BRAND MANAGEMENT

Financial Aspects of Brands

In today's business environment, Brand managers need to be knowledgeable about the financial dimensions of their jobs as well as the marketing portion. Brand managers assume the role of mini-CEOs in that they have complete profit and loss responsibility for their Brands. In such cases, the brand manager must be familiar with all aspects of business, including operations management, human resources, and so on. However, besides the analyses marketing managers perform to better understand customers, competitors, and the rest of the external market environment, several other analyses related to the financial aspects of the brand's performance are also necessary. As a result, to be part of a firm's overall decision making, brand managers must understand the financial implications of their decisions. Financial decision making is closely related to brand strategy. The ultimate objective of brand managers is profitability, whether or not the short-term objective in the marketing plan is oriented toward share or profits. 

Two key kinds of information are important to marketing decision making and strategy development. First, if the brand manager is to have profit and loss responsibility or set short- and long-term profit objectives, he or she must have a good understanding of how profits are computed. As any financially oriented manager knows, computing profits is not a straightforward issue. There is no such concept as the bottom line; in fact there are at least three ways to calculate the "profitability" of a brand. The second kind of information that is critical to a brand manager's understanding of financial performance is relevant if there is .a brand line or many brand variants (e.g., different sizes, colors) because it analyzes the performance of different brand variant. 

The financial analyses described can be used in a variety of ways. One way to use either profitability or sales analyses is for planning purposes. Profitability needs to be reported in a marketing plan. In addition, analysis of the relative sales performances of different brand variants can lead to a new marketing strategy or the pruning of a brand line.

These analyses can also be used ex post, or after the planning period, and at specific intervals within the planning period. Such a use of financial analyses would be for control purposes. Obviously, it is important to measure how the company has done or how it is doing the latter being particularly important for making adjustments during the execution of the plan. 

A detailed look at several kinds of financial analyses that is important for brand management is ascertained. Besides the sales and profitability analyses just mentioned, we describe a strategic approach to control that explicitly links "financial to marketing analysis. We also discuss capital budgeting from a marketing perspective. 

SALES ANALYSIS 


Overview 

Consider the advertisement shown below. Although it undoubtedly overstates the case just a bit, the point made by the graph and the text is clear: In many cases, it is impossible to determine how successful a brand or service really is without digging deeper into its sales records. The overall picture can be quite rosy while some real problems can exist in certain channels, regions of the world sizes, and so on. 

This realization leads to the iceberg principle. Many of the real problems facing a brand manager lie "beneath the water." Like the tip of an iceberg, total sales or profits are the small amount of the mass that is readily visible. However, if the brand manager wishes to avoid the fate of many passengers of the Titanic, the large amount of mass that is invisible should also be taken into account. 

A simple example illustrates the iceberg principle. Suppose the planning horizon coincides with the calendar year and for control purposes, the brand manager analyzes her brand's sales performance for the first six months; January through June. She finds that sales are $400,000 below objective. Now suppose further that the brand is sold in four sizes, and after digging a bit deeper, you find that sales versus objective vary by size: 

	Size
	Over Objective
	Under Objective

	1
	$200,000 
	

	2
	160,000 
	

	3
	20,000 
	

	4
	
	$780,000

	Total
	$380,000
	$780,000


Thus, the $400,000 figure is a net figure that combines $380000 over objective with $780,000 below objective. Clearly, the problem is severe for size 4. Taking the analysis one step further by decomposing the sales for size 4 into different geographic regions produces the following:

	Region
	Over Objective
	Under Objective

	East
	
	$1,200,000

	Central
	$260,000
	

	South
	60,000
	

	Pacific
	100,000
	

	Total
	$420.000
	$1,200,000


Again, the problem has now grown into a much bigger one than the initial $400,000 below objective indicated.

This simple analysis provides two clear benefits. First, the brand manager better understands the true magnitude of any problems that exist. Second, potential problem areas are identified. For example, the brand manager should focus efforts on size 4 and the East region to attempt to understand why the brand is unsuccessful in that size and region and not the others. This evaluation could lead to eliminating the size, the region, or both, or to revamping the marketing strategy in those brand and geographic segments. However, sales analysis does not explain why there are problems; it only pinpoints their location. 

This is a picture of a company headed for disaster.

