Market-Based

CommTech is a $454 million business

that manufactures a wide range of

er rmanue imaging and data transmission products

for medical, industrial, and business-to-

business markets. Five years ago, a new

management team was put in place after several years of disappointing performance. The

new management team teorganized the business and designed programs to lower unit costs,

control overhead expenses, and facilitate better management of assets. In addition, the new

management team put in place an extensive sales training program that enabled the sales
force to improve its sales productivity from $1.4 million to $2.2 million per salesperson.

The results were sensational! In five years, the new management team almost doubled

sales and more than tripled net profits. As shown in Figure 2.1, CommTech’s return on

sales grew from 6.3 percent to 12.1 percent, and its return on assets increased from 11.3

percent to 26.7 percent. On the basis of this information

* How would you rate CommTech’s performance over the [ast five years?
* What aspects of CommTech’s performance were most impressive?
* Should CommTech follow the same strategy for the next five years?

MARKET V5. FINANGIAL PERFORMANGE

Most of us would be quick to conclude that CommTech’s performance over the last five
years was outstanding. Who would not like to have run a business in which the sales al-
most doubled and the profits more than tripled over a five-year period? Despite those

Performance (millions}  Base Year 1 2 3 4 5
Sales Revenue $254 $293 $318 4387 4431 $454
~Cost of Goods Sold 183 210 230 283 314 331
Total Contribution $ 71 $ 83 $ 88 $104 $117 $123
-Marketing and Sales 18 23 24 26 27 28
~Operating Expenses 37 38 38 41 40 40
Net Profit (before taxes) $ 16 §$22 $ 26 $ 37 $ 50 $ 55
Return on Sales (%) 6.3 7.5 8.2 9.6 11.6 12.1
Assets {millions) $141 $162 $167 $194 $205 $206
Return on Assets {%) 11.3 13.6 15.6 19.1 244 26.7

Figure 2.1 ¢ CommTech’s Five-Year Performance

2



a1

Part | Market-Based Management

impressive increases, it is probably a mistake to evaluate CommTech’s performance in
such rosy terms when all che criteria used to arrive ar this judgment are financial mea-
sures of performance. Sales revenues, net profits, return on sales, assets as a percentage of
sales, and return on assets are all excellent measures of internal financial performance.
These measures, however, do not provide an external or marker-based view of perfor-
mance. As a result, we do not know how CommTech has performed relative to external
benchmarks such as market growth, competitive prices, refative product and service qual-
ity, and satisfying and retaining customers. Therefore, following the same strategy for the
next five years may or may not be the best strategy for achieving profitable growth.

While using traditional methods of tracking performance, most would judge
CommTech to be a real success story. Burt it can be demonstrated that, in reality, its ef-
forts represent a cumulative loss to the corporation and its shareholders of $122 million
in net income and cash flow over the five-year petiod. This difference in petformance is
due largely to a lack of market-based performance metrics and an overreliance on tradi-
tional financial measures as a guide to sttategic thinking and performance evaluation.

To complement a business’s internal financial performance, a business needs a paralle]
ser of external metrics to track market-based performance,! Although these measures
may not have the additive elegance of financial accounting, individually and collectively
they provide a different and mote strategic view of business performance. In Figure 2.2 is
a set of market-based performance metrics that paints a different picture of CommTech’s
performance over the past five years.

One can readily see several strategic flaws in CommTech’s market-based performance.
First, CommTech sales, while showing impressive growth, were increasing at a rate less
than the market growth rate. This analysis shows that CommTech was actually losing
market share over the past five years. New product sales, product quality, and service
quality each eroded relative 1o competition. Declines in relative product and service qual-
ity do not necessarily mean that CommTech’s actual product or service quality declined.

Market-Based

Performance Base Year 1 2 3 4 5
Market Growth 18.3% 23.8% 16.3% 31.4% 24.9% 16.9%
{dollars)
CommTech Saies 12.8% 17.8% 13.3% 24.9% 18.2% 7.7%
Growth
Market Share 20.3% 18.8% 17.5% 16.2% 14.4% 13.0%
Customer Retention 88.2% 87.1% 85.0% 82.2% 80.9% 80.0%
New Customers 11.7% 12.9% 14.9% 24.1% 225% 29.2%
Dissatisfied Customers 13.6% 14.3% 16.1% 17.3% 18.9% 12.6%
Relative Product +19 +20 +17 +12 +9 +7
Quality
Relative Service +0 +0 -2 -3 -5 -8
Quality
Relative New Product +8 +8 +7 +5 +1 -4
Sales

Figure 2.2 & CommTech's Five-Year Market-Based Performance
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In many instances, the competition simply moved ahead in delivering a higher level of
product and service quality. On a relative basis, the competition’s more rapid progress
caused CommTech to lose ground to competitors in these areas.

Declines in quality, along with declines in relative new product sales, made it more
difficult to hold customers as customer satisfaction declined and the percentage of dissat-
isfied customers grew. The net results were an eroding market-based performance, high
levels of customer turnover, and a steady decline in market share.

A Markel-Based Strategy

‘What would have been the impact of a strategy to hold market share? To hold a 20 percent
share in a growing market, the marketing budget and product R&D would have needed to
keep pace with market demand and the competition. At this level of investment and a 20
percent market share, the results presented in Figure 2.3 would have been plausible.

Although the market-based strategy to hold share would have delivered approximately
the same return on assets as the internally driven strategy, it would have produced an ad-
ditional $122 million in net profit (before taxes). Thus, over the five-year period, the
business gave up $122 million in cash to the bottom line. Furthermore, CommTech’s
lost income will be even greater over the next five years even if share erosion is halted and
market growth completely subsides. If the market continues to grow, and market share
continues to erode, CommTech’s lost profit opportunity could easily approach $500 mil-
lion over the next five years.

