct mail or exhibitions. Measurement of response will be far more difficult in promotional channels such as television where coverage is wide or public relations activity where the objectives are often difficult to define.  

It is possible to chart details (Table 12.J) of the main promotional channels and their output criteria, with channels scored on a 1 to 10 basis, 1 as low and 10 as high. Television for example has high levels of coverage, low levels of specificity, has the ability to provide limited information content, is highly effective at transmitting sound and colour elements of the product benefit, allows the campaign to operate at high frequency, provides a high level of control, is expensive and is difficult to measure.

Table 12J. Output criteria of promotional channels - A (Coverage), B (Specificity), C (Content), D (Colour), E (Frequency), F (Control), G (Cost), H (Measureability). 




A
B
C
D
E
F
G
H

Television  

10 
4 
2
10 
10
10
10
3

Cinema  

3 
8
3
10
3
7 
10 
5

Radio 


4
5
2
0 
10
10 
3 
4

Magazines    

7     
9     
8     
8    
6    
7     
7   
8

Newspaper    
9     
6     
7     
6   
10    
7     
8   
7

Posters      

3     
2     
1     
8    
2    
2     
7   
1

Exhibitions  

1     
9     
9     
9    
1    
9     
9   
9

Direct mail  

8     
9     
9     
6    
3    
9     
6   
9

Directories  

2     
8     
6     
1    
1    
3     
1   
2

Telex/fax

1
10
3
0
5
6
2
8

Sales rep

1
10
10
0
2
10
10
10

Telephone

3
4
3
0
2
3
6
8

PR


1
2
4
5
3
3
10
1

Sponsorship

7
4
4
6
3
5
9
1

Structuring the campaign

Once the product benefit, strategy, and promotional channels are evaluated, the promotional planner has to consider how the campaign should be structured so that it will achieve its strategic objectives cost effectively. The following factors will be important.

Threshold. For every product there is a maximum level of advertising beyond which there will be no further purchase response. Research in the United States suggests that for the typical consumer goods product maximum response is likely to be achieved with three messages within the month - whereas for complex consumer products (such as insurance or savings) message requirements will be more than six. The majority of industrial products also demonstrate high threshold levels. The threshold is not affected by competitive advertising, but the overall increase in propensity to purchase will be diminished by strong competitive advertising.

Decay. Though the threshold levels can be achieved, they will need to be maintained as individuals forget the advertising. With the enormous number of advertisements that some individuals will be seeing (for some, over 1500 a week in the United States) the speed of decay may be very considerable. Research indicates that on average 30 per cent of the content of an established product will be forgotten during the period of a month. For new brands the decay rate will be substantially greater; often around 100 per cent in the month. The implication of these differing decay rates is that the structure of advertising for new products will often be different from that of established products with high levels of repeat purchase. Decay rates can also be significantly influenced by the design of the promotional material.  Memorable advertisements have a much lower decay rate than others. One of the important aspects of approaching promotional investment in this structured fashion is that marketing and advertising departments realise the importance of reducing the advertising decay rate as much as possible. Companies will also evaluate the real long term impact of  a particular advertising message. It is suggested that continued use of a single advertisement will cease to be effective after it has been used a specific number of times. Research suggests that this is a less serious issue than previously considered, and that advertising messages can remain unaltered for very long periods of time without loss of effectiveness.

Frequency distribution. The way in which the advertising is spread through the population will have an important effect on the structure of the advertising campaign. Though there is an increase in the amount of coverage related to increases in expenditure in any promotional channel, the growth is not linear - in other words doubling the expenditure does not double the coverage. This is because different populations receive different levels of advertising message, which produces this uneven distribution. Understanding the frequency distribution will be important to maximise the number of individuals that receive the optimum number of advertising messages, based on the required threshold and current decay rates.

Sales seasonality. Promotional activity generates sales by achieving product switching. It will achieve this at a rate proportional to the level of overall sales. In other words there will be few sales generated by advertising when there are no sales - for example ice lollies in the depths of winter. Where there is substantial seasonality, the advertising campaign will need to follow the peaks and troughs of sales, building up before the sales growth (for example for a product which is mainly purchased at Christmas) to ensure maximum sales response.

Advertising costs. The structure of the promotional campaign will also be affected by the costs of advertising during the year. There will be a trade off between advertising costs and sales seasonality. Where advertising costs are high and sales lower than the norm, advertising should be reduced, lower advertising costs would offset the decline in sales.  Generally, analysis will indicate that for consumer goods with low sales seasonality continuous or 'drip' advertising will be the most cost effective approach, whereas at the other extreme complex industrial products or those with high levels of sales seasonality will respond best to intermittent or 'burst' advertising. 

Message content

The next stage in the development of the advertising campaign must be to finalise the message content, and its position within the promotional channel. Research shows that a number of factors improve the effectiveness of promotional information. Slogans significantly increase the memorability of most advertising and so reduce the decay rate. Length or size of the advertisement obviously has an effect in changing response. Research tends to suggest that two short television commercials during the same commercial break are more effective than a single long; increasing the size of newspaper or magazine advertisements multiplies the effectiveness by the square root of the size increase -increasing size by a factor of 4, doubling the response. Positional effects are also important with certain pages in a magazine being more effective than others and certain positions on the page being better at getting attention. Colour also has the effect of increasing response, though not as much as overall increases in size. All levels of response can be improved by providing an effective response mechanism: a free telephone service for television and radio advertising; a reply paid coupon in newspapers and magazines; or a reply paid envelope for direct mail.

Central to effective promotion is the actual information that is included in the material. Part of the value of the initial concentration on the relationship between the segment and the product benefit is the ability to define at an early stage where the competitive advantage lies, and to concentrate on this in the product message.  

Defining levels of promotional expenditure

The ideal level of promotional expenditure for a particular product is one of the most contested issues in the development of a marketing plan. Various methods have been used to help the marketing manager arrive at the correct level of promotional support. The first is to allocate promotional expenditure as a proportion of overall sales. This is obviously sub-optimal as it ignores the demands of the product at particular stages in development and the issue of maximising the return to the organisation in sales generated by advertising. The second option is to determine advertising spend by matching competitive levels of expenditure, a method known as 'share of voice'. This approach suffers from the fact that matching the competition has never been a way of achieving competitive advantage, a policy that should be fundamental to everything that the company does. 

The third approach can be called the fixed cost method. In this the company accepts that promotion is a fixed cost, the effectiveness of which needs to be maximised. By calculating the segment size, the threshold, frequency distribution and decay rates, the marketing department will be able to define what the optimal advertising expenditure for a repeat purchase product would be. For the new product the emphasis must be on achieving trial, and this will mean that much of the expenditure will have to be focussed on the early stages of the campaign. 

Implementation

As promotional planning is so complex, the initial choice of the marketing department will be whether to handle the advertising internally or to subcontract advertising services. Originally, many marketing departments subcontracted their entire promotional planning by normally using a full service agency, a subcontractor that handled the creative component (copy writing and material production), together with the planning and media buying functions. For this they received a commission based on the amount of media investment. Such full service agencies tended to concentrate on large scale campaigns in media which required little management or staff time to control and monitor (television for example). As markets became more segmented, and cost constraints on media expenditure more severe, with often a greater percentage of the budget being spent on sales promotion, a growing use of smaller specialist agencies has developed, with expertise in specific areas. These included creative/design studios, media buying offices, and film production companies. By using such a diverse approaches to implementation, marketing departments gained greater control over their budgets, if they could define their advertising requirements much more carefully and closely than hitherto. 

Whichever route is chosen for implementation, it will be essential to be as precise as possible in the development of the promotional campaign. This advertising brief will need to contain all the elements of the marketing plan; the segment, product benefit, distribution channels, logistics including planned volumes, sales promotional expenditure, and pricing policy. The aims and objectives of the promotional campaign should also be clearly identified, and the way in which effectiveness will be monitored and controlled.   

Monitor

The marketing manager will need appropriate methods of monitoring the expenditure and effectiveness of the advertising. Typical control policies will involve the measurement of:

Cost per thousand viewers. Measuring the performance of the advertising campaign against the planned level will be important for ensuring that budgets are being achieved.

Message awareness.  Qualitative research can provide an indication as to whether the target audience understands the message that the advertising campaign generates.

Sales generation.  Separating areas of the country receiving different levels of advertising can provide an indication as to the cost effectiveness of the promotional campaign in generating sales.  

Strategy and promotion

Promotional policy will change significantly as strategies alter. Withdrawal strategies will naturally mean that promotion will cease at a time consistent with the aim of selling out all the product in a controlled fashion. Companies will also have to consider the use of public relations to ensure that customers are informed about the changes and the reasons for such changes to maintain loyalty across other products in the future.

In the consolidation strategy, the company is trying to maintain the relationship of the company with the customer while improving cash flow or profitability. It will be important in such policies to retain the advertising expenditure as part of the fixed costs. Significant improvements can however be made by evaluating the structure of the advertising campaign in detail. Can the campaign cost effectiveness be improved by changes in promotion channel, threshold, decay, frequency distribution. 

Promotion will often be a central element in a market penetration strategy. Companies can consider either changing the promotional channels or increasing overall expenditure to achieve a greater level of repeat purchase. Market development, involving as it does the expansion into new markets will mean that the company is facing a changing promotional channel environment (together with different frequency distributions, decay rates, sales seasonality and advertising costs) and a need to entirely restructure the promotional campaign. This is because in the early stages of market development the emphasis will need to be on trial rather than repeat purchase. 

Product development strategies will require the explanation of a new product benefit to the segment, and a promotional policy aimed at achieving trial. As the product benefit changes so may the promotional channel; it is also inevitable that the structure of the campaign will require modification, and that a new message will need to be created. 

Diversification will be the most demanding strategy for promotional planning. It will require complete restructuring of the promotional channels, promotional structures and message content. It will also mean that the information system will have to be completely reorganised to control the new investment.

Working practice

1. Create objectives for promotional investment.

2. Identify available promotional channels.

3. Define output criteria.

4. Structure campaign.

5. Decide on message content.

6. Establish budget levels.

7. Choose implementation method.

8. Establish monitoring methods.

9. Consider the effects of changing strategy on promotional plan before implementation of strategy.

Pricing

Watatreat

As marketing manager of Watatreat you are faced with two pricing problems for next year's marketing plan. The first concerns the worrying decline in sales of the company's main consumer product, the Clearwater. The other is the need to create a pricing policy for the new sophisticated filtration system, the Iceberg. This is the result of 3 years' detailed research and development, at a total cost of £0.6 million. It had been designed to service the growing demand for a product that could remove more complex and complicated compounds from consumer  drinking water than had been previously possible.

Market trends

The Clearwater sold in a market sector dominated by five main products and six main retail groups, though independent outlets made up around 30 per cent of total volume. Over the last 2 years, sales revenues had declined from £837,000 to £760,000 with the following pattern of sales over the last 24 months - year January  to December -  in thousands of units: 25, 20, 25, 70, 80, 120, 180, 130, 110, 50, 15, 12; 30, 18, 47, 40, 85, 80, 120, 140, 120, 40, 20, 20. 

The market sector had however grown over the last 2 years from an estimated £4.2 million at retail to £4.56 million in the last year and the decline in sales for Clearwater was accounted for by a substantial decline in market share. Market shares and (average market price) for the main brands over the last 2 years were as follows: Diamond: 10 (£21), 15 (£21), Crystal: 15 (£19), 15 (£20), Silent Spring: 20 (£17), 20 (£18), Flowmaster: 20 (£16), 20 (£17.5), Clearwater: 30 (£14.5), 25 (£16). It was evident that new market sector was starting to become established, the premium water treatment sector, occupied by systems that were capable of removing heavy metal contamination and pesticide residues. This was confirmed by the steady expansion of sales of West German products such as Gruft and Krypton. At retail, the market was still small, but had grown from £0.3 million last year to £0.5 million in the current. The market remained very segmented with a range of Japanese and American products selling in a variety of outlets. This market sector had become characterised by the fact that it was supplied through independent outlets that provided installation advice and support rather than the multiple channels that had characterised the development of the standard Clearwater model. 

Clearwater position

The weighted market retail average price for the Clearwater sector had increased from 15.9, two years ago, to 17.4 last year, or nearly 9.5 per cent. Allowing for inflation, the market had not grown in the previous year, even though real increases in volume had been seen in the last 5 years. Price inflation in the water filter market during the previous 3 years were  5, 6, and 7 per cent respectively. The underlying rate of inflation forecast for the economy was 3.5 per cent and it was thought that disposable incomes were unlikely to rise significantly above 5 per cent. 

The weighted market price for the sophisticated product was estimated to be around £85, though there were considerable fluctuations with prices ranging from £76 to £112. It appeared that prices were rising at about double the rate in the standard market in which Clearwater was established.  Evidence from previous changes in the market suggested that prices would continue to rise at this rate for the next 2 to 3 years before stabilising at the overall inflation rate prevailing for the entire water treatment market. 

Market evidence suggested that the Clearwater market was becoming more price sensitive. But there had been a decline in promotional expenditure by Watatreat accompanied by increases in investment by competitors. Overall promotional expenditure in the market was estimated to have been £400,000, £450,000, and £450,000 over the past 3 years, with Watatreat spending £100,000, £80,000, and £80,000 over the same period. The market was highly influenced by promotion with a 5 per cent advertising expenditure leading to a 7 per cent increase in sales, and 15 per cent to 12 sales improvement. All these figures assumed that the advertising expenditure was optimally spent. The draft marketing plan for Clearwater for the next year forecast an expenditure of £100,000, and though this could be changed, senior management were generally unwilling to see substantial increases in promotional expenditure because of the cash flow demands of the rest of the business, and the need to achieve the highest possible profit margin in the cash cow component of the consumer water filter sector. 

Promotional expenditure in the sophisticated market had been negligible with the majority of effort being placed in public relations activity.  It was thought that the sophisticated market was far less price sensitive than the standard, but there was insufficient market information to determine what the elasticity was. The launch plans for the Iceberg included £50,000 for promotion.

Some of the major outlets were also of the view that the competitive gap between Clearwater and the competition was widening and this would need to be reflected in the pricing of the product. When asked to rate quality of product, consumers had ranked Watatreat Clearwater at a higher level than in a previous survey. The research, with current findings and (previous findings in brackets) against an average of 100 are provided as follows: Diamond 112 (114), Crystal, 105 (105), Silent Spring 106 (104), Flowmaster, 103 (105), Clearwater 98, (92). Market surveys had also suggested that the new Iceberg had a substantial quality edge over the competition with a quality perception of 112 based on the market average of 100.

The distribution channels for water filters had changed over the years with multiple outlets gaining share against the independents. The trend over the past 3 years by percentage share, by store, was as follows: Bruckner 12, 12, 13; Copeland 13, 12, 12; Stockhausen 16, 15, 17; Nielsen 11, 11, 11; Corelli 9, 10, 11. The remainder of the market was supplied by independents. There was no price control operating in the market, though the majority of outlets tended to take their prices from the price leader, Stockhausen. Stockhausen had managed to increase its market share over the past 3  years by promoting heavily, an investment achieved by increases in retail prices accompanied by a steady widening of retail margins, up from the basic 33 per cent on gross - 50 per cent mark up on cost - that it had historically achieved on water filtration products. Though the average retail price had grown by 9.5 per cent, wholesale prices had only increased by 7.0 and this 2.5 per cent differential had been a feature of the market over the past 3 years. Watatreat appeared to be suffering particularly acutely from the discount activities of the major outlets, with a wholesale price to such outlets only increasing from 9.7 to 10.2 over the last year. The pattern for Iceberg was entirely different. As volumes in the specialist outlets went up, their margin demands had tended to decline from 60 to 55 per cent.  

