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Catalog-based direct marketers are facing increased postage expenses that threaten the short-term and long-term profitability of our industry.

It is a reasonably straightforward exercise to understand the short-term impact of increased expenses.  It is possible to also understand how the long-term growth of a catalog-based business will be impacted by managing expense increases.


Let’s evaluate a catalog-based business that mails approximately one catalog a month, about one hundred pages per drop, to a circulation of about 500,000 prior customers and prospects.  This business also has a website that customers choose to purchase from.


In an individual mailing, the profit and loss statement might look something like this:
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No Increase

Circulation

500,000

Catalog Demand

$1,260,000

Online Demand

$840,000

Total Demand

$2,100,000

Net Sales

$1,512,000

Gross Margin

$816,480

Fulfillment Expense

$189,000

Catalog Mailing Expense

$537,500

Variable Operating Profit

$89,980

Profit as a % of Sales

6.0%

Total Responders

21,000



The catalog-based business mails a half-million catalogs, driving nearly $1.3 million demand attributed to the catalog/telephone channel, and more than $0.8 million demand via the website.  The individual catalog drove nearly $90,000 of variable operating profit (not counting general and administrative costs).


Let’s assume that the cost of postage increases by twenty-six percent for this catalog-based direct merchant.  The profit and loss statement changes, as illustrated below:
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No Increase

w/Increase

Circulation

500,000

500,000

Catalog Demand

$1,260,000

$1,260,000

Online Demand

$840,000

$840,000

Total Demand

$2,100,000

$2,100,000

Net Sales

$1,512,000

$1,512,000

Gross Margin

$816,480

$816,480

Fulfillment Expense

$189,000

$189,000

Catalog Mailing Expense

$537,500

$570,000

Variable Operating Profit

$89,980

$57,480

Profit as a % of Sales

6.0%

3.8%

Total Responders

21,000

21,000



An increase in postage results in a significant reduction in profitability.  As long as circulation is held constant, total responders in the catalog remain at 21,000 per drop. 


The increase in postage results in more than $32,000 of incremental expense in this example.  Remember, this business mails twelve unique catalogs per year, meaning that more than $385,000 of annual expense can be anticipated.


The business can choose to accept the increase in expense, and figure out how to better leverage other aspects of the profit and loss statement.  The business can attempt to improve the rate at which merchandise is available to the customer (minimizing lost sales), or reduce return rate, or improve gross margin, or lower pick-pack-ship costs, or re-engineer the catalog production process.


It is likely the business will choose to reduce circulation, in an effort to improve profitability and reduce expense.  In the next table, observe what happens when circulation is reduced.
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No Increase

w/Increase

Reduced Circ

Circulation

500,000

500,000

425,000

Catalog Demand

$1,260,000

$1,260,000

$1,161,663

Online Demand

$840,000

$840,000

$774,442

Total Demand

$2,100,000

$2,100,000

$1,936,105

Net Sales

$1,512,000

$1,512,000

$1,393,995

Gross Margin

$816,480

$816,480

$752,757

Fulfillment Expense

$189,000

$189,000

$174,249

Catalog Mailing Expense

$537,500

$570,000

$518,250

Variable Operating Profit

$89,980

$57,480

$60,258

Profit as a % of Sales

6.0%

3.8%

4.3%

Total Responders

21,000

21,000

19,361



The financial folks might support this plan.  By reducing circulation (cutting mailings to infrequent customers and prospects who have become unprofitable to mail due to the expense increase), catalog mailing expense actually decreases.  Profitability improves marginally, and on an annual basis will be more than $33,000 better than by not cutting circulation.


This strategy is likely to be employed by catalog-based direct marketers.  There is one problem with this strategy, however.  Take a look at the number of responders in this last example.  Because circulation decreases, total responders decrease by 1,639.  On an annual basis, this results in nearly 20,000 fewer responders.  Remember, these customers are not the best customers.  Because best customers respond at high rates, they are profitable regardless of an increase in postage.


Before the postage increase, this business had a five-year demand plan that looked something like this:
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Beginning

After 1

After 2

After 3

After 4

After 5

Inventory

Year

Years

Years

Years

Years

0-12 Month Buyers

130,000

134,750

142,388

151,712

162,090

173,176

13-24 Month Buyers

65,000

65,000

67,375

71,194

75,856

81,045

25+ Month Buyers

200,000

245,250

288,238

331,094

375,054

420,779

New Buyers

50,000

53,000

56,000

59,000

62,000

Annual Buyers

134,750

142,388

151,712

162,090

173,176

Total Demand

$30,693,750

$32,195,625

$34,193,813

$36,492,778

$38,986,503



Demand increases marginally, year after year.  Customers are largely acquired via the catalog channel, though some customers are acquired and purchase online.


Now, let’s evaluate the five year plan, when between fifteen thousand and twenty thousand fewer responders are added to the business, year-after-year, due to increases in postage that cause reduction in circulation:
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Beginning

After 1

After 2

After 3

After 4

After 5

Inventory

Year

Years

Years

Years

Years

0-12 Month Buyers

130,000

117,916

115,658

117,394

121,777

127,757

13-24 Month Buyers

65,000

65,000

58,958

57,829

58,697

60,888

25+ Month Buyers

200,000

252,250

303,716

349,275

393,190

437,185

New Buyers

40,166

43,166

46,166

49,166

52,166

Annual Buyers

117,916

115,658

117,394

121,777

127,757

Total Demand

$28,168,650

$26,923,613

$26,946,757

$27,721,641

$28,957,099



At first, there is a $2.5 million dollar short-term impact, similar to what was illustrated in our catalog circulation example, on an annualized basis.  But look what happens over time.  The business is starved of about twenty percent of the new buyers the business acquired each year.  Fewer inactive buyers purchase as well.  After five years, a $39 million dollar business is reduced to a $29 million dollar business.


In other words, short-term decisions, made in 2007 and 2008, impact the long-term health of our businesses.  The increased cost structure of our catalog-based direct marketing businesses impact profit marginally in the short-term, but throttle our ability to grow our businesses in the long-term.


The long-term growth of our business is the real issue at hand.  We can all deal with figuring out how to manage expenses to make the profit and loss statement look acceptable.  We have a hard time envisioning the long-term impact of these strategies.


It is likely that within twenty-four months of a postage increase of this nature, catalog-based direct marketers will begin to understand the long-term impact of short-term expense management.  This will drive catalog-based direct marketers online, searching for ways to use the online channel to recruit new customers.  The push online could come at the expense of catalog-based marketing.  In other words, money spent on catalog-based marketing could be shifted to the online channel, further exacerbating cost pressures in postage, foretelling the collapse of the entire enterprise.

Business leaders are likely to leverage long-term scenario planning and multichannel forensics to better understand what impact postage increases will have on our industry.  This paper illustrates the significant impact on our industry, over the next five years.  The growth of our industry is likely to be throttled by short-term decisions to reduce expense and to improve short-term profitability.  Catalog-based business leaders must forego circulation reductions in the short-term, in order to protect the long-term health of the catalog industry.
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