Markel-Based Performance

The foundation of market-based management is a strong commitment to market-based
performance metrics, market-level profitability, and the management of marketing ex-
penses to achieve a high level of marketing productivity. Businesses that are market-based

Performance (millions) Base Year 1 P 3 4 5
Sales Revenue $254 $312 $363 $477 $596 $697
—Cost of Goods Sold 183 216 251 330 415 484
Total Contribution $ 7N $ 9 $112 $147 $181 $213
—Marketing and Sales 18 24 27 32 41 50
—Operating Expenses 37 41 45 52 59 66
Net Profit (before taxes) $ 16 $ 31 $ 40 $ 63 $ 81 $ 97
Return on Sales (%) 6.3 9.9 11.0 13.2 13.6 13.9
Assets (millions) $141 $172 $196 $253 $310 $355
Assets (% of sales) 55.5 55.1 54.0 53.0 52.0 50.9
Return on Assets (%) 11.3 18.0 20.4 24.9 26.1 27.3
Lost Income $ 0 $ 9 $ 14 $ 26 $ 31 $ 42
{cash flow)*
* Difference between net profits in Figures 2.1 and 2.3.

Figure 2.3 & Market-Based Strategy to Hold a 20 Percent Market Share
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are able to create a business culture in which managers possess strong individual market
orientations and work across functions to achieve marketing excellence. However, to
fully leverage market-based management and market orientation and ateain superior pet-
formance, a business needs to manage itself with respect ro:

¢ Market Performance Metrics: External measures of market performance,
* Marketing Profitability: Measures of profitability ar the marker level,
* Market-Based Organization: Business structure built around markets.

Each of these elements of market-based performance is eritical in taking a business to
a higher level of marketing effectiveness and overall success.

MARKET-BASER PERFORMANGE METRIGS

The CommTech situation underlines the importance of market-based performance met-
rics. Most business systems are set up to track revenues, costs, factory overhead, accounts
receivable, operating expenses, and profits. Yee a business’s customers are its most impor-
tant asset and the only significant source of positive cash flow. Giving up customers in a
period of growth simply means that the business has to work harder and spend more in
order to replace each lost customer.

Internal vs. External Performance Metrics

To be successful, a business needs both internal and external performance metrics.? As
presented in Figure 2.4, internal measures are critical for tracking unit costs, expenses,
asser utilization, employee and capital productivity, and overall measures of profitability.
Market-based performance metrics are equally important in providing an external view
of the business's market-based performance. While CPA firms have done an excellent job
in developing procedures for internal measures of a business’s performance, the next
frontier for either CPA firms or market research firms will be the development of stan-

Internal Performance Metrics External Performance Metrics

Unit Cost Market Share

Manufacturing Overhead Relative Share

Marketing Expenses Customer Satisfaction

R&D Expense Market Coverage

Sales/Employee Product Awareness

Inventory Turn Relative Quality

Days Accounts Receivable Relative Price

Return on Sales Customer Preferences

Asset Turnover Relative New Product Sales

ROl and ROE Response Time to Problems
A

Figure 2.4 ¢ Internal and External Measures of Performance
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dardized procedures for external measures of a business’s market-based performance.
With both sets of performance metrics, managers as well as financial analysts and share-
holders will be in a much better position to evaluate a business’s marketing effectiveness
and business performance.

In-Pracess vs. End-Result Performance Metrics

The primary purpose of market metrics is to maintain an ongoing measure of market
performance. And, because many market metrics precede financial performance, they are
critical to strategy implementation and financial performance. However, not all market
metrics are leading indicators of business performance. There are in-process market met-
rics and end-result market metrics.? Both are important, but in-process market metrics are
particularly important because they are also leading indicators of financial performance.
End-result metrics correspond more closely to financial performance.

Product awareness, intention to purchase, product trial, and customer satisfaction and
dissatisfaction, along with customer perceptions of relative product quality, service qual-
ity, and customer value, all serve as in-process market metrics. Changes in each, positive
or negative, generally precede actual changes in customer purchase behavior. As a result,
these in-process measures of customer thinking and attitude are important leading indi-
cators of future purchase behavior and, hence, of revenue and profit performance.

For example, perhaps customers are satisfied, but their perceptions of the value they
derive from your product, relative to competing alternatives, is steadily diminishing. You
may well have done nothing wrong to dissatisfy custorners; the competition may have
simply improved in delivering customer value based upon a combination of total benefits
in comparison to total cost. However, the net effect is that customer perceptions of the
value derived from your product have diminished. This change in customer perceptions,
in turn, opens the door to competitors’ products that your customer may be inclined to
try or purchase. With an early warning signal, a market-based business can take correc-
tive action before customers switch their purchase to a competitor. Without in-process
market metrics, problems may go undetected and unresolved until after declines in fi-
nancial performance.

End-result market metrics include market share, customer retention, revenue per cus-
tomer, and others, as outlined in Figure 2.5. End-result market metrics are likely to oc-
cur at the end of a financial performance period. However, each provides a different set
of performance diagnostics and insights.

For example, let’s assume that sales revenues are increasing and are ahead of forecast,
and financial performance is also better than expected. Most businesses would feel precty
good about their performance. However, if end-result performance metrics show that the
business is losing market share in a growing market, and poor customer retention is
masked by new customer growth, there should be cause for concern. Without end-result
market metrics, the business has only an internal perspective of end-result performance.

MARKETING PROFITABILITY

Although market-based performance metrics are essential to understanding external per-
formance, it is also important that a business be managed to grow and to protect profits
and shareholder value. Consider, for example, the Santa Fe Sportswear Company. The

al
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Time of Measurement

Measurement Perspective | In-Process Metrics 1 End-Result Metrics
Product Defects Net Profit/Earnings
Internal La}:g Deliveries Retur‘n on Sale’s
{in-company) Billing Errors Margin per Unit
pany Accounts Receivable Return on Assets
inventory Turnover Asset Turnover
Customer Satisfaction Market Share
Relative Product Quality Customer Retention
External . . . .
. Relative Service Quality Relative New Product Sales
{in-market) .
intentions to Purchase Revenue per Customer
Product Awareness Market Growth Rate

Figure 2.5 # Internal vs. External and In-Process vs. End-Result Performance Metrics

company’s sales of $125 million were builc around five producr lines. The company was
profitable overall, but two of the product lines had not performed well. In response, the
senior management team of Santa Fe Sportswear met o review its product line perfor-
mance. In preparation for the senior management review, the finance manager prepared
the product line profitability summary presented in Figure 2.6.