Given the importance of the multiple retailers, a steadily greater proportion of Clearwater's overall sales were achieved with the maximum volume discount -  10 per cent -  with only 26 per cent of sales being achieved at a lower rate. It was likely that Iceberg would sell mostly with low rates of discount because of the distribution structure. It was anticipated that the average discount would only be 3 per cent across the current distribution system. Salesforce commission rates had however remained static over the past 5 years, averaging 2.5 per cent, and this would also be true of the likely Iceberg sales commission.

Physical distribution costs were based on the current use of third party road haulage companies, which quoted a flat rate of £0.80 delivery charge per unit. Company analysis suggested that the use of three delivery vehicles would cost around £100,000 for the next year, and both current and new products could be handled by the same delivery system. Warehousing policy would not need to change with the introduction of the new product range and total warehousing costs would be around £800,000 for the next year.

The marketing team was less sure however about inventory policy. They felt that the current levels of inventory were too high. Given that the economic order quantity for both products was 150, safety stock levels of 10,000 were too high. With internal financing costs at 20 per cent; overall finance costs were therefore substantial at those stock levels. In the current year, the company had not needed to invest in sales promotional activity, and this was likely to be the case in the next year, though contingency plans existed for a concentrated sales promotion campaign in late spring, should sales not come up to expectation. The budget set aside for this was £200,000.  Salesforce structures would not change with the introduction of the new Iceberg range. The company would continue to employ five sales representatives, divided geographically. Costs for the current year were £300,000; historically salesforce costs had increased by inflation plus 3 per cent, and pricing would be based on this figure.

Order processing costs for the Clearwater lines were around £10,000. It was unlikely that these costs would increase with the introduction of the Iceberg range as new technology introduced during the last 3  years steadily decreased order processing costs. Variable production costs had shown the tendency to rise slowly over the last few years, though the overall rate had been slightly less than the underlying rate of national inflation. The 5 year raw material and component costs trends for Clearwater had been as follows: £1.6, 1.7, 1.9, 2.0, 2.0. Other variable costs had slightly declined as the company was able to manufacture products more cost effectively over time. It was anticipated that the variable costs for the Iceberg would be around £4.5. It was anticipated that once 100,000 units had been manufactured the cost would have declined to £4.0 with each additional 100,000 units lowering variable costs by £0.10.

The fixed cost environment for the entire consumer water treatment products manufactured by Watatreat had fallen over the last 3 years. The company had followed the policy of introducing flexible manufacturing systems which had reduced the overall space that the production line occupied. Fixed costs had declined over the last 2 years from £70,000 to £60,000. 

Pricing objectives

Watatreat had for many years followed strategic objectives of margin maximisation. It also had a policy of attempting to achieve break even on new product developments within 3 years, based on a finance charge of 15 per cent on development costs.

Action

What pricing policy should you follow?

Guidelines to pricing

Pricing is one of the more complex issues in an effective marketing policy involving factors both external and internal to the organisation. Price interacts with promotion; it interacts with product benefit, with profitability, with the distribution policy and is influenced both by strategy and limits within the market. In most market conditions pricing policy cannot be rapidly altered; as economies move towards lower inflation rates single annual pricing levels are expected, and companies that deviate from this norm will be less and less likely to establish firm long term relationships with their customers. 

It is important that at the first stage, the marketing planner attempts to create an objective pricing policy from market information and then fine tunes it as a result of other considerations. It is most important that firms concentrate on a market led pricing policy and do not solely rely on cost plus (adding a standard margin to the costs incurred in the production of each product); or overhead recovery pricing techniques (when overheads are allocated to each product broadly in line with their volume expectations); to achieve the correct price. Both of these approaches ignore the potential for profit maximisation inherent in understanding the way in which correct price structures are vital for effective marketing. This is because cost plus and overhead recovery methods do not consider the effects of increased volume on overall profit. Once the product has reached its break-even point, additional volumes can be highly profitable and it is in evaluating the relationship between volumes and price levels that market pricing can provide the best overall return to the company.  

Market trends

Pricing is dependent on volume. The first stage in any analysis of price is to understand the relationship of the company's products to overall market trends, and to assess what the total volumes for an existing product in an existing market are likely to be. Where markets are growing, the potential to either increase prices or volumes (or both) will be more feasible than in declining markets. The analysis of market trends will depend on a forecast of market growth modified by underlying market inflation (not the overall inflation - as each market sector will show different trends). This will identify overall market growth or decline. For an existing product, a starting point in the assessment of the price/volume relationship will be the forecast of market volumes and the assumption that market shares will remain static. For example, a market growing from 100 to 110 units, with a company with a 10 per cent market share, will see volume rise from 10 to 11 units; whereas a market in decline by 10 per cent will see volumes fall from 10 to 9 providing all other factors remain stable. For a company with a small market share an assessment of market trends will still remain important, as it will allow an estimate of likely volume trends which will enable the company to develop a forecast based on internal data. For example, if a company sells 200 units in an estimated 100,000 unit market, and knows that market size is declining at the rate of 50 per cent per annum, it will know that the potential sale for the following year will be approximately 100 units. 

For a new product, a similar process will be necessary. Where the new product is entering a previously existing segment, the market size will be known and previous experience can be used to forecast overall market demand. Where it is intended to develop a new market segment, other estimating techniques will have to be used. The most useful will be to identify market segment size, and from that to analyse the likely diffusion speed through that particular segment. For example, a new consumer electronic product might be aimed at the C1/C2 economic segment. The company would know that the size of this segment in a particular market would be around 28 per cent of the population, or 15 million. Analysis of previous electronic products aimed at this market suggests that 10 per cent of the overall market would initially purchase a product in the first year (the innovators); followed by blocks of 15 per cent (early adopters) in the next; followed by 15 per cent the following year (adopters);  20 per cent late adopters; and 40 per cent laggards over the following 10 years (Chapter 1, page 22). The speed of diffusion will be aided by acceptability of the product; if it has a higher relative advantage, compatibility and divisibility it will diffuse more rapidly.

Price position

Supply and demand will create an elasticity of demand for each market. High elasticities of demand are typically found in commodity markets -for example, flour or many building material products; whereas low elasticities are most common where the intangible benefits are more important  - for example, luxury motor cars and perfume. As relative price increases in each market, volumes will decline, with the speed of the decline being measured by the price elasticity. In the butter market, for example, an elasticity of 10 would mean that a 1 per cent rise in relative price would cause a volume drop of 10 per cent. Elasticities change over time; they are affected by changes in the relative price of potential substitutes, and dramatically affected by the appearance of effective market entrants. For example the entry of electronic watches had a significant effect on the price that clockwork mechanisms could be sold at. At any time an existing elasticity will exist in a market which produces a relationship between price and volume. This relationship is based on movements around relative price; as relative price increases, volumes will decline. The price index can be calculated on an annual basis by multiplying volume by price and dividing by market share. An example is given here in Table 13A.

Table 13A. Weighted average market price calculation.



Product
Volume 
Price

Index


A
20

18

360


B
30

17

510


C
50

16

800

Total index is 1670, with a weighted market average price of 16.7 which provides the overall price index of 100. A product with a market price of 17.8 would therefore have an index of 105, being 5 per cent more expensive than the overall market average price. The advantage of working with a price index is that inflation can be ignored - index positions will automatically account for these on a period by period basis.

Planners need to be aware that the predictability of the relationship only exists between points on the curve for which there is market evidence; outside this point the relationship may be very different. The new product will face difficulties in establishing what is the correct price elasticity, as there will be two factors interacting. The first is that new products have a higher risk associated with them than established products  because of the lack of knowledge that the purchaser has of them (page 25-28). This risk effect will be greatest where the product is expensive and highly technical. The second is that new products often can achieve a premium because of their novelty; this effect will be most marked in products with high attitudinal components. The final judgement on the likely initial price elasticity and the way in which elasticities will change will therefore require detailed understanding of the way in which the market behaves.

Quality position

Many assessments of price fail to consider its inter-relationship with  quality. A simple example will suffice. Customers are far more likely to buy a high quality product at a low price, than a low quality product at a high price. As a result there is a strong relationship between price and quality. In general terms, the higher the relative quality the higher the price that can be charged, and vice versa. Research tends to suggest that a plateau effect exists in relation to quality and price with the maximum price improvement, that of 25 per cent over the competition being achieved by a 15 per cent quality improvement. Each percentage point improvement in product quality therefore will tend to improve relative pricing by 1.3 per cent, enabling the company to either sell more at the same price or sell the same volume at a higher price.

Quality positions will change over time, with competitors investing in product improvements, or quality control failures leading to a decline in supplier product quality. An assessment of product quality will therefore be important to define what the likely affects on volume will be in the forthcoming time period. In order to arrive at a price/quality relationship, the quality index needs to be taken away from the price index and the remainder taken away from the price index, to produce a price index weighted by quality. Two examples will clarify. A product with a relative price position of 96 and a product quality position of 104 will have a net relative price position of 88 (104-96=8,96-8=88). A product with a relative price position of 104 and a price position of 96 will have a net relative price position of 104 (96-104=-8,96--8=104). Quality effects achieved on one product in the range will often have an effect on others.

Promotion

The overall market will be influenced by the level of promotional activity. When promotional levels are low, demand will not be affected, when high, overall demand will be significantly increased. Each market will respond differently to the effects of advertising, with some being far more sensitive than others (Chapter 12, Promotion). Should expenditure on promotion decline in the current year, when compared with the previous year, a decline in market volumes is likely to occur, providing the market price has remained static in comparison with other markets, that substitutes have not increased market share, and that there have been no new market entrants. Within overall market growth or decline individual products will achieve different levels of advertising sales dependent on the level of promotional investment made in each case. As a general rule, products with a high price elasticity (those operating in commodity markets) will show a maximum sales response to promotion of around 10 per cent; markets with low price elasticities (those operating in markets where technical, non-technical, or attitudinal benefits are more important) will have much higher promotional responses. In expanding markets these can be 100 per cent; in established markets it can be 30 per cent. The effect of promotional investment is to shift the price elasticity curve to the right; in other words it has the effect of lowering the relative price of the product.  

Managers will therefore have to make an assessment of the price effects of promotion on a particular market and a product within that market. Let us assume that a product receives an optimal promotional budget, which achieves a 10 per cent advertising sales volume. The price elasticity operating in the market is 5. The effective change in relative price will be derived from the following calculation: Advertising sales volume increase / Price elasticity = Effective change in relative price.

In this particular example the effective change in relative price would be 2 index points. In other words, if the net price/quality position was 104, the effect of promotion would be to lower the index figure to 102. In another example where advertising heavily influences trial and therefore level of sales (in other words a rapidly growing market with a high advertising effect) a calculation might provide figures such as 50 / 5 =10. In such markets advertising will often be highly profitable. 

Distribution channels

The pattern of demand from the customers will have an important effect on both the overall level of demand and the price that the company is able to achieve in the market. For example, a distribution channel may decide to source supply from internally or from an associate company and not from an external supplier. Secondly, increases in market share of a large company will have the effect of decreasing the price that suppliers can achieve in the market (not necessarily reducing the retail or consumer price). Thus powerful members of the distribution channel can increase their profit margins by demanding higher levels of discount, or by retaining the normal level of discount while increasing their market share which will have the same effect. Policy changes by the supplier may also have an effect in changing the effective pricing in the market. Where a supplier decides to use an intermediary rather than supplying direct to an end user this will also have the effect of reducing the price. 

Commission levels

The level of salesforce commission will affect the net price from sales revenues. Decreasing the net level of commission received by the salesforce by changing distribution channels, salesforce motivational policy or some other factor, will influence the overall price that the company can achieve in the market. 

Physical distribution

Total volumes will affect physical distribution costs, and physical distribution policy will affect overall cost levels. Changing physical distribution towards slower methods, for example rail rather than road transport, will reduce overall costs significantly, enabling companies to achieve the same levels of return at lower levels of market price. Similarly, shifting distribution policy from company owned to third party or subcontracted provision may have the effect of reducing cost, and therefore affecting price levels. Physical distribution costs are one of the shared costs that may exist within the marketing plan, and therefore not one that should be considered in isolation.

Warehousing

Warehousing costs will also affect overall pricing levels. As volumes increase, warehouse policy will have an effect on costs; this will be another shared cost with other products in the product range.

Sales promotional expenditure

Though sales promotional expenditure will not have an effect on changing the level of price that the company can charge in the market, they will be important as a cost for a large number of companies and will need to be included as an element in the overall pricing system.

Salesforce costs

As sales volumes change, and customer policy, the level of investment in the salesforce must change. The overall net return to the company will therefore need to reflect investment in the salesforce; salaries, expenses and other fixed costs. 

Order processing costs

The costs of managing the sales system will be a factor in analysing the overall return that the company can achieve from a particular product or group of products.

Inventory policy

The costs of maintaining inventory should, in an effective pricing policy, be charged against the product line, and therefore be part of the pricing equation. High stock levels incur significant finance charges, and therefore need higher price levels in the market place. Where the company can reduce stock cover, the costs incurred by the product will be considerably reduced.

Variable manufacturing costs

Variable costs are those costs that are directly attributable to the sale of the product. For an established product, changes in the variable cost base are likely to be slow and gradual as the company learns to manufacture the product more effectively (the 'experience curve'). For the new product, this experience curve is much more important and will often significantly alter the underlying costs of the product over time. Research indicates that doubling  production volume decreases costs by around 5 per cent. For the established product, therefore, experience curve cost reductions are less likely to be significant; but for the newly introduced product such effects may have an important influence on the development of pricing policies over the year.

Fixed manufacturing costs

Every product or service will have a fixed cost associated with its production and sale. Where a single production unit produces a single product, the calculation is a simple one, as all the costs that would be incurred during a day of factory closure (for example a state holiday) would be the fixed costs relating to this single product. Where multiple products share common production facilities, the allocation of costs is more complex. Such costs can be allocated by sales volume, value, profit, production time, or production space occupied. Reducing the fixed manufacturing costs for a particular product line will have a considerable impact on price levels. Such reductions are possible with the introduction of more sophisticated technology such as Flexible Manufacturing Systems or Just In Time technology. Within the service environment similar changes in the fixed cost environment are possible. Management can consider the replacement of full-time employees with part-time, less skilled employees with more highly skilled, technology to replace staff and improve service flexibility.

Price modifying factors

Once the marketing manager has identified the most effective price on market considerations, a whole range of additional factors will need to be considered. These can modify the price calculation.

1. Margin through credit. The most important price modifying influence for many companies, especially those that are selling medium to high ticket items, will be the extra margin that can be generated through finance. Where companies operate in markets where providing finance is common, reduction in the cash price may be viable, to improve margins via finance. Consumer electrical stores for example, achieving around 30 per cent of their sales through expensive credit, can lower the overall price of their product, as the overall return to the company will be significantly greater than the marked price would suggest.