Why sales analysis is needed


	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	 
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	


This picture is just too simple to show you what lying in the weed. You know your total profit, but can you get them by brand? Can performance be analyzed by distribution channel? By geography? How are things rea1ly going? Why? 

If your company uses an IBM computer, Comshare Decision Support Software can help fill in those blanks and more. 

Management needs relevant, timely data with depth and resolution to make informed, effective decision. Now you can easily gather information and extract pertinent data from other sites and sources in your company. You can perform analyses, model alternative scenario and format reports and charts to show results. If you can define the question you want to ask, system W can provide the answers. 

We think along your lines. Comshare has been in the business of solving business information problem for 18 years. So System W has Innovations like Model by Example'" and WINDOW'" that make it very easy for managers to ask the hard questions. 

System W is, quite simply, now the best decision support for companies that use IBM mainframe and PCs. Seventy-seven Installations in 13 months attest to that. 

The Value of Sales Analysis 

In general, sales analysis can be defined as "the gathering, classifying, comparing, and studying of company sales data" (Wotruba, 1971). Obviously, all firms do the gathering part as a way to measure the performance of their brands. However, most companies do not study their sales record simultaneously. In fact, the advertisement in Figure 12.1 illustrates a common belief that companies fail to analyze their own sales records. As the simple analysis above shows, when compared to some standard of performance (in this case, the stated objective), sales analysis can be a powerful tool in the hands of a brand manager. 

The following figure shows the major components of a sales analysis. 

Components of Sales Analysis
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The four major parts correspond to the following questions. 

1.
How are sales defined? As noted in the above figure, sales can be defined in terms of orders, shipments, or cash receipts. The definition can matter a great deal, particularly for manufactured brands. Some companies book sales when the brand is shipped, for example, prior to receiving payment for them. Overly zealous managers who are short of sales goals have been known to ship brand to themselves to achieve quotas! 

2.
In what units can sales be analyzed? Sales can be measured in terms of currency, units, or percentage of company sales, among other measures. Currency is useful, particularly when the brand can be purchased in a large number of sizes. However, increases in sales in currency terms mask price increases. (Units do not have that problem.) Even when the brand is available in different forms (e.g., a cold remedy that is available in both tablet and liquid forms) or sizes, the industry can develop norms of measurement (such as a standard dosage size). 

3.
In what categories or classifications can the sales data be placed? There are many possibilities here. In the example above, we used geographical area and brand size. Figure above shows some other categories. Other common bases of classification are brand types, customer types, markets or channels, order sizes, and time periods. Order size is a particularly useful way to break down sales. A situation in which 20 percent of the orders constitute over 80 percent of the sales dollars is not uncommon. In that case, a profitability analysis would show that the small orders not only produce a small percentage of total sales but are also unprofitable to fill. 

4.
What are the appropriate standards against which the sales can be compared? As the Figure above shows, some of these standards include historical results, current results from another category in the same time period some predetermined standard such as an objective or quota averages across the company or some other business unit, and sales relative to market share.

Each kind of sales analysis can be denoted by using Figure above and drawing a line beneath the construct used. As shown, one such analysis could compare historical cash receipts from geographical areas. Naturally, the particular analysis used should be consistent with company record keeping, the particular brand being analyzed, and the markets in which it is sold.

A good example of the value of sales analysis is Reebok's experience in the "late 19905 (Lefton, 1999. The brand had fallen from the success it had in the 1980s, and one of the areas that senior managers felt needed improvement was a reduction in the number of stock-keeping units (SKUs) generated by the large number of model/color/size combinations, what the company refers to a style. An analysis of the sales by style found that of the 2,200 existing style 1 000 of them generated only .003 percent of Reebok's volume. An immediate action was to reduce the number of style to the 600 generating most of the sales volume, which permitted a greater ability to focus marketing dollars where they counted. 

Roadblocks 

If this analysis is so simple yet so valuable, why is it not used more by companies and their brand managers? We have identified three reasons. 

First, information systems often are not designed with brand management in mind. Finance, accounting, manufacturing, operations, and human resource personnel are often key informants about the development of an information system. However, to be useful to a brand manager, the system must collect the detailed receipt information and make it available for analysis. If marketing personnel are not queried for their needs when developing the system, the system is not likely to have the characteristics necessary for performing sales analyses. 