Using this information, the finance manager argued the following:

We are wasting resources on Product Lines P4 and P3. One makes no money and the other loses
money. | recommend we drop both producr lines and refacus our effores on Product Lines P1,
P2, and P3.

Would this be a2 good decision? How should the marketing manager present her inter-
pretation of the performance of Product Lines P4 and P5? Before we address those two
questions, let’s examine the role marketing plays in building net profits.

MABKET-BASED MEASURE GF PROFITABILITY

To create a measure of marketing profitabilicy, we need to examine mote closely the ele-
ments of profitability and determine which come under the influence of the marketing
function. To do this, we need to systematically break down the elements of profitability

|

Area of i } ____ | Company
Performance 1' ‘ Total
Sales Revenues $60.0 $25.0 £15.0 $10.0 $15.0 £125
Variable Expenses 37.5 15.5 75 8.5 11.0 80
Total Contribution §22.5 $ 95 $ 75 £ 15 $ 40 $ 45
Fixed Expenses 17.0 7.0 4.0 3.0 4.0 35
Net Profit $ 55 $ 25 $ 35 1.5 $ 0.0 $ 10

Figure 2.6 # Santa Fe Sportsware: Product Line Profitability
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and marketing strategy to better understand how they interact.* The best method is 1o
start with a very broad definition of net profit and then break down the profit equation
into a definition that encompasses a market-fevel measure of profitability. Thus, in its
most basic terms, a business’s net profit is simply revenues minus expenses:

Net Profits (before taxes) = Revenues — Expenses

However, from a marketing point of view, we would want to break down sales revenues
and expenses into more meaningful market-based strategic variables. Revenues can be de-
composed into unit volume sold times the price per unit, and unic volume can be further
broken down into market demand and a business’s share of that demand, as shown:

Sales Revenues = Unit Volume X Price per Unit
= Market Demand x Market Share X Price per Unit

For marketing purposes, this is a more meaningful expression of revenue because it is
based on a particular combination of market demand (units), market share (percentage
of marker demand), and price per unit. In this manner, we can readily understand three
ways in which revenue can change. Market demand can change because of markert
growth, expanded market definition, or new marker entry. Likewise, share of marker and
price can vary depending on a combination of marketing strategies and changes in com-
petitive conditions.

With regard to expenses, we can break them down into variable expenses and fixed ex-
penses. Variable expenses are volume-sensitive and can be broken down in the same man-
ner as sales revenue:

Variable Expenses = Unit Volume x Variable Cost per Unit
= Marker Demand x Market Share x Variable Cost per Unit

Changes in unit manufacturing cost, purchased materials, sales commissions, and
transportation costs generally determine the variable cost of each unit sold, as described
in Figure 2.7. As volume changes, the overall variable expenses will also change.

Fixed expenses (also described in Figure 2.7) are made up of those expenses that are
not volume-sensitive and are, therefore, less likely to change in the short run for a given
level of production capacity. However, from a market-based management perspective, it
is very important that these expenses also be decomposed inte two important sources of
fixed expense, as shown:

Fixed Expenses = Marketing Expenses + Operating Expenses

To manage profits at the market level we need to separate fixed marketing expenses
from other fixed gperating expenses.” Operating expenses, as described in Figure 2.7, in-
clude R&D and administrative expenses needed to run the business.

NET MARKETING CENTRIBUTION

If we combine revenues, variable expenses, and marketing expenses, we can create a mea-
sure of marketing proficability. However, to manage profit at the market level, we need to
rewrite the net profit equation based on how we break down revenues and variable and
fixed expenses as they are related to the profit impact of marketing strategies. Because the
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Variable Cost per Unit Costs that vary with unit volume sold

Cost of Materials Per unit cost of products sold to customers that is made
up of raw materials, semifinished goods, and component
products

Direct Labor Per unit cost of personnel needed to manufacture and/or
assemble products sold

Transportation Costs Per unit cost of shipping to and holding finished goods
for customers

Sales Commissions Per unit cost of commissions paid 1o the sales force or
sales agents

Sales Promotions Per unit cost of price discounts or co-op advertising used
to promote products

Marketing Expenses Direct fixed expenses that vary with market strategy

Sales Force Expense Salaries paid to the sales force and personnel who support
the sales force

Advertising Expense Advertising dollars spent to communicate the business’s
message to the served market

Customer Service Fixed expense of providing customer service to the served
market

Marketing Support Market research and administration that supports the
efforts directed at the served market

Sales Promotions Special promotions and public relations intended to
stimulate potential or served market demand

Marketing Administration Fixed cost of the marketing management team and

associated administrative expenses

Operating Expenses Indirect fixed expenses that will not vary in the short run
and are independent of volume

Research and Development  Expense of improving products and developing new
products

Administrative Overhead Expenses allocated 10 business units 1o cover corporate
expenses associated with legal counsed, professional
services, corporate communications, and the salaries of
senior management and staff

Figure 2.7 & Variable Costs, Marketing Expenses, and Operating Expenses

volume portion of revenues and that of variable expenses are the same, we can express
net profit in marketing terms in the following way:

Net
Profit _ | Market  Market | [ Price _ Variable Cost} |  Marketing _ Operating
{(before |Demand Share per Unit per Unit ~ Expenses Expenses
taxes)

Net Marketing Contribution (NMC)

The portion bracketed as ner markezing contribution is our measure of marketing
profitability. These are the components of profitability that are largely under the con-
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trol of the marketing function. Operating expenses are generally not under the con-
trol of the marketing function. Thus, we can rewrite the net profit of a business as
shown, where marketing controls the net marketing contribution (NMC) component
of net profit:

Net Profit (before taxes) = Net Marketing Contribution ~ Operating Expenses

From this perspective, a marketing strategy produces a net marketing contribution.6
This net marketing contribution has to cover the business’s operating expenses and more
in order for the business to make a profit.

Using net markering contribution as a measure of profitability, the marketing man-
ager can more readily evaluate the profit impact of a marketing strategy. Each product or
market should be managed to produce a pasitive net marketing contribution. In this way,
marketing decisions can be evaluated with respect not only to revenue and share gains
but also to how they will affect profits by the level of net marketing contribution they
produce.