2. Co-operative products. For many companies, the sale of additional products or services to support the initial product may generate additional revenue which will mean that the pricing decision can be substantially altered. For example, the vending company may decide to sell the vending system below cost on the basis that the products that are sold through the vending system will more than recoup the costs that are involved. 

3. Monopoly considerations. For a company with a dominant position in the market, pricing policy will have to be modified by evaluating potential exposure to monopoly investigations. This may mean that prices will have to be lowered in certain circumstances, and  allowances made for the costs involved.

4. Legislative controls. Price controls may exist in certain markets. These generally take one of two forms. The first is straightforward restrictions on overall price levels within a particular market sector. The second type is a limitation on the levels of profit. 

5. Public relations considerations. Exploiting a particular position in the market may lead the company into problems with customer perceptions. For example, a pharmaceutical company with a unique drug product - what level of pricing will cause market resistance and adverse comment?

6. Strategic impact. Where the company has chosen a market penetration strategy it may use price as a means of achieving this objective. In practical terms, the use of price as the main means of implementing a market penetration policy has a high risk. A variety of problems are associated with such a policy. The first is obviously the pressure that it puts on profitability and cash flow. A second is that consumer's expectations for lower prices will mean that prices once lowered will be difficult to raise. Where price perceptions are an important part of the product benefit  heavy discounting will often irreparably damage the product. Should the competition respond to lowered prices by lowering their prices, how is the company going to respond? They can either maintain their prices at the lowered level - in which case they will no longer be able to achieve the implementation goal of market penetration; or they can lower prices further, thereby creating greater pressures on profitability. Tactically, it will always be a better alternative to concentrate on non-price measures to achieve market penetration. This is particularly true of new product introductions where the main goal is to achieve trial . 

7. Profitability, cash flow, and return on capital employed targets. Pricing will often have to be modified because of strategic objectives relating to profitability, cash flow or return on capital employed targets. Variation in pricing structures will be most important for service operations faced with high fixed costs. In these cases, the service organisation will need to develop a variable pricing policy dividing pricing clearly into peak service pricing - where demand is not strongly price elastic; and off peak pricing - where demand is strongly elastic. For example, rail travel with its very high fixed cost environment, is clearly separable into periods when demand is high - office and work related travel; and periods when it is low - weekends, midday and evenings. For an airline operator where a single service has to achieve a maximum return to the company, the balance between discount fares - with restrictions on changes of reservations, times of flight and so on - and full fares,  will have to be closely controlled. For the new product, both in the service and manufacturing sector, limits of return on capital employed, or speed of payback, may have an important impact on the level of price that must be achieved in the market.   

8. Product requirements. Where the product benefit relies heavily on the attitudinal component, pricing will be crucial to maintain the perception of the product as a premium product.  A secondary product requirement will be the inter-relationship between existing products and/or new product introductions. It will be important to ensure that cannibalisation (the preferential purchasing of one company product over another), where it occurs, is effectively controlled so that long term profitability is maximised.

9. Competitive exclusion. Should the company be faced with the potential arrival of a new entrant, or the need to keep substitutes market shares at a low level, it may be necessary to reduce the market price. For example, a large detergent manufacturer may decide to prevent another company from entering the market. Part of the implementation policy

10. Taxation and tariff effects. In certain contexts, pricing will have to be modified because of taxation or tariffs. Where taxation systems are based on bands of profit, reducing profit by lowering price may improve profitability. The role of pricing in reducing the effects of taxation and tariffs will however be more important in international marketing.  Businesses will have to decide on how to organise their international pricing operations to achieve the most beneficial taxation and profit levels. This will involve the consideration of a variety of alternative pricing policies: (1) transfer pricing, where the costs of supply are kept low to maximize profits in the other market; or the costs are raised to reduce profits in the overseas market, and to maximize profits in the home market; (2) management fees, where the external company includes fees for the transfer of technical expertise or skills to an overseas market;  (3) royalties, where firms charge a sum based on the sale of a particular expertise or concept to the overseas operation; (4) dividends; (5) license fees.

11. Behavioural issues. For each particular market and product there may be specific factors that affect the market price. The most important is the effect of price points. Raising prices through a certain level may result in a far greater reduction in volume than might be predicted from the existing price elasticity. Where such effects exist, a price point is likely to be responsible. Price points are most likely to occur for low priced items such as chocolate bars, and moderately priced items in periods of low price inflation.

Price halo effects can occur to the advantage of the organisation with a well established reputation in the supply of particular goods and services. Where such a company has achieved high prices in product A to M for example, the ability to charge higher prices than pure market analysis would suggest, will be possible.

Historic pricing is important in industries where there has been a long history of price stability. Introducing new products in such environments will make it far more difficult to achieve a realistic price in the short term, and it will be necessary to start pricing at a lower level than profit maximisation might suggest.  

Risk pricing. Where a product is new or untried, a risk premium will have to be considered which will be a discount on the achievable market price. This will be particularly important for those products operating in high priced sectors, or where issues such as reliability are of special importance. Risk pricing will therefore be of major relevance in the industrial market.

Implementation and monitoring

Once a pricing policy has been determined, the company must take certain steps to achieve its implementation. The first and obvious will be the creation of a printed price list, which will be circulated to customers and to company staff. Two other associated issues have to be decided. The first is credit policy. This will involve the definition of what credit limits can be allowed customers (Chapter 11, Order Processing, page 214). Though this is strictly not part of the pricing exercise, it is nevertheless relevant as it will have a major impact on cash flow and overall profitability. The second decision is on levels of authority in providing discounts. Such policy issues must be clearly stated so that  excessive discounting is not going to take place at the expense of  profitability.

Once prices have been published and responsibility for negotiation established, the company will need an effective way of monitoring prices and costs. 

Strategy and pricing policy

Pricing policy has to adapt to each strategy. Withdrawal strategies will mean that price lists will need to alter; companies may have to discount to ensure that the distribution channels are 'dried out' of product. Withdrawal strategies will also affect the pricing policies of other products because of  its effects on existing product ranges. 

Consolidation strategies will involve changes in the cost base and this means that pricing policies will inevitably require alteration.

Price can be an important component in a market penetration policy. Reducing the price to the end user can improve market share. Such a policy has risks. The first is that price reductions may damage the product benefit. Second is competitive reaction - competitors lower prices in response, thereby negating any advantage gained. Third is that prices, once lowered, cannot be raised again without great difficulty. Direct price reductions are therefore not an advisable route for market penetration. However price reductions via changes in credit, or co-operative products may achieve market penetration without damage. Changes in discount policy in the distribution channel can also increase volumes, without affecting market price.

Market development will see further changes in pricing policy. Costs for the majority of market development strategies are substantial -  freight, packaging, inventory, insurance, tariffs, more intermediaries -  as well as the effects of taxation and currency on pricing. It is also clear that the product will often face a different quality position; will often be less well placed in promotional expenditure; and will face different risk effects and price points. Generally the company carrying out a market development policy must consider a lower pricing level than it in the home market because of these constraints.

Product development raises other  pricing issues. A company will have invested money in the development of the new product and will wish to see a return on the capital. There are four possible approaches. The first is a combination of high price and high promotion 'market skimming' which will not generate significant market share but can be profitable. The second is high price and low promotion - particularly appropriate for products in short supply. The third involves low price and high promotion - appropriate for companies interested in long term market share at the expense of short term profitability. And finally, low price and low promotion - suitable for commodity items. Normally the best pricing policy for a new product will be to follow the standard pricing exercise and to consider the promotional effects as part of the price that can be achieved in the market. Such an approach is likely to yield the optimal return to the company. Because the establishment of the product in the market will be so important, discount structures and credit policy will need to be carefully reviewed as customers are unlikely to buy product in the same volumes as for the existing ranges. Companies will also have to change the information control mechanisms to ensure, on a day to day basis - early in the launch period, that the pricing policy introduced is effective. Diversification is the most complex pricing policy involving  a combination of product and market development issues. 

 Working practice

1. Identify market trends.

2. Establish price position.

3. Identify quality position.

4. Consider likely effects of promotional expenditure.

5. Consider the demands of the distribution channels.

6. Consider the impact of commission levels.

7. Define physical distribution costs.

8.  Evaluate effect  of warehousing policy.

9. Consider sales promotional costs.

10. Consider salesforce costs.

11. Define inventory costs.

12. Establish order processing costs.

13. Accurately measure variable manufacturing costs.

14. Define fixed costs.

15. Consider price modifying effects.

16. Implement and monitor pricing decision.

17.Consider the effects of strategy on pricing policy before implementing new strategic direction.

The Marketing Plan

This case is designed to provide an example of a marketing plan built up, step by step, in the fashion used in the discussion of specific aspects of marketing and company planning The object is to show how marketing decisions are translated into revenues and costs to create a budget to optimize the profitability of the operation; how the plan is then used for control purposes, and how decisions on new investment can then be integrated into the final document.

The company, in this example, is Crazy Foods a manufacturer of fresh luminescent yoghurt. It has decided to follow a cautious strategy of market penetration for the next year concentrating on the use of increased media expenditure; a policy based on the competitive advantage of having the only such product in the market sector.

Crazy Foods - marketing structure

Segment

Research on fun yoghurt indicates (Table 14A) that the market profile is - as the company had initially identified - the ABC1/C2 younger age group. 

Table17A.  Crazy Foods  Market  Research. Percentages replying 'yes' to the question  Do you eat fun yoghurt frequently?

Socio-economic group
AB
C1/C2

D/E





15
18

9

Age


7-11

12-18

19-25

26-45

46-65




75

25

6

4

2 

Segment is quite clearly A/B/C1/C2 aged 7-11. The size of this segment is approximately 5 million - it is identifiable, stable, substantial, measurable. Psychographic segmentation  (page 21)  factors are relevant in that group as it will be parents who  purchase the product,  rather than the child consumer. 

Product benefit

Research among fun yoghourt consumers reveals that the following issues are important - ranked in order of importance: 1) colour, 2) texture, 3) taste, 4) wide availability, 5) freshness, 6) product is entertaining to eat. Attitudinal benefits are not considered particularly important. Price is relevant only to the purchasers of the product - and is not of importance. Crazy Foods has developed a unique bacterial process which when exposed to light produces luminescence - the products glow red, orange, yellow, green and violet. Texture and taste are similar to other yoghurts. Research on Crazy Foods reveals the following competitive information. Question: What do you think of Crazy Foods compared with other yoghurts on a ranking of 1 (much worse) to 5 (much better) than competition:? Colour (5), Texture (3), Taste (3), Freshness (5), Wide availability (4), Product is entertaining to eat (5) price (3). 

The company meets the required consumer product benefit which is clearly colour, texture, taste, availability, and entertainment value. Crazy Foods also meets the legal requirements on hygiene and food safety as part of the product benefit. Benchmark analysis of competitive products and manufacturers suggests that Crazy Foods is meeting customers product benefit requirements more effectively than the competition, except in distribution where other companies perform better. Detailed research on the specific product benefit/ customer requirements also shows that the company has achieved competitive advantage.  

Information system

The company via the audit of the information system has created the following information management system.

Control: Sales by product type, by customer type, by region. Profitability, return on capital employed,  cash flow, progress of new product development, credit records. Forecasting systems based on time series analysis and use of project management software.

Intermittent: Stock levels, production efficiency, competitive market shares, competitive pricing, product returns, advertising expenditure, product quality analysis, sales productivity, personnel turnover, personnel skills levels, physical distribution efficiency, warehouse efficiency, credit levels, order processing efficiency, 

Planning: Changes in laws on packaging, hygiene regulations, taxation on food, disposable income, unemployment, exchange rates and raw materials, changes in population age structure, attitudes to food products, changes in manufacturing technology. Competitive product evaluation, advertising, product substitutes, entrants. Premises costs, labour costs, pay and conditions.

This information is sourced from a range of internal and external data, most of which is secondary. The company carries out primary research on a regular basis to ensure that the segment/product benefit interaction is still maintained. The information is collated on a central company database, is available to all marketing staff, and is reviewed at regular monthly marketing meetings. A budget had been allocated for the entire information system requirements of £12,000 per annum.    

Product support

Packaging needs to meet product, production, distribution and promotion criteria. 

* Plastic material with sealed foil lid meets hygiene requirements and can be produced on high speed line. 

* Distribution channels require product to be packed in units of four, and to be available, in tray, for immediate transfer to chill cabinet, plus bar coding. 

* Promotion requirements suggest that packaging should be colour co-ordinated with contents and have detailed instructions on maximising luminosity. 

* Name and logo are designed to emphasise product benefit - entertaining to eat. 

* Guarantee requirement printed on label. 

* Crazy Foods trademark registered.

Distribution channels

The available distribution channels in the market for the defined segment are: 

5 National multiple grocers (4000 outlets); 

12 Regional multiple grocers (350 outlets);  

250 wholesalers (1500 outlets); 

112,000 independents. 

The output criteria for these distribution channels are in Table 14B.

Table 14.B Crazy Foods  distribution output criteria





 Coverage

Freshness

5 National multiple grocers 
***

***

12 Regional multiple grocers
**

**

250 wholesalers


***

*

112,000 independents

**

*

The distribution channel that best meet the product benefit are the national multiple chains; the others fail in either coverage or freshness criteria.

Supporting the distribution channel

Physical distribution. Crazy Foods currently had 15 per cent of the overall UK yoghourt market, but weighted for the 70 per cent distribution in the national multiples, they controlled around 20 per cent of yoghourt sales in outlets where product was sold. The total value of the brand was £42 million at retail, there was little seasonality. Each national chain had 25 depots serving 32 branches on average. Each depot would receive around 90,000 units per week; or one lorry per day. Storage policy dictated that one central production plant served the whole country; the average journey length was 320 kilometres. 

Budget implication: Physical distribution. 25 lorries x 320 kilometres per day = approx £2500 per day delivery costs or £50,000 per month.

Inventory policy. The average level of demand is 450,000 units per day. One standard deviation is 55,000 units. The company decides to maintain a 95 per cent confidence level of stock. 

Budget implication: The cost of inventory maintained at any one time will be 505,000 units x production value x interest rate = £750 per week in inventory cost, or £3000 per month. 

Warehousing and production. Production can meet current volume requirements. There are subcontractors available; there are no problems in coping with vulnerability, flexibility, product or transport requirements. Warehouse location next to production site, meets all location requirements. Warehouse design for movement of pallets and to keep product fresh. Cool storage for 505,000 units will require a total expenditure of £25,000 per year. 

Budget implication: Warehousing will cost the company £2000 per month.

Sales. Each of the national chains preferred to develop annual plans. Negotiations were complicated and detailed, and lasted on average 10 working days. Preparation would take an additional 10 days each. Progress of the product then had to be reviewed on a monthly basis, requiring one day per month. All this discussion would be at head office - sales representatives are not permitted in the individual stores (Table 14C).

Table  14C.  Crazy Foods  annual  sales  manning  by customer. 


5 National chains  x  10 days preparation 

=  50 days


5 National chains  x  10 days selling 


=  50 days


5 National chains  x  12 days per year review 

=  60 days


Total time 






= 160 days

Budget implication: Salesforce manning would require one highly trained national account negotiator. Cost around £25,000, £2000 per month. Skills defined by task requirement, customer specialisation. Recruitment, job description all follow from the description of the task.

Sales promotion. The company had had limited experience of sales promotion. The results of two small scale promotions are in Table 14D.

Table 14D. Crazy Foods promotional  experience.

Promotional type

Extra Cost £ per unit 
% Sales uplift 

Extra pack 


0.03



15

Banded pack


0.05



25

The company had been asked to include promotional activity for two of the national retailers. The plan for the year included two, 3 month periods - months 2-4, and 8-10, the first for extra pack and the second for the banded pack promotion (Table 14E). Budget implication: Sales promotional expenditure can be calculated as follows: Normal volume during 3 month period for two retailers = 2.7 million units. 

Table 14E. Crazy Foods promotional experience.

Expected volume uplift (for promotion)

Extra pack  

405,000








Banded pack 
675,000

Total volume promoted  (units)


Extra pack 

3,105,000








Banded pack

3,375,000

Costs of promotion   (£)



Extra pack

£93,150








Banded pack

£168,875

Other types of sales promotion had not been investigated. The company had no experience of merchandising, in trial packs, in-pack promotional items or competitions, all of which were very successful sales promotional techniques for competitive products.

Pricing support for the distribution channel. The multiple retailers expect a gross margin of 20 per cent on yoghourt lines. Discount structures were designed to produce standard prices in the main multiple grocers that ordered more than 20,000 units at a time. Credit policy was to standardise on 60 days.  Budget implication: Cash flow position needs to be shown in the financial plan.

Order processing. The distribution channels expected orders to be dispatched within 24 hours, following the visit of the sales representative. The distribution channels expected to pay on open account, but all had excellent credit standings and records. Budget implication:  The costs of providing this level of service were forecast to be £24,000 per annum or £2000 per month. 

Pricing

The strategic direction of the company is not to price aggressively. There are no monopoly considerations; Value Added Tax has to be charged on such a product. The image of the product is one that is associated with a premium price. 

* Currently the price elasticity in the market is 3 and the product is priced retail at £0.32, and costs £0.18 to produce - the variable costs of production. 

* Total fixed costs are £1.2 million. The weighted average retail price of yoghourt products is £0.29.

* Current sales value of £42 million at £0.32 retail (or 131.25 million units) = £0.278 net of VAT sales tax = £0.2224 into store.

* Gross margin £0.0424 x 131.25 million units = £5.56 million by value. 

Budget implication: 

* Raising price by £0.01 = 3 per cent increase in relative price = 9 per cent volume drop = 119.43 million units in volume x £0.0524 gross margin = £6.25 million. Raising price by £0.02 = 6.25 per cent increase in relative price = 19 per cent drop in volume = 106.31 million units in volume x £0.0624 gross margin = £6.61 million. 

* Raising price by £0.03 = 9.5 per cent increase in relative price = 28.5 per cent drop in volume = 80.7 million units in volume x £0.0724 gross margin = £5.84 million by value.

Profit improvement suggests that increasing the price by £0.01 would lead to a 12.5 per cent improvement in profitability. Unit price to be £0.2324. 

Promotion

The advertising budget is to be set to maximize the level of response based on  previous research, which suggests that the threshold for achieving the maximum propensity to purchase is 3, and the advertising decay rate is 30 per cent per month. It has been estimated that achieving an effective response in the market will increase sales by around 10 per cent - this has been defined by research as the potential advertising elasticity. Because of the message effectiveness and cost considerations, the entire budget is to be spent on television (Table 14.F). 

Table 14 F. Frequency distribution for Under 12 viewers - TVR equals expenditure of £1000 in value.


TVR                                

Cover


                      1 
2 
3 
4 
5
6


50

50
20
15
8
-
-


100

70
45
35
17
7
3


150

82
65
55
25
15
8


200

85
75
65
38
27
14

Budget implication: Promotional expenditure is planned to maximise response at the beginning of the year, followed by continuous advertising to continue to maintain the highest level of threshold. Expenditure will follow the pattern in Table 14 G .

Table 14G. Crazy Foods  promotional expenditure  (£'000) per month.

1
2
3
4
5
6
7
8
9
10 
11
12

200
100
100
100
100
100
100
100
100
100 
100  100

There is no requirement for sales promotion - direct mail, leafleting via samples, public relations or sponsorship all considered ineffective at the period of the product development.

Contingency

Likely failure points are declining sales due to changing demand, competitive activity, product failure. Company has established information system to isolate the component, introduced quality control system to reduce product failure. 5 per cent of revenue set aside for additional promotional activity.

Crazy Foods - marketing budget

Cash flow forecast

From the creation of the marketing structure, the marketing manager can create a cash flow forecast. The result is provided in Table 14H.

Table 14H. Crazy Foods - Cash flow forecast in millions by month – except price which refers to unit pricing


1
2
3
4
5
6
7
8
9
10
11
12

Units
99
99
99
99
99
99
99
99
99
99
99
99

Advertising sales
10
10
10
10
10
10
10
10
10
10
10
10

Sales promotion 

0.2
0.2
0.2

0.25
0.25
0.25





Price (p)
23.2
23.2
23.2
23.2
23.2
23.2
23.2
23.2
23.2
23.2
23.2
23.2

Revenue £
2.5
2.5
2.5
2.5
2.5
2.5
2.5
2.5
2.5
2.5
2.5
2.5

Variable cost £













Delivered cost 
2
2
2
2
2
2
2
2
2
2
2
2

Gross profit
0.5
0.5
0.5
0.5
0.5
0.5
0.5
0.5
0.5
0.5
0.5
0.5

Promotion cost
0.1
0.1
0.1
0.1
0.1
0.1
0.1
0.1
0.1
0.1
0.1
0.1

NPD cost
0.05
0.05
0.05
0.05
0.05
0.05
0.05
0.05
0.05
0.05
0.05
0.05

Contingency
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02
0.02

Total flow
0.38
0.38
0.38
0.38
0.38
0.38
0.38
0.38
0.38
0.38
0.38
0.38

Financial benchmarking

Benchmarking the financial results against the competition suggests the company is performing well. Gross margins are higher than main competitors', return on capital higher, and stock turns much better. Debtor and creditor lengths pose no problems, liquidity ratios are equal or better. The implication of this analysis is that there are few problems that need to be resolved during the optimisation exercise.

Revenue centres

Crazy Foods can separate its revenues geographically. Analysing the business on this basis reveals that the various regions have the same revenue levels and that no action is immediately required to increase sales in particular areas.

Cost centres

Many of the various cost centres were identified in the creation of the plan. Management could also gain improved control over costs by separating the production process into a number of discrete components such as power, research and development and labour. Trade offs were identified in heating and lighting, labour, raw materials, security, catering, research and development. Subcontracting advantages had been identified in physical distribution, and sales promotion. Reducing service levels had not been considered in any of the main cost centres.

Sensitivity analysis

Cost allocations were straightforward as a single product range was produced by the company and all costs could be allocated to this one range. Break even occured at relatively low volumes. Sales forecasts  were fairly accurate, with an out-turn varying between 10 per cent better and 10 per cent worse than forecast. Risks had not changed significantly since the last budget, and management expected that the out-turn would be similar to previous years. Increases and decreases in sales of 10 per cent did not significantly affect the profitability of the operation. 

Crazy Foods - plan implementation

Organisational structure

Marketing penetration demands that the company remains close to the market. This will require a marketing manager to take complete control of the operation reporting to the marketing director for the foods division. Reporting to the marketing manager will be production, sales and finance. Support systems will need information on sales progress, promotional budget effectiveness. Skills reflect the customer requirements, and training will have to be upgraded as market share increases. Staff numbers required reflect the volume of production and customer liaison. Certain budgetary areas - distribution, promotion, inventory control - were the responsibility of particular individuals.

Budget authority

Specific members of the management team had been given authority for the budget expenditure in their specific areas of operation subject to regular control via senior management and the standard reporting system.

Monitoring mechanism

Sales and cost variances will be part of the monthly review process. The required information was  integrated into the reporting system.

Crazy Foods - future developments

New project development

New product development budget included the projected costs for the introduction of two new colours. These had been chosen as providing the best payback on a common internal rate of return, in competition with the introduction of new production equipment, the installation of new packaging machinery, or increasing the investment in the warehouse to computerise stock movements. Marketing management had created effective 'coffee shop' organisational structures (page 141) to handle the necessary close liaison with the market. They had identified the various components of the development process and had created the critical path which would be need to be closely monitored by the team members. This critical path was the clearance procedure and laboratory testing of the new bacteria.

Financing the plan

The existing business and the requirements of new project development when combined would still be cash generative. No financing would therefore be required.

Guidelines to marketing planning

The creation of the marketing plan is, after all, what marketing is all about. It is the culmination of detailed analysis and understanding, by which marketing management can provide the organisation with the best investment opportunities in the market - and yield higher returns on capital employed than the competition

The creation of a detailed marketing plan is also important for a number of other reasons. The first, and most obvious, is that it provides the main control over the movement of money and allows performance to be measured against established targets. As even a medium sized company has a number of complex operations, it is important to isolate areas with different expenditure patterns so that management time can concentrate on areas that may be performing less well . Splitting the company into a series of activity centres - either generating revenue or incurring cost - can also help to increase motivation and flexibility by making individual managers responsible for their particular areas. Sub-dividing revenues and costs into discrete areas also makes it much easier to look at the effects of changing investment within the company; altering the way in which the operation is provided; or raising or lowering the output of the operating area. 

Throughout company operations, different investment patterns will mean that costs can change, often dramatically. Increasing investment in - say automation in warehousing - can mean that the variable costs of moving stock in the warehouse will be enormously reduced, though obviously the capital employed will be significantly increased. Trade offs not only occur within a particular cost centre, they also occur across cost centres. Thus altering the investment in the physical distribution system can reduce costs in inventory, warehousing and so on. Such inter cost centre trade offs are a further benefit of creating a budget where each expenditure area is carefully defined. 

Choices will also have to be made as to whether the company finances and controls the entire operation or uses external suppliers to provide goods and services. This is the issue of 'make' or 'buy'. Choices of service provision will be a third alternative cost control element - does a particular department have to operate in a certain way? Can it lower the service provision while retaining the product benefit?  Companies will also have to consider the way in which new projects are funded and managed, whether they will be profitable, and when activities need to be paid for. Finally, the budget will need to be integrated into both the management structure of the organisation and the information system. A step by step by step process in establishing the framework for the budget is necessary and one such approach is outlined below. 

Define the structure of the marketing plan

The first stage in the development of an effective investment and control document must be to create the marketing plan, which integrates the demands of the market with the supply of product (consumer, industrial or service) which will provide the firm with competitive advantage. In summary, the issues involved will be as follows:

Segment.

Product benefit.

Information systems.

Product support.

Distribution channels.

Physical distribution.

Warehousing and production.

Inventory management

Sales management

Sales promotion

Order processing

Promotion

Pricing

Other issues will include contingency planning, organising for marketing, subcontracting.

From these factors, the initial costs of the marketing plan can be assessed and an outline budget created.

Establish financial benchmarks

The next stage in the budgeting process should be to analyse the financial performance of the company compared with others in the same industry, a process similar to the evaluation of competitive advantage. In this case one can call the process financial benchmarking. Such a process will highlight major areas of concern that should be addressed during the detailed budgeting process.

A balance sheet, and a profit and loss account, contain a large number of figures. The use of ratios, which explore the inter-relationship of these figures, help to make sense of the range of available figures. They also enable the manager to make comparisons between different companies with different levels of absolute turnover, profit or other balance sheet components. It is important to consider ratios in a logical sequence, separating the elements of the balance sheet into areas of activity (including profitability, stock and debt movements), financial (considering how the company's financial structure performs), and investment ratios which consider the perception of the company in the financial markets. Managers must be aware that different accounting practices may yield slightly different definitions of categories, which often make it difficult to compare companies across national boundaries. Remember also that the balance sheet is taken at a single moment, and may hide events that took place at an earlier time, and that accounting practice can significantly alter the 'true' value of all the ratios. Consistency is important - are all the ratios telling the same story?

Operating ratios

Profit margin.    
Trading profit

                     

---------------

                     

Sales turnover

Where trading profit is the profit before interest charges and tax; investment income and share of associate income is not included, and sales exclude internal sales within the group. For manufacturing industry, where volumes are low, margins of 10-12 per cent will be the type of target figure. In higher volume industries such as retailing, margins in excess of 3 per cent will be the target. Where comparisons between similar organisations indicate that margins are lower than the competition, corrective action by management will need to concentrate on product mix. For example, many retailers have shown a steady improvement in margins from the original concentration on 'pile em high sell em cheap' philosophy. This has been achieved by changes in the product service mix, with a move towards fresh vegetables, meat and higher value groceries including alcohol.

 Return on Capital Employed.   
Trading profit

           
                    

  --------------

                

                 
Capital employed

Where capital employed = share capital + reserves + all borrowing including leasing + minority interests + provisions - associates and investments. Normally government grants are not included in capital employed. ROCE is an important ratio in that it provides a measure of how effectively the business is using its assets. It can be used to assess the value of new ventures (lower ROCE from new ventures suggesting that concentration on the core existing business should be retained). ROCE targets of around 20 per cent indicate that the business is generating a good return on the assets employed; returns above this figure are excellent. Companies can modify the asset base in a number of ways to improve return on capital employed. They can lease rather than own assets; reducing stocks and other elements of working capital can also increase return on capital employed. 

Sales activity (asset turnover).

Sales

                                       


------

                                       


Capital employed

The asset turnover is a valuable trend indicator of whether company performance is improving or declining. Steady gains in performance indicate that the company is using its capital base more effectively, providing the company continues to depreciate equipment in a standard fashion. Rapid upward changes in ratio may indicate that the company may face problems in financing expansion (overtrading).

Care must be taken in company comparison, as integrated companies with higher capital employed will show entirely different trends to those organisations with high levels of subcontracted manufacture or service provision.

Earning power. This ratio connects the first three operating ratios.


Trading profit


Sales   

Trading profit


--------------
x   

------
=

--------------

  
Sales              

Capital       

Capital

The inter-relationship enables managers to explore four ways of improving earning power, namely: a) reducing costs; b) raising prices; c) increasing sales volume; d) reducing capital employed. Managing the inter-relationship of these factors will be crucial for the achievement of profitable development.

Inventory turnover            
 

Stocks

            
                      

------

                
                  


Sales

Where stocks consist of raw materials, part finished stock and finished stock, components, and work in progress. Stock ratios will vary from industry to industry. In manufacturing, a stock ratio of 1/5 (a stock turnover of every 10 weeks) would be considered acceptable. Such a stock turn in retailing would be far too low. Companies such as discount grocery stores (for example, Kwik Save, or Cost Co) can be achieving ratios of 1/14 (a stock turnover of every 3 weeks). When the stock turnover figure is worsening on a year by year basis, management will need to consider whether the product mix requires modification, or new types of stock control will need to be introduced. Within the retailing environment, inventory management will be crucial, as it will for manufacturing companies with a high degree of seasonality.

 Debtor length.                 

Trade debtors

      
                           

-------------

                

                
 Sales/365

Debtor length will be affected by trading policies. It is in the interests of the company to decrease the length of credit given wherever possible; such a decision will need to be taken in relation to the product sales benefit. Changes in debtor length without changes in customer policy may indicate that the company is experiencing an increasing level of bad debts, or is failing to maintain an effective credit control system. 