Recognizing net marketing contribution as the measure of marketing profitability,
we need to reexamine Santa Fe Sportswear’s product line profitability. For example,
Santa Fe Sportswear’s marketing strategy for Product Line P1 currently produces a net
matketing contribution of $15.5 million, as shown in Figure 2.8. This level of market-
ing profitability is the result of 2 12.5 percent share of a 12 million unit marker de-
mand, a price of $40 per unit, a variable cost of $25 per unit, and marketing expenses
of §7 million.

Market
Demand
12 million units

Unit
Volume
1.5 million

Total
Contribution
$22.5 miilion

Average Price
per Unit
$40

Average
‘ i Margin Net Marketing
Average Cost $15 ‘ Contribution
per Unit o & ' L 515.5 million
$25 g : - L ; _— _

Marketing
Expenses
$7 millien

Figure 2.8 4 Net Marketing Contribution: Santa Fe Sportswear Product Line P1
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NMC _ |:Market « Market | [ Price _ Variable Cost )} _ Marketing

(P1) | Demand Share per Unit per Unit Expenses

=[12 million x 0.125 x ($40 — $25)] — $7 million
= [1.5 million X $15 per unit] — $7 million
= $22.5 million — $7 million
= $15.5 million
To demonstrate how the profit impact of a marketing strategy can be assessed, assume
that the marketing manager of Santa Fe Sportswear’s Product Line P1 proposed to cut
price by 10 percent in order to grow share from 12.5 to 15 percent. As shown below, this
marketing strategy would produce 300,000 more units in sales volume, but at a lower
margin ($15 vs. $11). The net result of this marketing strategy would be a decrease in
net marketing contribution from $15.5 million to $12.8 million and, therefore, a de-
crease in net profits of the same amount.
NMC (P1) = [12 million x 0.15 X% ($36 — $25)] — $7 million
= [1.8 million x $11 per unit] — $7 million
= $19.8 million — $7 million
= $12.8 million

Net Marketing Contribution and Business Unit Profitability

When a business has several product lines, it produces several sources of net marketing
contribution. The sum of the net marketing contributions of all these product lines is
the only source of cash flow produced by the business; everything else is expense, as

shown:
NetProfit _ NMC , NMC [ |, NMC _ Operating
(before taxes)  Product (1)  Product (2) Product (n) Expenses
NMCs from all served markets

Now, let’s return to the questions raised earlier: Would eliminating Product Lines P4
and P5 be a good idea? And would such a decision improve the net profits of Santa Fe
Sportswear?

First, Figure 2.9 presents a market-based view of Santa Fe Sportswear’s product line
profitability and overall company net profits (before taxes). As shown, each product line
produces a positive net marketing contribution. Thus, each product line is making a pos-
itive contribution to operating expenses and net profit (before taxes). If we assume that
the operating expenses of the business would not change with the elimination of Product
Lines P4 and P3, the business would actually reduce net profits by the amount of net
marketing contribution Product Lines P4 and P5 were producing. Eliminating Product
Lines P4 and P5 would reduce overall sales by $25 million and net profits by $2.5 (from
$10 to $7.5 million), as shown below:
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Sante Fe
Sportswear
Area of e -
performance . P3
Market Demand 12,000 6,250 5,000 3,750 3,000 30,000
{000)
Market Share 12.5% 8.0% 10.0% 8.0% 6.7% 10.0%
Unit Volume (000} 1,500 500 500 300 200 3,000
Sales Revenues $ 60 $ 25 ¢ 15 $ 10 § 15 $125.0
{millions)
Average Price $ 40 $ 50 $ 30 $33.3 $ 75 $ 417
{per unit)
-Average Variable 25 31 15 28.3 55 26,7
Cost
Average Margin $ 15 $ 19 $ 15 $ 5 $ 20 $ 15.0
Total Contribution $ 225 $ 95 $ 75 $ 15 $ 40 $ 450
{millions)
-Marketing 7.0 3.0 2.0 1.0 2.0 15.0
Expenses
Net Mktg. Cont. . | " oo 0 e S -
-~ {milions). -~ o $ 155 % 6..5:: $ 550 - $05 - §S20 $ 300
-Operating 10.0 4.0 2.0 2.0 2.0 20.0
Expenses I - T
Net Profit $ 55 $ 25 $ 35 $-1.5 $ 090 $ 100
{before taxes)

Figure 2.9 4 Santa Fe Sportswear: Product Line Marketing Profitability

Net Profit (before taxes) = NMC(P1) + NMC(P2) + NMC(P3} - Operating Expenses
= $15.5 mil + $6.5 mil + $5.5 mil ~ $20 mil
= $7.5

Another way for the marketing manager to demonstrace how each product line con-
tributes to overall net profits is presented in Figure 2.10. As shown, each product line is
producing a positive net matketing contribution. As a result, each makes a contribution
toward covering operating expenses and producing net profit. Eliminating any of these
products without a2 commensurarte reduction in operating expenses would result in a re-
duction in nert profits.

MARKET-BASED MARKETING PROFITABILITY

Accounting systems are generally built around producing something. Revenues and costs
are directly associated with the production of something whether it be a product or a ser-
vice. Costs that are not directly related to production are allocated to products or services
using some agreed-upon accounting rules that have nothing to do with satisfying cus-
tomers or making money. To develop marketing strategies that satisfy customers and
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5

NMC Product 1
$15.5 million

NMC Product 2
$6.5 million

NMC Product 3
$5.5 million

NMC Product 4

$0.5 million SRR N Net Profit
— B (before taxes)
NMC Product 5 ’ ) : $10.0 million
$2.0 million -

Operating Expenses
$20.0 million

Figure 2.10 & Santa Fe Sportswear: Product Line Marketing Profitability

grow profits, we need to extend the accounting unic of analysis to better assist the mar-
keting function in managing marketing profitability. To accomplish this, we need an al-
ternative way to track a business’s revenues, variable costs, fixed expenses, and net profits.