Creditor length.  
             
Trade creditors

          
                       

----------------

         
                        

Sales/365

This ratio provides a measure of the amount of credit that is provided by company suppliers. It is in the interests of the organisation to maximize the creditor length and minimise the debtor length. By this means the company can ensure that suppliers are financing a steadily greater proportion of company sales. It can be also useful for a retailer to analyse the relationship between Trade creditors/Stocks to identify the proportion of stocks that are financed by creditors. For an efficient retailer, the figure will be over 100 per cent; the greater the level in excess of this, the more effective the company will be.

Working capital               
Working capital

              
                    
---------------

                
                  
Sales

Where working capital = Stocks + Trade debtors - Trade creditors. The working capital ratio is important in that it identifies how much capital the firm will require during expansion in addition to the needs of capital investment. This will vary according to the relationship between debtors and creditors. For a company operating in the heavy manufacturing sector, the level may be high - in excess of 30 per cent; it is of far less importance to a retailer where the relationship may be negative (for a grocery retailer) to slightly positive (in the case of many clothing companies). It is most important to identify rapidly falling ratios, which provide a clear indication that over-trading is occurring.

Administration expense          
Trading profit

                                   

--------------

                                   

Wages

Many expanding firms experience a rising administrative costs. This may be initially necessary, as the firm recruits for a planned expansion. However, continuing decline in this ratio indicates that the administrative burden on the organisation is worsening and productivity is steadily declining. Firms can respond to such pressures by replacing labour with capital; by considering the relationship between in-house services and subcontracting; by changing the levels of responsibility and authority towards decentralised rather than centralised decision making, and finally by assessing the value of switching from full to part time employment.

Financial ratios

Gearing Gearing or borrowing ratios can be measured in two ways:

Debt (Borrowings)/Equity

Capital Employed/Borrowing

Whichever ratio is employed, the lower geared company has more freedom of action than one which is highly leveraged or borrowed. Borrowing must be continually financed. Equity finance does not require such continual servicing; dividends can be paid or not paid according to cash flow position. Industry standards vary as to the level of acceptable gearing but, generally, 60 per cent  gearing is regarded as the maximum 'acceptable' level of gearing, though this is modified according to industry standards or prevailing interest rates. A company that is highly geared must emphasise cash flow to pay for high levels of debt; it must also consider which part of the business can be realised to reduce that debt. 

Current ratio      =            
Current assets

                       
           
--------------

                                
  
Current liabilities

The current ratio is an overall measure of the short term viability of the company. A ratio of more than 1 indicates that there is a surplus of current assets. Traditionally, a ratio of 2 was considered necessary; higher ratios indicating that the investment strategy of the company needed to be reconsidered. Current ratios will vary between industries and companies and are affected by a number of specific industry or company factors, the most important of which are listed here.

1. Liability structure. Where a firm has a very high proportion of short term debt - borrowings repayable within the next few months - it will have to maintain a higher level of current assets.

2. Seasonality. Where a company operates in a changing environment, a higher level of assets may be needed to cover existing liabilities.

3. Asset structure. Where assets are easily disposed of - for example, if they consist of tradeable commodities - asset cover can be significantly lower than when they consist of partially finished  goods, which are difficult to dispose of.

4. Company policy. Maintaining high levels of stocks or long credit periods will require greater investment in current assets leading to an overall higher current ratio than might be expected within an industry.

Trends within current ratios will therefore often be more important than the overall figure, providing it is within an acceptable range. Is the company liquidity worsening or improving? What action should be taken as a result?

Quick ratio(acid test)    
Current assets - stocks

    
                          
------------------------

                

          
Current liabilities

The quick ratio considers the ability of the organisation to immediately meet its obligations without selling existing stocks. Where stocks are convertible, and consist of a large proportion of the total assets, as is often the case in retailing, the quick ratio can be low; for a typical supermarket in the order of 0.2. Where the stocks cannot be easily converted, for example in manufacturing, the ratio should be considerably higher, around 1.0. Trends are often more important for the individual company. Decreases in quick ratios indicate increases in company borrowing and reliance on external finance.

Cash flow ratio
  
Stocks + Debtors - Creditors

      
                        
----------------------------

                

                     
Sales

A company's cash flow will be particularly important when there are liquidity problems. A company will have to evaluate cash flow requirements in three main areas.

1. Capital expenditure requirements. Where the company needs to invest large sums of money in one particular venture it will place a considerable strain on the overall cash flow; a steady increase in the number of outlets within the network will, by contrast, mean a significantly greater flexibility in capital expenditure requirements.

2. Loan repayment. Should loans be repayable and incapable of being renegotiated, the strain on the company cash flow can be very considerable.

3. Increases in working capital. Changes in customer policy or expansion plans may mean that there will be a substantial increase in working capital requirements.

Investment ratios

Price earnings

         
Share price

                           
      

-----------

                                
 

Earnings per share

Where share price is the market average price, and earnings per share is the profit attributable to ordinary shareholders / Average number of shares in issue during the year.

Price Earnings Ratios (PER) are used to evaluate company performance in a number of ways. First, they will compare the company with others in the industry. Certain industries may be highly rated as a result of the economic cycle or overall sector growth. Secondly, the price earnings ratio will be considered against the overall market PER. Where the company has a short term and potential long term PER which is below the industry and market average it will be considered as under-valued; above and it will be considered overvalued.

Dividend yield         
Net dividend per share x 100

                          

---------------------------------

                          

(1-basic tax rate) x share price

Dividend yields measure the ability of the company to provide income for investors. Yield will be considered along with capital growth and competing income potential from other investments.  

Dividend cover        

Earnings per share

                         

------------------

                         

Net dividend per share

Dividend cover is a measure of the ability of the company to maintain (or improve) its current dividend. Where dividend cover is high, dividend payments are likely to be increased.

Revenue centre analysis 

The first step in creating the detailed budget should be to concentrate on existing business, followed by the investment issues in the new business. Establishing revenue and cost centres each of which can be reviewed separately is essential. Revenue centres can either be created from product sales, customer sales, regional sales, or a combination of all three. Revenue centres will obviously be influenced by credit policy and control over payments. 

Each revenue centre has an element of risk. Assessment of the expected risk is often termed a sensitivity analysis. Is revenue likely to be greater or less than expected?  Risk levels will be far greater in new markets and in rapidly changing markets - those subject to significant economic, social or technological variation. 

Create cost centres 

Cost centres depend on the type of operation in which the company is involved. Typically, centres would include some or all of the following: premises, power, heating and lighting, insurance, security, maintenance, cleaning, labour, raw materials, finished stock, catering, staff transport, physical distribution, warehouse, order processing, data processing, promotion, sales promotion, salesforce, equipment finance. Each cost centre needs to be analysed in three different ways to ensure that cost control is maximised; trade-offs, subcontracting, and service standards. Trade offs consider the effectiveness of different types of investment policy and can either work within the centre or between them. Subcontracting may provide the company with improved performance at lower cost for example in the supply of cleaning services. Finally, the question of changing service standards can reduce costs but may be potentially damaging for service organizaitons. For example, changes in the level of lighting will substantially reduce costs, though obviously as in all such cases the change in the service standard will need to be carefully reviewed before action is taken.   

Premises. For many organisations, especially service organisations, the cost of premises will be the largest or certainly one of the largest components of cost. The trade off that is most likely to be worth considering is using the premises over longer hours, or to invest in legal assistance to ensure that when the rent of the premises comes up for review, the lowest possible rent increase is achieved. 

Power. For many organisations the potential for achieving trade offs in power will be substantial. Changing the type of manufacturing processes will mean that power demand is reduced as will investment in power control systems for existing equipment; for the larger manufacturer, the generation of power for the factory may be a viable investment. Where companies are able to chose between power suppliers savings can obviously also be achieved. Where power systems are used intermittently, changes in service standards may lower costs; for example switching systems on and off, or using time switches,  rather than allowing them to run on.

Heating and lighting. Replacing existing systems with more efficient ones will almost certainly lead to reductions in cost; combined heat and power systems will be very effective in certain environments, and improved insulation is likely to yield very fast payback. Changing designs of buildings during the construction or renovation may also play a major role in reducing costs in this area. Alterations in the service levels will often lead to dramatic reductions in costs, especially where companies are using large amounts of air conditioning equipment. 

Equipment costs. Companies can usefully consider the creation of a separate equipment cost centre. There are many trade offs from investment in particular types of equipment, largely as a result of their impact on other cost centres. New equipment can reduce labour, maintenance, and raw material costs. Subcontracting equipment via leasing may both improve a company's finances as well as its flexibility in changing systems more rapidly. Changes in service level of company equipment may also be a major factor in reducing costs. Insurance. The most effective trade offs will be to introduce passive or active security devices to reduce losses through theft and damage. Passive systems include locks and secure display cabinets; active systems include sprinklers, alarms, video camera surveillance. These will help lower insurance premium levels. 

Security. Many of the trade offs mentioned for insurance will apply to security.  Subcontracting the security requirement can improve cost effectiveness. As the investment in security increases so should the control over losses. At some stage the investment will be more expensive than the potential loss, and it is in such assessments that cost reductions can be made. For example hiring two security guards may mean that 70 per cent of the losses have been removed; an additional security guard might mean additional reduction of 10 per cent. Is this worthwhile?

Maintenance/Cleaning Changing equipment and design can reduce maintenance and cleaning costs.  Subcontracting maintenance will need to be carefully considered, as will any planned reduction in the defined service level, as this may create more problems than cost savings. Subcontracting cleaning may provide significant savings, though.  

Labour. For small organisations overall labour costs can be amalgamated, whereas for large organisations they should be reviewed on a department by department basis. Two main trade offs exist. The first is the replacement of labour by technology. The second is to replace unskilled staff with skilled staff allowing a greater flexibility and productivity, and reducing the need for high levels of supervision. For certain operations the use of subcontracted labour may be cost effective. Changing service levels can obviously reduce the number of staff available at particular times and thereby lower costs. Another changed service level can be to consider altering payment structures (profit share bonuses for example).  

Research and development. Trade offs in research and development will mainly focus on increasing the level of investment to bring products to market more quickly with either more staff or more equipment. Management will have to ensure that increasing investment will in reality help to improve the effectiveness of the research and development programme. The use of particular specialist subcontractors in certain areas of research and development, such as testing and data collection, may mean that the company can make significant savings. A reduction in the service level may mean that products are brought to market without the normal amount of testing, though this will pose substantial dangers.   

Raw materials/components. Alterations in the production process are likely to cause a trade off with the level of raw material/ component requirement; investing in higher quality raw materials or components may reduce waste and therefore cost. Using subcontractors rather than integrated operations for the supply of raw materials or components is likely to reduce cost. Finally changing service levels in the supply of raw materials will tend to reduce costs though discounts on bulk purchases need to be considered.

Finished stock. Improved manufacturing or ordering processes can lead to a substantial decline in the level of inventory, with greater flexibility providing substantial improvements in the speed at which the manufacturing process can switch between product lines. Often the most important change that can be introduced is to evaluate the level of service that should be provided. Analysing the required stock levels for each particular product line will generally mean that finished stock volumes can be reduced, especially where the company can introduce either planning agreements with its main customers or handle a percentage of orders on a back order basis.

Catering. Many organisations maintain staff restaurants which were built at a time when space and labour were inexpensive. A trade off that replaces such services with either additional salary or additional time for meals or both may be a highly effective method of reducing costs. Replacing coffee and tea supply with vending systems is obviously another area of potential trade offs. Subcontracting the catering operations will often be a highly effective way of providing services particularly where there are considerable fluctuations in demand. Reducing the level of service provision will naturally reduce costs, though this may again have motivational effects.

Staff transport. For many organisations transport may be a substantial cost element and one that justifies close inspection. Trade offs will involve replacement of particular types of transport with others - diesel for petrol for example. Subcontracting, via contract hire or lease provision, from a range of possible suppliers may provide significant improvement in costs. Reducing service levels will often mean substantial savings but may cause contractual and or motivational problems. 

Physical distribution. Changing the type of physical distribution system can substantially reduce variable costs. For example replacing road with rail transport can mean major reductions in physical distribution costs though it will have effects on other areas of the operation such as inventory. Subcontracting the entire physical distribution system will often provide substantial savings especially where the network is complex or where there are significant seasonal variations in demand. Where it is possible to reduce the service level of the physical distribution system by lowering the frequency of delivery or reducing speeds there will also be significant reductions in cost.

Warehousing. Increasing the level of investment in warehousing can also substantially reduce the variable cost of operation; changes in handling systems for example. Subcontracting the entire warehouse operation may also be appropriate especially where there is substantial variation in the levels of demand or where there is a degree of medium or short term uncertainty concerning likely volumes such as when the company is expanding into new markets. Reducing the level of service can also mean decreases in the costs of warehouses: lower temperatures for example. 

Order processing. More sophisticated order processing systems will often mean that other cost centres will be reduced; with more efficient physical distribution and lowered inventory cost. Subcontracting the order processing system may be an option, though the company will have to carefully consider whether or not this may cause problems, particularly those caused by vulnerability to shortcomings in supplier performance. Reducing the service level can also be a problem as this will often impact on the product benefit.

Data processing. Increasing investment in the sophistication of the data processing system can also generate higher levels of performance at lower cost, though the effects on the skills required by the workforce will need to be considered. Subcontracting the data processing system may also be a valuable method of controlling costs as in-house systems will often be substantially more expensive than necessary. Reductions in service levels are a very viable way of lowering costs as many organisations will be generating data which they cannot effectively use.

Promotion. Where promotion can be shown to be profitable, increasing the promotional budget will save money by generating additional volumes. More relevant for most organisations will be the possibility of improving performance of the advertising budget by either changing the service level or by subcontracting the expenditure to specialist suppliers who are able to maximise the effectiveness of the budget. Changes in the service level unless carefully analysed are likely not to be cost effective causing a greater reduction in sales value than the revenue saved. Possible changes in promotional channels and structure may generate the same level of sales revenue from a smaller level of expenditure.

Sales promotion. Similar options to promotion apply to the effectiveness of the sales promotion budget.

Sales force. Trade offs in salesforce effectiveness can exist in a number of areas. They include increases in total numbers, changes in customer orientation, raising the level of sales skills, and improved company support. The use of subcontracting can also yield improvements in salesforce performance either to create new sales leads, to handle specific sales drives, or to provide repeat purchase support. Reducing the service level in the salesforce will have the same problems as cuts in the promotional budget. 

Debtor/creditor.  The  control of payments out and payments in will be another area of the company that is a very important cost centre. Management can influence the overall financing of the company by appropriate investment to improve credit management via skilled staff and /or appropriate software; the firm can subcontract its debt collection to organisations such as factors; and they can reduce service levels by either demanding longer debt periods, or by achieving shorter payment periods.

Cash.  Effective cash management can do much to reduce financing requirements. Again investment in this area with the appropriate skilled staff, the use of subcontractors to improve the cash collection system (such as the use of  fast bank transfer systems, especially in market development strategies) will do much to improve the costs of cash management. Changing service levels will also mean that companies can consider maintaining lower levels of liquidity and therefore improve the overall profitability of the operation.

Identify profitability through cost allocation

The creation of cost centres and the evaluation of their behaviour helps the manager to improve the ability of the business to forecast future profitability both from the existing business and from new ventures. The basic issue is fairly simple, as it will be clearly seen that the greater the level of cost that is independent of sales level (FIXED COST) the greater the volume of profitable sales that needs to be generated to cover such costs. This is the problem faced by many capital intensive industries such as petrochemicals or railways, where the additional production cost (VARIABLE COST) of extra units of volume or passengers is low. Naturally the level of profit each unit makes will be also important in the achievement of profitability with low levels of profit requiring greater volumes than high levels of profit, regardless of the level of fixed costs. From the inter-relationship of fixed and variable costs, the manager is able to establish what the level of sales necessary to achieve profitability will currently be, and from an analysis of the cost centres establish what the requirement will be in the future. Forecasting cost trends will be an important part of the management information system developed at profit centre level, to identify those areas of the business that require action to control major cost changes. The level where profitability will be reached will be provided by the break even value (BEV).

          

Fixed costs

BEV
  =  
-------------

          

Marginal profit (Sales price - variable cost).

For example, a corporate entertainment service provider has fixed costs of £500,000 a year. The average marginal profit of the service provided is £4500. Therefore the number of events that need to be sold to achieve profitability is 500,000/4,500 = 111. Analysis of the cost centres suggests that many of these can be more effectively controlled, indicating that fixed costs for the next planning period would be around £400,000, and that the average marginal profit would be slightly greater at £5000. The forecast break even is then 400,000/5,000 = 80. Such a significant change in profitability underlines the importance of appreciating the inter-relationship of fixed costs and profitability, and creating systems whereby such costs can be evaluated and controlled.

Though the basic issue of break even value is straightforward, its application is more complex, requiring as it does an assessment of what are fixed and what are variable costs. Traditionally, items such as property and equipment costs have been considered fixed, whereas items such as labour and promotion have been considered as dependent on sales and therefore variable. In the real world, such distinctions are often not possible. Retail stores have to maintain high levels of staffing regardless of sales, with annual contracts even for part-time sales staff. Consumer and industrial manufacturers will need to maintain promotional investment even when sales are depressed so that the target effectiveness of the promotional campaign is achieved .     

Establishing realistic fixed and variable costs may therefore require a different approach. It is often more sensible to consider fixed costs as those that the organisation will have to continue to pay if the operation were subject to violent weather or some other form of disturbance which made sales impossible. Such an approach to the allocation of overhead will be a conservative one and will ensure that the worse case break even analysis is produced.

Another problem  often encountered in the assessment of break even values is the way costs are allocated within the company. Where a single product is manufactured there will be no problem; but multiple products or services produced or provided by a single site will pose problems of allocation. Two examples will illustrate the problem. A retail outlet has three floors. The first floor is the most active sales area, the second floor less successful and the basement has the lowest sales activity of all three. How should the operation allocate its overhead? Equally across all space? By level of sales? By level of profit? A mixture of all three? A manufacturer produces three different types of product from the same equipment. How should costs be allocated to these products - by turnover, by manufacturing time, by profit? Though there are no completely satisfactory solutions to these calculations, the golden rule should be to keep the allocation approach as simple as possible. In the service environment, this will mean an allocation based on share of overall space, whereas in the manufacturing environment it can be based on share of manufacturing time. Other approaches tend to produce circular arguments; allocating on profit depresses profit and therefore changes allocations. Though simple approaches to overhead allocation mean that certain departments or products will be regarded as providing lower levels of profitability, management will be able to evaluate the overall pattern of the business based on a single application of overhead recovery.

Consider future investment alternatives

The creation of cost centres and analysis of break even positions will establish effective control over existing expenditure. Management will also have to consider what the likely returns will be from expenditure in different areas of the budget - the introduction of new products or investment in existing products, or cost centres. A common method of appraisal is important as otherwise the value of different projects will be very different to evaluate. The most important issue will be the speed at which the investment pays for itself, which will be effected by the cost of the investment, the size of the return and the time over which it is received. Projects will vary from those that cost little and provide high levels of return over very short time periods, to those that have high initial costs and pay back slowly and poorly over long periods. Given that all organisations have limited resources, the initial concentration should be on those projects that provide the highest rate of return to the organisation whether they be for investment in new products or trade offs within cost centres. Management will have to agree on a method by which projects can be evaluated. One of the most common is the use of a discounted cash flow technique. This method considers that revenue received late in the project is less of value than revenue received early, applying a discount rate to the way in which the money returns to the company. An example is the annual discount rate of 16 per cent.


Year one         .862


Year two         .802


Year three       .738

With this discount rate one can compare two projects with different levels of investment and different speeds of payback. Consider project A with initial costs of £500,000 and returns (profit) of £40,000, in year one £300,000 in year two and £450,000 in year three will provide a net return of £106,000 at a discount rate of 16 per cent. Project B with costs of £350,000 in year one with returns of £180,000 in year one, £200,000 in year two and £250,000 in year three will provide a return of £149,000 over a 3 year period at a rate of 16 per cent.  Project B on that basis would be ranked more highly than Project A.

Establish frameworks for new projects

Controlling the allocation and use of resources is complex. Many issues can be resolved by computer programmes specifically designed to control and monitor the large number of variables. However, in less lengthy and complex projects manual analysis is just as viable, and perhaps cheaper. In each case, a structured approach to project management is used, to ensure that management has full control over complicated, resource intensive activities. Often these involve a trade off between the speed of completion and extra expenditure. This can only be properly evaluated if management appreciates the constraints operating within the entire project.

Define necessary stages. The first step is to identify the steps necessary to complete a particular project. This can involve defining those tasks which are distinct and separate, requiring specific actions for completion. In a complex problem, the series of tasks will be very large and will require the contribution of a large number of management with experience of particular areas of implementation. This is because the completion of apparently similar projects in different areas of the company may make very different demands on staff and investment.

Establish resource requirements for each stage. Every item of project work will vary in timescale and cost. Management will have to establish what the forecast time and cost of each event is likely to be. From this analysis, the planner will also be able to identify the likely variation for time and cost. In theory,  both reductions in cost and time should be allowed for, but in reality it is only increases in both that are a major problem. Time and cost will often clarify the labour components of each stage, and will clearly show where there are likely to be problems with existing skills levels within the organisation. It is possible to reduce the time involved at particular stages by higher levels of investment. This is the most important trade off that managers can investigate to control the overall lengths of a particular project.

Connect events. A manager also has to identify the sequence of events involved in any particular project. Outlining the likely sequence helps to show what can be delayed, because its completion is not dependent on any other event, which has considerable cash flow benefits. In contrast, there are tasks that must be completed early in the project for, unless they are completed, other facets of the project will not be able to move forward. Such events must obviously occur before those that are dependent upon them. By identifying the sequence of events, the manager is able to inter-connect events creating a network of dependent and independent actions that must be implemented before a particular project can be completed.

Define individual or overall project constraints. Few projects exist within a vacuum. Managers must work within budgetary and time constraints. In order to understand the demands of implementation, the overall or individual constraints will have to be identified so that suitable reappraisal or redirection of  each stage, or of the overall project, can take place. For example, projects will generally have funding limitations, and must often be completed within a specific time. Frequently there is a limited labour pool available and increasing the speed of completion of one project component may slow another.

Show earliest and latest event time for each stage. In order to appreciate the relationships of the individual stages with the completion of the overall project, managers need to identify the earliest time that a project can be started in sequence with others; and the latest time it must be started in order to complete the project within the specified time and budget. When using a manual system it is useful to chart each event vertically with the start date of one project leading from the completion of the earlier one in the sequence. Increasing the investment in specific stages may enable the latest event times to be modified and to provide more flexibility to the critical path where timing and investment are crucial.

Define critical path. Where the EET is the same as LET there is no slack time in the sequence. In other words the sequence is critical. Any failure in one or more of the individual projects to be completed on time will lead to the overall failure of the entire project as there is no flexibility. Management will have to concentrate on controlling the events in the critical path, by identifying variations from the planned time or cost and by taking the appropriate corrective action. The identification of the critical path in complex projects will therefore be a crucial management task and one that will require the greatest expenditure of effort to ensure that projects are completed on time.

Monitor and control. Once the timing of each of the stages has been accurately defined, managers must continually monitor the success or failure of each individual stage. The completion of each stage to time and to budget has implications for the rest of the programme, as does any variation from it. Management must therefore continue to supervise each stage of the project as it is completed and reappraise,  if necessary,  the funds required at the next stage so that the project runs smoothly to completion. The earlier problems can be identified, the more likely it is that the appropriate corrective action can be taken and the project completed to time and budget.

Establish authority

Once budgets for existing, new business developments and contingencies have been established, the definition of authority and responsibility within the organisation will have to be decided. There are a number of advantages of delegating budgetary authority. First is the fact that individuals involved in a problem are most likely to understand how improvements in funding will affect that problem. Secondly, motivation will be improved when individuals are provided with responsibility for the running of the organisation. Thirdly, career development achieved through responsibility for an area of the company is an excellent method of motivating staff   who will develop with the organisation.

Contingency planning

Budgets will have to include an element of investment available to cope with unexpected changes in the operating environment. Management must follow a step by step procedure to define where the plans may run into problems;  establish levels at which action will be taken, and  create plans that will be implemented once these levels are reached. For the majority of companies, this will mean concentration on cost centres and sales levels.

Decide on finance sourcing or destination

Finalising the budget will produce a cash flow, which will be either cash generating (more income than expenditure) or cash negative (more expenditure than income). In either case, management will have to determine where the money is coming from or going to. This is outside the scope of this  text.

Implementation and control

The creation of the budget will mean that the organisation will have a set of standards that will need to be controlled. Subcontractor standards will have to be established  and monitored, budget expenditure will need to be continually reviewed, and the development of new projects will require close control, especially those items on the critical path.

Strategy and budgeting

As company policy changes, so will the investment environment within the company.  As policy develops away from the original core activity of the company, the level of uncertainty will increase.  Diversification policies will  have the highest level of uncertainty as the company lacks knowledge of the likely investment flows; market penetration the lowest.  Market withdrawal policies will have a considerable effect on the cost centres, as the sales volumes will mean that costs may rise. Consolidation policies will involve a detailed evaluation of the cost centres and an assessment of trade offs, subcontracting and possible trade offs. Market penetration will involve higher levels of investment in cost centres as volumes increase through the company. Market development will require substantially greater changes. Uncertainty will increase as distant markets and customers are involved.  Cost centres will change, as many costs will increase. Such changes will alter the break-even points compared with market penetration, and with the increasing uncertainty the contingency planning will have to change. Product development will mean a major concentration on project management, with a substantially raised level of uncertainty.  Diversification will mean the greatest level of uncertainty and changes in the investment environment.

Working practice

1. Identify major budgetary issues through benchmarking both within and outside the corporation.

2. Assess cash flows from each product group or area and determine likely risk via sensitivity analysis.

3. Establish cost centres and consider trade offs, subcontracting and reduced service levels on cost behaviour. 

4. Evaluate profitability and break even levels by establishing fixed and variable costs and allocating them.

5. Create criteria for evaluating different investment possibilities.

6. Define management issues in controlling new projects.

7. Create contingency budgets.

8. Identify sources or destination of finance.

9. Define management responsibility for budget implementation.

10. Monitor and control.

Marketing Strategy

You  have just been appointed to the post of managing and marketing director of Tochnics, which is based, along with its competitive companies in the capital city of Eternia. Your responsibility  is to develop a strategy for the company over the next few years, in the face of a rapidly changing economic and competitive environment. You have to find a policy that will build competitive advantage which  will make the company steadily more profitable.

Success in business is a central feature of life in Eternia; though managerial jobs are not highly paid, they provide the only access to individual advancement. Effective business managers are given honours such as the Eternian Golden Peanut which opens all doors in Eternian high society. On the other hand, unsuccessful managers are given a free transfer to helping penguins at the South Pole.

Tochnics in the first year of operation produced a single product, the radion. This, and other competitive products - which were identical in specification and price - were sold in both the department stores and electrical shops in Eternia. All companies in the market were profitable and there was limited international competition, though a wide range of advanced electronic products such as audions, telions and videons were smuggled in from the neighbouring and the slightly larger  market of Hysteria, with a population of 15 million, but with a standard of living 20 per cent above that of Eternia. 

Your company at the time were appointed has the following structure




 Managing Director


Production director                   
  
Finance director


Factory 

Sales/mkting
Accounts staff




Distribution staff

The company employed around 50 staff; there were 30 in the production and distribution department, 10 in the sales and marketing department and 10 in the finance division. All staff have good qualifications and you are happy with the general attitudes within the organisation. The fixed costs of the operation are currently &5 million  per annum. (The local currency was the Anda (&): 1 Anda =  100 Andinas).

The country

Eternia is a small country in the Mediterranean, with a population of 10 million. It has had a stable political system with two major parties, the Social Democrats and the Liberal Conservatives, alternately occupying office since the 1960s. The political parties had concentrated on maintaining high tariff barriers to protect local industry, and to reduce the level of imported products, while investing substantially in education to improve the skills of the workforce. Both political parties had supported local industry with soft loans, with the result that all market segments tended to be highly fragmented with a large number of companies in each sector. Recently the government has started negotiations to join the European Community, and it was likely that the country would join the Community within the next few months.

EC membership would inevitably mean the tariff barriers against foreign firms -  Sony, Akai, Phillips and others - would be removed. It is not clear initially how rapidly this will occur. Foreign competition would have a significant impact on the entire electronics sector. In neighbouring, markets a range of new products had become available: the telion, audion, and videon. In these markets, these new products had substantially replaced the traditional radion with the new electronic items, so it was likely that trends in Eternia would not be significantly different. But the lower standard of living in Eternia  was likely to reduce the speed at which certain products penetrated the market. These changes would create substantial opportunities as well as problems for the electronic firms currently established in Eternia. Your problem is to ensure that Tochnics is one of the successful operations, as you do not like penguins.

The government of Eternia had always rigorously enforced anti-monopoly legislation; no firm was allowed more than 20 per cent of any one market sector. With membership of the EC, this rule was likely to change. Already the government  was encouraging the development of businesses that could compete effectively against other European firms. Economic growth had been fairly rapid, thanks largely to the emergent textile and tourist industries. Inflation rates had remained low and the exchange rates against the major currencies had remained stable over the last 3 years. The growth in the economy allowed the government to cut taxes, especially on consumption, so disposable incomes had grown significantly. Coupled with low levels of unemployment this meant that there was now a large level of unfulfilled consumer demand. As savings rates had traditionally remained high, it was uncertain what the exact consequences of joining the Community would be and whether inflation would rise as a result. Taxes on corporations remained high at 50 per cent, though there were signs that these would be reduced as government revenues swelled. 

Family life in Eternia was important. Though the population was slowly ageing in common with other European countries, household sizes remained high, averaging 5.1, and the pattern of family development was to remain at home until the middle twenties. The Eternian consumer was fairly sophisticated largely due to foreign travel and inward tourism, which created a significant demand for high quality products.

The market

The market for radions has remained stable for a number of years with consumers buying replacement units on a fairly regular basis. The trends in the radion market are provided in Table 15A, together with a forecast for the following year provided by the government market research unit, EPIC.