It is convenient to report performance by product, but there are several reasons we
should also track performance by markets and customers. Regardless of the technical or
psychological appeal of a business’s products or services, cash flow is produced only when
a customer buys a business’s product or service. There are many products and services a
business may produce; but there are only a finite number of actual and potential cus-
tomers in any given market. The objective of a2 marketing strategy should be to aterace,
satisfy, and retain target customers in a way that grows the profits of the business.

Using customers and the market segments they belong to as the accounting units, we
can create a more insightful understanding of market-based profitability and ways to
grow it. But, let’s first see what a market-based profitability statement would look like.

In Figure 2.11, we have rebuilt the petformance of Santa Fe Sportswear around the
three markets served. One can quickly observe that product-based and market-based ap-
proaches produce the same total revenue, total contribution, net marketing contribution,
and net profits. However, each presents a different insight into market-based manage-
ment. Both are important and meaningful. The product-based accounting statement
(Figure 2.9) helps us understand product unit volume, product price, and unit margin
for products. Market-based accounting (Figure 2.11) helps us understand customer de-
mand, customer share, customer volume, revenue per customer, and variable cost per
customer. In both cases, we have units of analysis producing net losses (or no net gain).
In Figure 2.9, it is Product Lines P4 and P5, and in Figure 2.11 it is Segment S3.
However, each produced a positive net marketing conttibution and, thus, contributed to
covering operating expenses and producing net profit.
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Market Segment

Santa Fe Sportwear A Company
Area of Performance ; 82 83 Totai
Market Demand (000 customers) 6,800 3,600 1,600 12,000
Market Share 8.0% 6.3% 10.1% B.3%
Customer Volume (000} 612 227 161 1,000
Sales Revenue {millions} $55 $ 31 £ 39 $125
Revenue per Customer $ 90 $137 $242 $125
~Variable Cost per Customer 55 80 175 80
Margin per Customer $35 $ 57 3 67 $ 45
Total Contribution {millions) $21 $ 13 31 $ 45
~Marketing Expenses (millions) 6 4 5 15
Net Marketing Contribution $15.4 $ 89 $ 5.8 $30.1
~QOperating Expenses {millions) 8 5 7 20
Net Profit (millions) $ 74 $ 39 $-1.2 $10.1

Figure 2.11 # Santa Fe Sportswear: Customer-Based Marketing Profitability

MARKET-BASED STRATEGIES AND PROFITABLE GRAWTH

Recognizing the product or customer as the unit of analysis, we can evaluate different as-
pects of net marketing contribution in order to gain a beuer insight into the development
of marketing strategies designed to grow profiability.” As shown in Figute 2.12, each ele-
ment of the net marketing contribution equation offers the potential to create a marketing
strategy that will affect profits. In each case, the ner marketing contribution of a proposed
strategy must exceed the curtent net marketing contribution in order to grow the net prof-
its of the business. In light of this fact, there are a limited number of fundamental market-

ing strategies that a business can consider in order to grow net marketing contribution.

Strategiesto  [|  Strategiesto | Strategiesto
Grow Market  E| Increase 81 Grow Customner
Demand t:|  Market Share 5 Purchases

Strategies to ' ; Strategies to ' Strategies to
Enter or Exit ‘ Lower Variable Increase Marketing
Markets Cost per Customer Efficiency

Figure 2.12 # Fundamental Market-Based Strategies and Profitable Growth
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Consider, for example, Santa Fe Sportswear’s performance in Segment §1, as pre-
sented in Figure 2.11. As shown below, Segment §1 currendy produces a nec marketing
contribution of $15.4 million. This is derived from a 9 percent share of a marker de-
mand of 6.8 million customers, revenues of $90 per customer, variable costs of $55 per
customer, and marketing expenses of $6 million.

~ | Demand Share Customer per Customer Expenses

NMC | Market , Market . [Revenueper _ Variable Cost } | Marketing
{Segment S1)

= [6.8 million customers x 0.99 x ($90 — $55)] — $6 million
= [612,000 customers X $35] — $6 million

= $21.4 million — $6 million

= $15.4 million

Marketing strategies to grow marketing profitability are many. In the remainder of
this section, we will discuss the market-based strategies suggested in Figure 2.12 and as-
sess how selected strategies in each area might affect the profits of Santa Fe Sportswear.

strategies te Grow Market Demand

In many markets, a large part of the marketing challenge is to bring more customers into
the market. If you think about the Sony Walkman, cellular telephones, and personal
computers, you realize that a good portion of the profitable growth comes from new cus-
tomers. Thus, marketing strategies to attract more customers and grow market demand
offer one way to grow the net profits of a business. If a business is able to hold or grow
share while attracring new customers to the market, there is a potential to grow profits.
Profits will grow, however, only when the net marketing contribution produced by the
proposed marketing strategy exceeds the current net marketing contribution.

For example, the Santa Fe Sportswear’s Segment S1 marketing manager believes that
segment demand could be grown from 6.8 million customers to 8.0 million customers
with a 50 percent increase in marketing effort. If this increase could be achieved, and
Santa Fe Sportswear were able to maintain a 9 percent share, volume would increase by
108,000 customers. But would this proposed strategy improve Segment S1’s marketing
profitability and increase the business’s overall profitability?

We can see from the calculations below that this would be a worthwhile marketing
strategy. Net marketing contribution would increase by $0.8 million (from $15.4 o
$16.2 million). The gain of 108,000 new customers would produce enough additional
total contribution to cover the additional $3 million in marketing expenses required.

NMC (Segment S1) = [8.0 million customers x 0.09 x ($90 — $55)} ~ $9 million
= [720,000 customers X $35 per unit] — $9 million
= $25.2 million - $9 million
= $16.2 million

In some instances a business may actually take lower net marketing contributions in
the short run in order to build demand and future net marketing contributions.
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However, the discounted cash flow from the long-term strategy has to exceed that of the
current strategy in order for this approach to be viable.

dtrategies to Inrease Market Share

Perhaps the most common marketing strategy to grow revenue and profits is market share
penetration. For any served market, a strategy is developed to grow the businesss share of
its served market. The same rules apply; a market penetration strategy is likely to cost
money, margin, or both, and the net marketing conuibution of the penctration strategy
needs to exceed the current net marketing contribution for the business to improve prof-
itability. For example, in Segment S1, Santa Fe Sportswear could consider a strategy to in-
crease its market share from 9 to 11 percent by lowering its prices 10 percent. As shown
below, the overall 136,000 customer gain would not be sufficient to offset the lower mar-
gin that would result from a 10 percent price decrease. The net result is a projected de-
crease in net marketing contribution from $15.4 million to $13.45 million.