Table 15A. Changes in radion market, with market size in & millions.




Year 


1
2
3
4
5*
6*


100   
110     120    
125     130
135


(*  projected)

Because there had historically been so little price competition, price elasticity remained an unknown factor but was likely to be fairly high, with so many competitive products, and because consumer expectations had been created by the previous pricing policies in the market (Table 15B). Price elasticities in the new product areas would however be fairly low for the first year or so, as there was a substantial amount of pent up demand. But, being unable to sell the stock that you produce will displease the Eternian Industrial Board. The Board monitors stocks closely, confiscates unsold stocks  from companies that over-price, and dumps them in international markets. This drastic action has stimulated companies to plan accurately on pricing and production as some companies had moved rapidly from profit to loss caused by  miscalculations on production volumes.

Table 15B. Market average price for radions in Eternia - at msp  in &.


1
2
3
4 
5
6*


25
26
26
27 
27
28


(*projected)

For comparison, the market for electronic products in the neighbouring country of Hysteria had shown a very different developmental pattern over the last 5 years, as  Table 15C demonstrates.

Table 15C. Sales of electronic products by value over previous 5 years in Hysteria converted to Eternian & (total market sales value at manufacturing selling prices).





1
2 
3 
4 
5


Radion

55
50
45
40
30


Audion

190
150
140
100
110


Telion 

250 
270
230 
210
180


Videon 

85
125
240
350
310

Research made available to all the electronic companies by the state research group, EPIC, showed that the margins and manufacturers' selling prices were substantially higher in these new product ranges. The average unit selling price and margin in Hysteria are in Table 15D. From this Table you are can calculate the manufacturing cost for each product. Remember that this is only a rough guide; the market in Eternia is likely to follow its own developmental path.

Table 15D. Average manufacturers selling price and margins in Eternian & 

converted from Hysterian? 

Product

Manufacturers' selling price

Margin %

Radion


22




4 

Audion


55




20

Telion



120




50

Videon 


200




100

The research report indicated that the way in which the Hysterian market had developed had few similarities to many of the other European countries; and that new features and promotional expenditure were a vital factor in the success of companies selling in the telion and videon markets. 

Electrical retailing had always been highly fragmented in Eternia. Land was cheap and many families had set up shops in the 1950s. The Eternian retailer believed in providing a high level of service, which was guaranteed by a government training scheme which required each employee to pass stringent retailing diplomas. The retailers stocked all the products available in the market, to provide customers with the best possible service. Physical distribution was no problem  as all the electrical retailing outlets were established in the main towns of Plumbing, Heating, Cooking, Lighting and Showering, all of which were close to the centres of production.

Resources

Tochnics has a representative share of the audion market, with each audion produced selling at a margin of 25 per cent, or &7 per unit. On a turnover of 1 million units, the company would have the cost structure in Table 15E.

Table 15E  Tochnics  - company cost structure (&)

Revenue


Sales 

27,000,000


Cost of sales
20,000,000


Net income
7,000,000


Fixed costs 
5,000,000


Profit

2,000,000


Tax

1,000,000


Net revenue
1,000,000

The success of policies over the past 10 years had enabled the company to build up a reserve of &5 million. This cash reserve was currently held by the Eternian Reserve Bank, and yielded 3 per cent interest per year. The government maintained a close watch over all  manufacturing companies; all money had to be banked in the ERB, with individuals and corporations holding equity stakes in the manufacturing sector via the Eternian Investment Bond. Individual companies could raise additional finance by approaching the ERB, which would then grant the loan on certain conditions.

Much of the  remaining profits had been allocated, by the previous director, to sophisticated manufacturing equipment. This system was so flexible that it could produce a wide range of alternative electronic products, with each unit of radion production equivalent to one audion, telion or videon. The manufacturing system would handle up to 1.5 million units of production; additional manufacturing plants would need a capital investment of around &30 million.

Costs of options

There are a variety of ways in which the resources that you have at your disposal can be spent.

1. Product withdrawal. You estimate that there would be costs incurred in withdrawing from any particular market, if the sales of any one particular item falls below 100,000 units. This would depend on the exact ruling of the Eternian Industrial Board, but was likely to be in the region of &500,000.

2. Cost reduction. Money spent on sourcing new materials and improvements in the training of staff would have a significant effect on the reduction of cost, and therefore on margins. Your production director has estimated that each &200,000 spent in this way would improve margins by 5 per cent. The cost saving would only apply to one particular product type; should you decide to change the product range these savings are not transferable. You are also aware that research suggests that as you produce more of one product, costs are likely to fall as the labour force learns to make the product more effectively, but you do not know what effect this might have on prices.

3. Promotion. You are aware that increased promotional expenditure would substantially increase the overall market size for the company products, and more importantly, its market share. There are three options open: to concentrate on sales promotion, media promotion or a combination of both. Experience from other markets suggest that Tochnics could gain an additional 10 per cent market share through each &2 million expenditure on sales promotion, though this would depend on limited activity by the competition. Such an investment would have an immediate effect on sales, but would - in common with the expenditure on cost reduction - only have an effect on one particular product range. Sales promotion would not have any long term effects, acting only in one particular market sector for one particular year.

Media promotional expenditure would have an effect across the entire product of the company. Research in Hysteria suggested that an expenditure of around &1.5 million could increase sales by around 12 per cent, but this growth in sales would not occur immediately; there would be a significant lag factor while the advertising took effect. However, media promotion would be cumulative in building up the company's position in the market place.

4. Product quality. The improvement in product quality would enable Tochnics to either increase market share, or profitability, or both. A &100,000 investment in research and development would significantly improve product quality. This would strengthen the company's market position - if the competition did not upgrade their product as well. Exactly what this achieve would become clearer as the market research revealed product and pricing positions. Additional investment would enable the company to further improve their position. This expenditure would again only be relevant to one particular product.

The investment in product improvement also required time to take effect. It was anticipated that investment in product improvement would take one period or year before it came into effect. This would mean that an investment in year 1 would only effect the sales of the product in year 2.

5. Product development. Tochnics could also invest in product development in the potentially new markets of the audion, telion, and videon markets. The move into each of these markets would have different potential costs and speed of achievement (how quickly the company could get the product into the market). Details are in Table 15F. For example, a decision in period 1 to develop audions would enable them to be introduced in period 2; a decision to introduce telions and audions taken in period 1 would lead to manufacture in period 3. The government research group, EPIC will provide analyses of market sizes of each of these product groups on a period by period basis; it is likely that - with the decline in import tariffs -  these markets will initially be dominated by foreign brands, but these will remain much more expensive throughout the foreseeable future.

Table 15F.Costs and potential time scale of new product development by sector.


Sector

Costs               Time scale (period/year)


Audion
&300,000

1


Telion

&800,000

2


Videon
&1,500,000

2

Your task

You have the responsibility for the development of Tochnics over the next few years. This will require you to set goals and take decisions on action. Remember that you compete with other companies: and what the other companies do will change the market. Each period you will receive a report on the outcome of your decisions and a brief economic, political and social report from EPIC with a rough market forecast for the next year.

All plans have to be presented to the Eternian Industrial Board. Should they fail to be presented on time, the board will order the company to continue an identical policy to that of the preceding year. The format of the plan is given below. To it you should attach a statement of what you are trying to achieve in the particular market conditions that you face and how this relates to the long term objectives that you have set for the company. In addition you should include estimates of what you think each market sector will contain for the following period.

Action

You need to produce a plan for the company which includes sales volumes, your pricing decisions, the costs of production, your investment policy and the likely effect that you think that this will have on your cash flow. To help you with this calculation a framework is provided to help you think through the various  problems.  

* How are you going to build competitive advantage?

* What are the market sectors going to do?

* What are your competitors likely to do?

* Should you be cautious or adventurous?

Guidelines to marketing strategy

Strategy is central to effective management. Resources and actions must be directed in a coherent and integrated way to achieve a particular goal. The creation of a marketing strategy decides what is important, how the organisation should achieve its goals, and whether there are particular risks. The creation of a strategy  is perhaps the most demanding, complex and often frustrating task facing managers. 

The complexity  of a marketing strategy is determined by a whole range of factors that interact and vary in importance, from product sector to sector, and over time. The wide spread of issues to be evaluated require detailed analysis and involve a considerable amount of time and careful assessment. The following format aims to show the business planner how to work through the various stages of a marketing plan in a structured and organised way. Because a large number of variables are involved, the value of a check-list approach will be limited unless the planner is prepared to explore each issue in detail. As experience increases in the creation of a marketing strategy, the marketing manager will become more adept at identifying those factors that are of greatest importance to a particular business or business unit. Adopting such a system also helps the planner to move from the general or strategic issues to the particular - or tactical - detailed planning requirements, that are necessary to support the broad strategy.

Establishing the unit of analysis

The first stage of marketing planning is to be clear about what exactly is being analysed. The more detail going into the plan, the better the chances of a successful outcome. In other words, planning should be focussed. Each operating unit, in each market sector, should be analysed separately because each must contend with different environments with different opportunities and threats, while having distinct strengths and weaknesses. This approach to assessing company position by identifying opportunities and/or threats, and measuring the company's strength or weakness in a particular area, helps to broadly define how the business should develop. This item by item assessment of the company's marketing plan has a number of additional advantages. First, it will identify the relative importance of various factors to the success and failure of the marketing plan. Important factors need to be carefully reviewed and monitored. They will become an important part of the information system. Secondly, every factor has a particular implication for the likely success and failure of future actions. Only by detailed assessment is it possible to evaluate such risks and determine how the company should deal with them. 

Macro-environmental factors

Three groups of influences on the company can be defined. If you have followed the discussion throughout this book, you should be acquainted with their influence on specific areas of company marketing operations.  In graphical representation, they form concentric circles. The outermost circle represents the macro-environment, the middle the competitive environment, and the innermost the resource environment. Those areas, least subject to company influence and control but which, nevertheless, create major opportunities or threats, are part of the macro-environment. For the marketing planner the most important factor in the macro- environment are those that set limits to company progress. Understanding these are crucial to deciding on where effective company progress can be made. The major challenges confronting the company can be subdivided according to whether they are Political, Economic, Social, Technological (mnemonic PEST) and Geographical.

Political. Tax legislation. Attitude to credit. Monopoly legislation. Regional incentives. Attitude towards education/health/ unemployment expenditure. Capital transfer controls/tariff barriers. Promotion controls. Factory/consumer health controls. Attitudes towards foreign investment/control. Patent/copyright law. Legislation and control on distribution. Fiscal climate (depreciation rules, investment allowances). Labour laws. 

Economic. Inflation rates. Monetary policy. Unemployment trends.Taxation emphasis. Growth trends. Trends in disposable income. Price and wage controls. Infrastructure investment in road/rail/air. Costs of borrowing. Currency stability. Raw material costs. 

Social. Population age structure. Family size. Education levels. Religion. Consumer activism. Birth rates. Lifestyles. Male/female roles. Savings ratio. Public holidays/gifting. Cultural heterogeneity. Environmental pressures.

Technological. Government investment and focus. Speed of change. Direction of change. Technology transfer.

Geographical. Climate. Population levels and concentration. Topography.

Competitive factors

The specifics of marketing competition and how marketing is used to build competitive advantage have been discussed throughout the text. Comparison between the company and its competitors will identify its competitive strengths and weaknesses, and provide information about where the company should be investing. A basic rule is that if the company cannot establish a competitive advantage it should not compete and should look elsewhere for investment opportunities. The main factors involved in understanding the competitive environment include the following. 

Market comparison. The competitive position of the company will be a combination of a number of market and product factors. These include market position, market size and growth, seasonality, Market share. Distribution intermediaries. Nature of buyers. Capital investment requirements. Product Quality. Width of range. Price position. Promotional policy. Technical superiority. Packaging. Guarantees and servicing arrangements. Uniqueness. Quality control. Credit provision/leasing. Distribution channels. Level of investment in branding. Physical distribution. Design. Substitutes. Possible entrants. Physical factors such as design of outlet and location. Process or service factors such as speed of service, cost of providing service, efficiency of service, and quality of service.

Development issues. Research and development expenditure, sophistication of the new product development process, speed of product development, whether the competitors acquire or develop new products internally.

Comparison of information systems Completeness, accuracy, simplicity, and usefulness.

Financial resources. Throughout, our discussion has concentrated on the relationship between competitive advantage in marketing, cost control and profitability (eg. Chapter 13 on Pricing). Particular attention has been given to the Return on Capital Employed (eg. page 263-264). Other factors, which impinge on marketing,  include Shareholder willingness to fund further development, Price/earnings ratios, Dividend policy. Profitability ratios including Gross margin on sales. Net margin. Return on capital employed. Liquidity ratios including Gearing. Interest cover. Current ratio. Quick ratio. Working capital ratio, and cash flow status. Activity ratios including stock turnover, debtors' period, and creditors period, fixed costs.

Personnel resource. Personnel management, ensuring that the right staff are in the right place at the right time, is another facet of  the competitive  advantage issue which ought to be given serious consideration as a facet of marketing strategy. Some of the issues to be considered are: numbers of staff in management, supervisory, shopfloor, salesforce. Staff turnover, age, management style. Skills at managerial, salesforce, shopfloor, technical levels, training policy. Market expertise. Company systems such as communication/control, appraisal, recruitment, remuneration, negotiation. Reporting structure such as departmental organisation. Span of responsibility, whether authority is centralised or decentralised, whether the company has a strong set of shared values. Technical support.

Production resource. Another area of discussion has been the relationship between production issues, marketing, and competitive advantage. These feed into strategic planning in a number of areas.   Nature of suppliers. Production capacity. Equipment sophistication. Product expertise. Production expertise. Inventory control. Raw material availability. Component costs.

The competitive position can be summarised in defining the 'core competence' of the organisation. This is the area of expertise where the company has a distinct competitive advantage and carries out tasks or services more effectively than the competition, and is a combination of market, information, research, finance, personnel and production advantages.

The internal product resources

Organisations must be able to define the type of investment policy needed in terms of the products or services that are currently produced. The questions that need to be answered is where should the company invest to improve its competitive position? From which area should the money be drawn to achieve this investment? There are a number of methods available to structure and identify strengths and weaknesses within the product portfolio of the firm. Often known as portfolio analysis, the most important have been considered in detail in the text. 

Segmentation. Identifying the way in which the market is divided and matching the product to the respective segment compared with the competition is a basic first step to understanding the product portfolio. Segmentation variables vary according to the nature of the firm and the market serviced (pages 14-29). For consumer goods the main subdivisions will be: demographic - age, sex, household size, occupation and location; economic - income, and stage in family structure; Psychographic - lifestyles, attitudes, and group influences. For industrial products segmentation subdivisions will concentrate on the size of organisation, the nature of the buying process, the state of technological development, location, price sensitivity and type of activity.