NMC (Segment S1) = [6.8 million customers x 0.11 X ($81 — $55)] — $6 million
= [748,000 customers X $26 per customer] ~ $6 million
= $19.45 million — $6 million
= $13.45 million

atrategies to Increase Revenue per Custemer

In a mature market with a sirong share position, a business may not find it feasible or prof-
itable to grow market demand or market share. However, the business’s customers sdill re-
main its best strategic asset, and an examination of customer needs might reveal new prod-
ucts and services to betier serve those needs and grow revenues. To evaluate the overall
profit impact of such a marketing strategy, a business would have to project what higher
prices could be attained and what increases in the average cost per unit would be required.

Also, to be considered are potential additional marketing expenses, such as the addi-
tional advertising dollars that would be necessary to make existing customers aware of
product or service improvements. Thus, it is important to examine all aspects of the
strategy to ensure that a strategy 1o increase price per unit leads to an increase in net
marketing contribution,

To illustrate the profic impact of a strategy to build revenue per customer, let us con-
sider that, in Segment S1, a major product line improvement would be able to raise aver-
age revenue per customer from $90 to $100. However, this improvement would also
raise the average variable cost per customer by $5 because of increased materials costs. In
addition, another $2 million in marketing expense will be needed to introduce the im-
proved product line and to communicate its benefits, As shown below, this marketing
serategy would produce an incremental gain of $1.1 million in net marketing contribu-
tion when compared with the current net marketing contribution of $15.4 million.

NMC (Segment $1) = [6.8 million customers X 0,09 x ($100 - $60)] — $8 million
= [612,000 customers X $40 per customer] ~ $8 million
= $24.5 million — $8 million
= $16.5 million

Ll
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Strategies to Lower Variable Gost

Another way to grow net profits is by lowering the variable cost per unit. For example, per-
haps the transportation costs and sales commissions could be lowered with a new distribu-
tion strategy for a given market or market segment. This strategy would lower variable ex-
penses per unit and increase margin per unit, but the business has to be concerned about
the level of customer satisfaction that will be delivered by this alternative distribution sys-
tem. If customer sadisfaction lessens, so will customer retention. And, in the long run, net
profits will erode even chough the business has achieved a lower variable cost and higher
margin per unit. Thus, a successful marketing strategy must hold or increase customer sat-
isfaction while growing ner profits through increases in net marketing contribution.

Continuing with the Santa Fe Sportswear example, Segment S1’s management is eval-
uating a new customer order entry and billing system that would improve customer sac-
isfaction and lower the variable cost of serving a customer by $5 per customer. However,
this new system will add $1 million per year in fixed marketing expense. This system
would improve customer satisfaction and lower variable costs, but would it improve
profitability? As shown below, the proposed order entry and billing system would im-
prove the net marketing contribution by $2.1 million, improving both customer satisfac-
tion and proficability.

NMC (Segment 51} = [6.8 million customers % 0,09 % ($90 — $50}] — $7 million
= [612,000 customers X $40 per customer] — $7 million
= $24.5 million — $7 million
= $17.5 million

strategies fo Increase Market Efficiensy

Another way to improve the profitability of a marketing strategy is to lower fixed market-
ing expenses: thac is, to be more efficient in the use of markering expenses to achieve a
particular performance objective. The more focused a business is with respect to target
customers, the fewer marketng dollars it has to expend in order to achieve a desired
marketing objective. Likewise, alternative forms of distribution affect the fixed marketing
expenses needed. For example, a business shott on financial resources may elect to use a
distriburor rather than incur the fixed cost of direct selling and discribution,

Santa Fe Sportswear currently uses a direct sales force in Segment S1 and, as we have
seen, spends $6 million in marketing expenses to obtain a market share of 9 percent. The
business is considering shifting to manufacturers’ representatives as a way to lower marketing
expenses. The reps would be paid a 10 percent sales commission, and the business could re-
duce its marketing expenses by $2 million. As shown below; the 10 percent sales commis-
ston would be 100 costly in terms of reduced margin. As a resule, che business is better off
with its current marketing strategy because the current net marketing contribution ($15.4
million) is greater than the net marketing contribution of the projected marketing strategy.

NMC (Segment S1) = [6.8 million customers X 0.09 % ($30 — $9 — $55)] — $4 million
= [612,000 customers X $26 per unit] — $4 million
= $15%.9 million — $4 million
= $11.9 million
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MARKETING PRODUGTIVITY

Recognizing net marketing contribution as the measure of marketing profitability, a
manager can readily evaluate the profit impact of marketing serategies, as has been illus-
trated. In addition, we can evaluate the efficiency of the marketing budget used to pro-
duce a given level of marketing profieability {net marketing contribution) by crearing the
following measure of marketing productivity.

Net Marketing Contribution

Market Productivity = -
Marketing Budger

The ratio of net marketing contribution to marketing budget (marketing and sales ex-
penses) provides a measure of how efficient a given markering budget is in producing
marketing profits. For example, Santa Fe Sportswear produces an overall net marketing
contribution of $30.1 million with a markering budget of $15 million. This is a market
productivity ratio of 2.0, which means that each dollar of marketing budget produces $2
of net marketing contribution:

Matket Productivity = Net Marketing Contriburtion

Marketing Budget
= $30.1 million
$15 million
=20

We can also assess the marketing productivity of each segment served by Santa Fe
Sportswear. Using the net marketing contribution and marketing expenses reported in
Figure 2.11, we can sce that each segment strategy is producing a good level of net mar-
keting contribution for each dollar of marketing budget. Segment SI produces the
largest sales revenue, and the marketing strategy used in this segment is the most efficient
in producing marketing profits. And, while segment $3 is reported o produce an overall
loss of $1 million, the marketing strategy developed for segment S3 is profitable and pro-
duces $1.20 of marketing profits for each dollar of markering budget.

Market Performance Metric Seq. 51 Seq. 52 Seqg. 53 Overall
Net Marketing Contribution {mil) $15.4 $8.9 $5.8 $30.1
Marketing and Sales Expenses (mil) $4 6 34 $5 $ 15
Marketing Productivity 2.5 2.25 1.2 2.0

This market-based performance metric helps managers evaluate the relative efficiency
with which they are growing net marketing contribution. It may be that two marketing
strategies yield an equivalent net marketing contribution, but one is more efficient be-
cause it has a higher marketing productivity. Pur simply, one strategy can produce the
same level of marketing profitability (net marketing contribution)} bur for fewer dollars
of marketing budget. This, of course, is an advantage to any business, since those extra
dollars can be used for other purposes.

Another benefit to this market metric is that it can be used in comparisons with com-
petitors or benchmark businesses. Figure 2.13 presents the marketing productivity of three

LE
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Area o _Personal Computer Conpany | _ Consumer Goods Company
Performance | - Ralston General

{billions) Compagq Dell Gateway Purina Mills PepsiCo
Sales Revenues $24.6 $7.7 £6.3 $45 $6.0 $20.9
~Cost of Goods Sold 17.9 6.1 5.2 2.3 2.4 84
Total Contribution $ 6.7 $1.6 $1.1 $2.2 $3.6 $12.5
Marketing Expenses 2.1 _ 8 .8 16 2.5 9.2
Net Mktg. Cont. $ 486 $ .8 $.3 $ .6 $1.1 $ 33
Mktg. Productivity® 2.2 1.0 0.38 0.38 0.44 0.36
" A ratio of Net Marketing Contribution to Marketdng Expenses (markering, sales, and administrative expenses).

Figure 2.13 ¢ Net Marketing Contribution and Marketing Productivity

competing computer companies, In this case, Compag is more efficient in generating mar-
kering profits than either Dell or Gateway. Also presented in Figure 2.13 is the marketing
productivity of three well-known consumer goods companies. Each of these companies
produced a marketing productivity ratio of less than 1. However, in this case, the three
consumer goods companies shown have very similar levels of marketing productivity.

MARKET-BASED DRGANIZATIONS

Over time, businesses develop extended product lines. Unfortunately, as these businesses
evolve from single- to multiple-product organizations, they rarely alter their organiza-
tional structure. What normally emerges over time is a product-driven organization, as
illustrated in Figure 2.14. In this example, five separate motor manufacturing operations
each serve multiple markets. This arrangement is both expensive for the business and

Fractional 1-5 HP ] 712-30 HP - 40-200 HP Over 200
HP Motors | Motors | Motors Motors HP Motors

Small Large Light Heavy
Appliance Appliance Manufacturing Equipment
Markets Markets Markets ’ Markets

Figure 2.14 ¢ Product-Focused Organizational Structure



Chapter 2 Market-Based Performance . 15

confusing for customers. It is expensive for the business because there are obvious mar-
keting redundancies in sales, support, and distribution. For customers, it is frustrating to
deal with two or more separate businesses with respect to invoices, service levels, sales
coverage, etc. Even worse, each product-focused business is looking to sell only its own
products and becomes myopic in its view of the market.® As a result, a product-oriented
otganizational structure is less likely to see a broader range of customer needs and, hence,
market opportuniries.

Thus, an important characteristic of a market-managed business is that it will reengi-
neer its marketing otganization as more markets are served or as these markets change.”
An important element of this characteristic of market-based management is that busi-
nesses are built around markets, not around products or manufacturing operations. If
customers are the primary focus of a market-based business, then why not start with the
customer and work backward with respect to how we design our business and marketing
organization to serve rarget customers?'® In this way, the organizational focus is on the
market where customers buy, and not on the factory where products are made.

To become market-focused, a business needs 1o formulate a market-based organiza-
tional struceure. In this structure, the nrarker wnit is a marketr-focused enticy. It is as-
signed the task of understanding customer needs and competitor positioning in a given
market and developing and implementing marketing strategies to achieve target objec-
tives for thar market.!! Hence, the market unit is responsible for all aspects of the mar-
keting and business directed at target customers in its market. For example, consider the
motor manufacturer. While the company may have a number of different manufacturing
operations to produce a range of motors, it serves several markets through marker units.
As illustrated in Figure 2.15, this market-based structute provides a much better systems
linkage berween customer markets and the organization. This structure facilitates more
responsive market strategy development, implementation, and market-based perfor-
mangce tracking,!?

Fractional 1-5 HP T1/2-30 HP 40-200 HP Owver 200
HP Motors Motors ; Mators Motors HP Motors

Light s Heavy
i Manufacturing e Equipment
Market Linit BT  [Varket Unit

Appliance
Market Unit

Small Large Light ' Heavy
Appliances Appliances Manutacturing Manufacturing

figure 2.15 4 Market-Focused Organizational Structure
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Mining Construction

o Marketing Marketing
Organization - Unit Unit

Deater Direct £ 1 Mining Direct § Construction
Sales | Sales |} Dealers | Sales  § ) Dealers
I DR T R 'S - ¥
End-User Market _ End-User Market End-User Market
Mining and Construction Mining Construction

Figure 2,16 & Sales-Based vs. Market-Based Organizational Structure

Figure 2.16 illustrares how a specialty steel manufacturer shifted from a sales-oriented
to a market-oriented organizational structure, The business sold products in both the
mining and construction markets. It had done well in mining but poorly in construction
markets because they were much more difficult to reach. However, the construction mar-
ket, while very fragmented, was several times larger. The only way to perform better in
the construction market was to have a market unit {marketing team) in charge of that
market whose sole responsibilicy was that market. When a construction market unit
team was put in place, within a short time they found they had ineffective dealers, an in-
complete product line, and the wrong marketing systems to serve the more price-sensi-
tive and delivery-conscious construction market. In other words, a great deal was differ-
ent from the mining market, and it required a completely different marketing approach
to satisfy customers. The results were phenomenal. Wichin 18 months, the sales in the
construction market grew by over 40 percent. Further, this increase was accomplished
with no change in personnel, just a reorganization of existing marketing, sales, and prod-
uct management petsonnel,

Market unies are organized around customer markets such thar maximum marker fo-
cus can be achieved without conflict in developing and implementing market-based
strategies that deliver high levels of both customer satisfaction and proficability. Each
market unit becomes a marketing team that is solely focused on the needs of a particular
group of customers.!? This organizational structure makes market-based measures of per-
formance such as customer satisfaction meaningful and actionable. The market unirs can
also be set up as market-level profit centers, enabling the business to evaluate and track
profitabilicy at the market level.
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SUMMARY

A market-based business engages in three important distinguishing practices:

* It tracks market-based measures of performance.
» It measures marketing profits by product, marker, or both,
* It organizes around markets rather than products.