BCG. The Boston Consulting Group portfolio analysis identifies four main subdivisions of products (or profit centres/or strategic business units, SBU's)  based on relative market shares and market growth. a) Cash cows -  products generating cash which have high relative market shares and are established in slowly growing markets, with the strategic recommendation to maintain investment to achieve the maximum cash flow.  b) Dogs -  products unlikely to be generating substantial positive cash flows because they are in slowly growing markets with low relative market shares, with the strategic recommendation to withdraw investment from the product group.  c) Stars - products generally with negative cash flows but with high relative market shares in rapidly growing markets, with the strategic recommendation to invest significantly to achieve long term growth. d) Question marks -  products also with generally negative cash flows but with low relative market shares in growing markets, with the strategic recommendation to carefully monitor investment levels and to withdraw support rapidly should the product group continue to be unsuccessful.

GE. The General Electric Portfolio defines products along the axes of market attractiveness and business position on a three by three matrix. Products or SBU's with strong business positions in attractive markets will yield high Return on Capital Employed ( a concept used throughout the text, eg page 264). Investment in these areas should be maximised. Those with medium positions yield average returns, which implies maintaining investment at adequate levels; those with poor positions in relatively unattractive markets yield poor returns on capital employed, and withdrawal is the best option. 

Business position and market growth. Another approach is to divide -on a fifteen grid square - the products/SBU's on the basis of market growth and competitive position. Thus products will be placed within one of five market development stages (development, growth, shake out, maturity, decline); and one of three competitive or business positions (strong, average, weak). Products concentrated in the top left corner of the quadrant (market introduction stage/strong business position) will be for a concentration on growth, those in the mature market sectors will concentrate on profit. 

Advantage/investment matrix. Another technique is to divide the product portfolio along axes of ease of gaining competitive advantage (high to low) and the investment requirements of the industry high/low with four main subdivisions: 1. Stalemate or commodity sectors where the investment requirements are low and there are few ways to gain competitive advantage, with the strategic recommendation of limited investment. 2. Volume markets where the investment requirements are high but there are few ways of gaining competitive advantage, with the strategic recommendation to concentrate investment in specific areas. 3. Fragmented markets where both the ease of gaining competitive advantage and the necessary investment are low, a sector which can often repay substantial investment. 4. Specialised markets where the investment requirements are high and the ease of achieving competitive advantage is also high will also repay increased investment.

Innovation matrix. This concentrates on evaluating market attractiveness versus business position to determine what type of investment policy is likely to be most effective in managing change in products. Market attractiveness is measured by market size and growth, profitability, diffusion barriers, degree of synergy and length of competitive advantage, business position by personnel and financial resource. Where the market is highly attractive and business resource is high, the emphasis should be on pure research; where business position or market attractiveness is moderate the emphasis should be on applied research, and where market attractiveness or business position is low the emphasis should be on minor changes to the product in design, reformulation, branding, service, or packaging. 

Future trends

Once the external and internal problems of the company are understood, its planners can consider likely future trends in various areas and whether they strengthen or weaken the main conclusions of the historical analysis of the company. Planners must then try to forecast the likely effect of changes in the environments on the company. A selection of relevant issues in this area are listed below. 

Macro environment. Political. Will future political/ governmental/ legal change be important for the markets in which the firm operates? Economic. Will there be dramatic changes in economic circumstances that affect the future activity of the firm? 

Social. Will the changes in the social environment be important for the future direction of the organisation?

Technology. What impact is the changing technological environment likely to have over the next years on the policy of the firm?

Competitive environment.  What are the changes likely among competitors in such areas as production expertise, equipment location, sophistication, economies of scale; salesforces, distribution, market share, product quality, promotion and pricing.

Resource environment. There are a number of qualitative and quantitative methods that exist to assist in this task. Two qualitative systems are the product life cycle (PLC) and product viability assessment. The PLC considers that products pass through a standard cycle of introduction, growth, maturity and decline, each of which has specific characteristics and investment demands. This technique has some uses as a strategic model but has often severe limitations. A more useful method is to consider the forward investment horizon in respect of the various factors that will adversely affect the product. Such a system is known as product viability analysis and it concentrates on the problems that are likely to be encountered over the short, medium and long term. Quantitative methods are important in identifying specific changes in levels of sales and finances which, increasingly, are computerised.  They are central to defining both the resource levels required for future development and where they should be allocated. 

Gap analysis

Any strategy will create a gap analysis of where the company is and is likely to be with current policies and where it wishes to be. This gap will be filled by a number of strategies.

Missing information and research requirements

Management will always have to make plans without all the information that should ideally be available. Where a lack of data is likely to fundamentally affect company planning, and the level of risk inherent in taking a particular course of action without further information is unacceptable, there is a clearly defined need for additional research to fill in the information gaps. Management will have to take action to ensure that the information required is rapidly acquired, either from secondary sources (publications) or primary (market research of some form). Chapter 3  contains a discussion of the relevant issues.

Setting objectives

Objectives in  business planning must meet a number of criteria. They need to be: a) Specific and measurable. They must be clearly stated in terms of measurable figures which can be used to calculate the levels of resources required, and which can subsequently - with the advantage of hindsight - be used to assess and refine the entire planning process. b) Flexible. The objectives should be sufficiently flexible to be able to meet changes in the environment over the planning horizon. c) Attainable. The objectives should be realistic in the light of the resources available to the company. d) Consistent. No objectives should conflict with any other, either within a particular time frame or over the entire length of the planning cycle. e) Acceptable. A whole range of interests - for example, those of company personnel, those of suppliers, those of distribution channel members -  will affect the ability of the company to achieve its objectives. 

Planners must establish a time scale for achieving their objectives. The decision cycle is central to its definition. Each industry has a particular decision cycle which can be defined as the length of time that it takes to bring a new product into production from its initial inception. Short decision cycles are characteristic of fashion industries. Long decision cycles are found in industries with high levels of investment in research and development and manufacturing. Though the length of the planning cycle varies, three main categories of time scale can be identified.

Long term goals (for the typical company a 3 to 5 year horizon). Intermediate goals (running from the end of short term activity to the long term, say from the end of the current year to the end of year 2). 

Short term goals (for the current year). Often, it is useful to consider the long term objectives first, and then to create short and medium term objectives that are related to these long term goals, thereby maintaining the maximum level of consistency. 

The manager has to decide on the central or key objectives for the marketing plan. The most crucial are likely to be return on capital employed, profit margin, cash flow, new product development. Setting  targets forces the company to concentrate on the key objectives. The more complex the list of objectives, the greater the problem in ensuring internal consistency and the less flexible the objectives. 

There are two general approaches to the creation of objectives - one is to set them high (and expect them to act as some sort of stimulus to achievement, as a self fulfilling prophecy); the other is to be more conservative, and realistic. The second of these two routes is far better. Objectives that are achievable are motivating, in contrast with those that are not. 

The non-profit organisation - a special case

Discussion throughout this book has centred on the commercial organisation. Effectiveness is measured by the achievement of objectives in a marketing strategy centered on profit and return on capital employed. For the non-profit organisation, though the implementation techniques described throughout this book are no less valid (effective physical distribution remains effective physical distribution whatever the objectives), the problems created by the setting of objectives need to be considered in detail.

Let us take a typical non-profit organisation as an example. It is a charity involved with cerebral palsy, a disease of the central nervous system. What are its objectives? It is likely to need to raise revenue - a funding objective, it will be trying to raise awareness of the issue throughout the population - a public relations or promotional objective, it may be funding research - an expenditure objective, and it will often have a full time staff, creating a personnel objective. These objectives create all sorts of problems that are less apparent than in the commercial organisation. First, it is rare for a non-profit organisation to quantify its objectives. As we have stated, objectives can be useless if they are not quantified. Secondly,  and often, a large number of objectives makes for inconsistency, with one objective conflicting with another. Thirdly, non-profit organisations may suffer from the problems caused by non-acceptability of the objectives by one or more of the interest groups. This may be particularly acute when the interests of certain members, or all of the full time staff, conflict with expenditure objectives or fund raising objectives, as the degree of external discipline imposed on the commercial organisation by shareholders or other stakeholders is rarely imposed on non-profit organisations.

Without the rigorous development of objectives in a non-profit organisation the allocation of resources demanded in the efficient commercial organisation will be impossible. By contrast, should the non-profit organisation create a measurable, attainable, consistent and acceptable set of objectives it will be able to apply marketing techniques to ensure that these objectives will be cost effectively achieved. Thus, though the non-profit organisation may claim that it is a special case, it is only special in the sense that the aims and objectives differ from that of a commercial organisation. 

Considering alternative action paths

Throughout the text we have considered alternative marketing strategies in the context of specific areas  of marketing management. To sum up, there are six broad alternatives. They are: a) Product abandonment. b) Product maintenance or market consolidation. c) Market penetration (more current products to current markets). d) Market development (current products to new markets). e) Product development (new products to current markets). f) Diversification (new products to new markets), consisting of backward diversification (developments based on current production expertise or knowledge of intermediary activity); forward diversification (developments based on current end users or customers); horizontal diversification (related products or services to current activities sold in current markets); or opportunity or conglomerate diversification (unrelated products or services to new markets). In many instances the company or organisation will follow a number of these paths simultaneously. This will be particularly true of large and complex companies with many divisions, profit centres or strategic business units .

In each chapter, we have seen that the evaluation of alternative action paths require the defining in general terms of the most effective action alternatives. The first stage of the process is to eliminate totally unsuitable alternatives. By considering each product group in relation to the company objectives, a ranking of alternative actions can be obtained ranging from the most suitable to the least suitable. This will supply a short list of the most acceptable alternative paths. Once the main realistic alternatives have emerged, the level of risk associated with each of the proposed action paths has to be measured. The level of acceptable risk will vary from company to company, and will relate to the objectives that have been established. Rapidly changing objectives over the planning horizon will mean that the company will have to accept a higher degree of risk than where there are  little changed objectives. The level of risk relates inevitably to the rate of return (however these are measured in terms of the objectives of the company). High risks should relate to high rates of return, and the interaction between the two should be used to determine the appropriate action path. Of the strategic routes, companies should aim to move through market penetration, into market development and then product development, which will then lead back to market penetration. The main risk components of the various routes can be considered as follows. 

Dramatic changes in the macro environment. What are the possibilities of political, economic, social, or technological factors changing in a dramatic way over the planning horizon? The forecasting of trends will reduce uncertainty, but in volatile environments the risk element will be substantial. 

Competitive advantage. What are the risks that the proposed action path will fail to gain competitive advantage? 

Competitive reaction. What are the chances of the proposed action path producing an over severe competitive reaction? 

Failure of employees. Will the management/work force be able to effectively handle the proposed action path and what are the risks involved in the level of proposed achievement? Will the structure of the company adequately reflect the task requirement and will the skills and motivation of the workforce be sufficient to ensure its completion? Shareholder/owners. What is the likelihood of the shareholders or owners reacting adversely to the proposed actions? 

Timescale. What are the risks of the proposed actions failing to be completed within the available timescale? The way in which the various alternative action paths interact over time will be an important issue that can be explored in a number of ways. 

Cannibalisation. What are the risks of the proposed actions interfering with each other, either within the company or inside the market? 

Once the risks have been identified, decisions can be made about the most effective action path from the broad alternatives available. Once the preferred route has been established, the second best action path can be identified as the fall back position, the path that should be considered if failure occurs with the preferred action path. This assessment of the fall back plan will also include the listing of the main potential failure points in the plan, how they can be identified as early as possible, and what potential solutions might exist.

Trade offs in the marketing plan

There are often a number of alternative issues to be considered before the optimum level of performance can be achieved in the marketing plan. These relate to the main issues of volume, price, promotion, and are listed below.

Alternatives to changing the price of a product or service (1) Manufacturing trade offs: Reduce raw material consumption by redesign, improve quality control, reduce high cost ingredients; reduce waste in the production process by improving quality of ingredients improve or change subcontractor contribution; improve maintenance;  improve operations - storage, handling, improve manufacturing efficiency by investing in more cost effective machinery or improve factory layout, reduce overheads by subletting unused space; reduce raw material stocks by implementing better ordering procedures; minimize overtime and maximizing factory staff performance, introduce performance related pay structures, or employ more part time staff; improve purchasing procedures by widening the range of competitive quotes; increase order quantities, or change financing methods; reduce losses by: improving security, or improving stock control.

(2) Product trade offs: reduce or increase range, provide extended guarantee periods, increase or reduce credit.

(3) Distribution trade offs: reduce stock holdings, reorganise warehouse systems, change physical distribution methods, change the level of service offered such as the frequency of delivery, size of order, use new distribution channels.

(4) Pricing trade offs: change the discounting system, change discount structure, combine products across ranges to improve discount structures.

(5) Promotional trade offs: change management of the salesforce to sell more profitable products, sell to more profitable customers, sell more effectively by training, sell more effectively through reorganisation of work load, change promotional investment, better organisation of media expenditure, more memorable adds, switch media to sales promotion.

Alternatives to raising promotional expenditure

 (1) Product trade offs: improve quality control, develop new uses of packaging material, redesign packaging, improve displayability, improve guarantees.

(2) Public relations trade offs: investigate ways of using public relations more effectively.

(3) Salesforce trade offs: increase numbers, introduce other salesforce methods such as telephone sales, train and support sales force more effectively, reorganise salesforce.

(4) Distribution trade offs: increase number of intermediaries, change pricing structure to improve motivation.

(5) Pricing trade offs: reduce price, provide improved credit.

Alternatives to changing the product

 (1) Manufacturing trade offs: investigate improved manufacturing techniques, improve staff training.

(2) Distribution trade offs: develop new distribution channels, use more intermediaries, reduce price, change price structure to encourage distribution, combine products with others.

(3) Promotional trade offs: increase promotion to encourage purchase, change promotional methods, improve salesforce training, change emphasis of activity, change targeted customers, improve service provided by sales force.

Alternatives to increasing workforce numbers

 (1) Promotion trade offs use more end user oriented promotional material, use more coupon/direct response material, provide improved point of sale/ information brochures.

(2) Distribution trade offs use more intermediaries, direct marketing, use third parties for specific sales tasks.

(3) Personnel trade offs train, change recruitment policy, redefine jobs, use technology to make the work force more effective, sub contract.

Choosing the implementation route

There are a number of alternative routes to implementing a plan each with distinct advantages and disadvantages. Acquisition is the most rapid means of reaching a particular goal. Companies will however sacrifice a considerable degree of control over the venture, as they have to integrate new work forces, information systems and other procedures. Acquisitions may also require major investments which the company cannot afford, and may involve the company in complex areas about which they have no knowledge.

A joint venture will give the company considerable exposure to new markets or to new product concepts, but will be very demanding on management time and control with the added problem of creating a potential competitor.

Finally, companies can concentrate on developing skills and competitive advantage internally. This has the disadvantage of being slow, but the advantage is that the development is likely to be cost effective and can be carefully controlled at each of the important stages. Such internal developments can also include an element of inward technology transfer, in the form of licensing, which allows companies to develop their core competences and areas of expertise.

Working Practice

1.  Identify the components of the business.

2.  Identify the markets in which they operate.

3.  Define the major components of the macro-environment that affect the company.

4.  Compare the competitive position of the company with the others in the market.

5.  Analyse the resource base of the company personnel, finance, products, production expertise.

6.  Forecast major changes in the market and resource base.

7.  Make assumptions about key issues about which there is insufficient data.

8.  Set effective objectives based on market and resource realities.

9.  Define the best strategic route to achieve objectives.

10. Finalise the details of the marketing plan and consider trade offs.

11. Choose implementation route.

12. Budget and monitor.