Without an external set of market-based performance metrics, a business will never
know its market performance, For CommTech, an overreliance on traditional measures
of internal performance cost the business and its shareholders $122 million in net prof-
its. Thus, an important step in becoming a market-based business is the development of
a key set of external market-based measures of performance. These external market met-
rics can include in-process metrics, which typically precede financial performance mea-
surement, and end-result market metrics, which are more likely to coincide with finan-
cial performance measurement.

To develop and implement marketing strategies that are going to increase customer
satisfaction and grow profits, 2 business needs to be able to measure the profitability of a
marketing decision. This means understanding the revenues that result from serving a
target market of customers and all the costs associated with serving that market. A com-
mon problem often arises here in most accounting systems: the need to allocate overhead
costs. This has the potential to distort profitability and can lead to decisions that actually
reduce profitability. To grow profits, a business needs to grow net marketing contribu-
tion. Allocating overhead costs will distorc ner marketing contribution. If the accoun-
tants persist in allocating cost, simply ask that costs be allocated afier the nec marketing
contribution has been computed so that market-level profitability can be clearly ob-
served.

With market-based management, the focus is on the customer. How much revenue
does a customer produce? What are the costs of acquiring a customer? What are the costs
of serving those customers after chey have been acquired? What is the net marketing con-
tribution per customer in different segments of the market? Measures of marketing prof-
itability and marketing productivity help us evaluate the profic impact and spending effi-
ciency of a marketing strategy.

Marketing is manipulation, but what should be manipulated is the business, not the
customer. Businesses that are able to reengineer their organizational structures around
markets and new market opportunities are in the best position to respond to customer
needs and changing market conditions. Thus, a market-based organizational scructure is
evolutionary. [t will change as markets change in order to maximize its ability to attract,
satisfy, and retain target market customers.

MARKET-BASED LOGIC AND STRATEGIC THINKING

1. Why are market-based measures of performance critical to achieving profitable
growth?

2. How do market-based measures of performance differ from internal measures of per-
formance? Why are both necessary?
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APPLICATION PRUBLEM: BELL COMPUTER

Dell Compuser is a direct marketer of persenal computers with sales in 1997 of over $7.76
biflion and net profit before tax of $705 million. At that time, Dell’s product line included
deskrop computers, portable computers, and servers/workstations. Eighty-five percent of
sales were gained through direct markering and 15 percent via the Internet. Dell planned to
derive 50 percent of their sales from the Internet in two years.

The avetage margin for Dell computer products was 21.4 percent. Marketing expenses
ran about 10.7 percent of sales. However, marketing on the Internet was reported to be
roughly half as expensive, Dell’s operating overhead was among the lowest in the industry at
16 percent of sales. The average selling price for PCs had been eroding at roughly cight per-
cent per year. Outlined below are specific details for each of Dell's major product-markets in
1997.

Desktop PC Market

» Market demand was estimated to be 33 million units per year and growing at 16 percent
per year.

* Dell’s market share is 6 percent, average selling price $2,250 per unir, and margin 18 per-
cent.

* Marketing expenses in this segment averaged 12.4 percent of sales.

Portable PC Market

* The market was estimated to be 13.5 million units per year and growing at 25 percent per
year,

* Dell’s share was five percent. Average selling price was $2,750 per unit, which provided
margins of 25 percent.

* Marketing expenses in the portable PC segment averaged 10.2 percent of sales.

ServerMWorkstation Market

* This (low-end server) market was 5.5 million units per year and growing at 27 percent per
year.

* Ddll's market share was 6 percent. Dell’s average price was $4,500 with a margin of 27
percent of sales.

* Marketing expenses for the low-end server market segment were 6 percent of sales.

Questians
For Internet discussion, go to www,prenhall.com/phbusiness.

1. What was Dell’s net marketing contribution in each major product—market? What were
Dell’s overall net marketing contribution and net profit?

2. How would Dell's net marketing contribution in portable compurers change the next year
if the company able to hold market share and margins while average prices continued 1o
erode at eight percent per year?

3. Which of Dell’s product—markets had the highest marketing productivity?
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3. Why does a business need both internal (financial) measures of performance and
external (market-based) measures of performance?
4. Whar roles do market-based measures of performance play in achieving profitable
growth?
5. Why are performance metrics important?
6. What is the fundamental difference between a market performance metric and a
financial performance metric?
7. Why are in-process metrics an important part of a successful marketing strategy?
What is the relationship between in-process metrics and end-result metrics?
8. What are some of the fundamencal differences between product-based accounting
and customer-based customer accounting?
9. How does net marketing contribution enable a business to better understand the
profit impact of a marketing strategy?
10. What is the difference becween a variable cost and a fixed expense?
11. Why are marketing expenses considered semi-vatiable expenses and cost of goods a
variable expense?
12. How can treatment of operating expenses distort interpretations of profitability?
13. How can one assess the profit impact of a specific markerting strategy?
14. Under what conditions would you expect operating expenses to change with changes
in marketing strategies?
15. What fundamental marketing strategies can a business pursue to grow marketing
profits?
16. Explain how any given marketing strategy might affect different components of net
marketing contribution.
17. Why would a business want to measure its profitability by market segmenc?
18. What does a marketing productivity of 0.5 mean? What does it mean when a com-
petitor with approximately the same market share has a marketing productivity of 1.0?
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