Second, and related to the first point, financial or accounting personnel have quite different mindsets and perspectives than marketing personnel. Their information needs, training, and background are quite different. The differences can lead to inadequate information and a less-than helpful perspective on the value of the information to the company. 

Finally, one reason for failing to conduct sales analysis is a lack of internal marketing on the part of brand management. A strong internal marketing program is necessary to induce any kind of change within an organization. It is important that marketing personnel be proactive in convincing senior managers who influence information system design that the detailed sales data are important and have value. Otherwise, the different mindsets and backgrounds will .continue to dominate the way such systems are designed. 

In retailing environments, these kinds of barriers are being broken down with the increasing penetration of optical scanners, point-of-sale (POS) systems, and other technology-based systems that generate detailed sales data. Because each brand variant is labeled with a different code, excellent data for sales analyses are being produced for brands sold through food, drug, and many discount stores. However many consumer brands and almost all business-to-business brands do not benefit from such technology at the present time. 

PROFITABILITY ANALYSIS 

Conventional Brand Profit Accounting 

A good way to begin this discussion is to use an illustration of an actual financial statement. The table below shows an income statement for a hypothetical telecommunications service, referred to as NewCall.

Typical Income Statement 

Table: A

Brand: NewCall

Income Statement, December 31, 2005

(000's)
	Revenues (2M units 0 $5)
	
	$10,000

	less: Direct labor
	
	2,500

	Direct supervision/clerical
	
	500

	Social Security
	
	255

	
Materials
	
	5

	Operations overhead (plant, etc.)
	
	840

	Expenses from operations
	
	4100

	Operating or gross margin
	
	5900

	Less: Advertising
	$ 700
	

	Promotion
	200
	

	Field sales
	1700
	

	Brand management
	25
	

	Marketing management
	250
	

	Brand development
	150
	

	Marketing research
	175 
	

	Customer service
	1500
	

	Testing
	300
	

	General and administrative
	1000
	

	Total expenses
	
	6000

	Operating profit
	
	(100)


The top line indicate that 2 million unit of the service were sold during the fiscal year at $5 each for total revenue of $10 million. Subtracted from this revenue figure are expenses related directly to operations such as labor, materials, and certain kinds of operations overhead (utilities, for example). This gives a gross or operating margin of $5.9 million. Finally, all other expenses are subtracted, giving a total profit (loss) of ($100,000). 

This approach to computing profits is called a full-costing approach, in which all costs associated with a brand or service, including corporate overhead, is subtracted from revenues. This is the most popular approach 'to brand profitability accounting. The strength of the full-costing approach is that it guarantees that all the costs of the corporation are covered by the brands. Another way to say this is that the corporation will be profitable by ensuring that each brand is profitable. 

However, this approach has some weaknesses that will become apparent as we work through the example. First, given that the brand is losing money, is the company better off by dropping NewCall? At first glance it appears the company would be $100,000 more profitable by eliminating the brand. In reality, this turns out not to be the case; the company could actually be worse off. Second, it is difficult to use the full-costing approach to obtain answers to relatively straightforward questions. For example, if revenues increase by 10 percent, what happens to profitability? We develop the ability to address these questions later in the chapter.

Alternative Accounting Systems 

We; can classify accounting reporting systems into three groups. First, one kind of system is referred to as "financial" or "custodial." 8.4 shows an example of such a system. These systems are good for looking at historical financial results-"how we did." In addition, they are useful for external constituents, such as investors, who may care only about the aggregate or overall financial performance of a company. 

Financial reporting systems based on full costing have several problems. First, full-costing methods are inherently unable to link costs, volume, and profits because different kinds of costs, some of which affect a brand's true profitability and some of which do not, are not categorized. The full-cost approach also tends to allocate fixed costs arbitrarily. For example, a common way to allocate overhead costs such as electricity is by sales volume. Clearly, such costs become difficult to plan for because they are almost always variable (as sales volume changes, so do the charges for power). In addition, this approach gives managers a disincentive to raise sales levels because more and more costs are piled on, making the brand look less profitable. Finally these custodial systems fail to draw a distinction between costs that are under the control of the brand manager and those that are not. From the brand manager's perspective, it is entirely fair to be required to generate more revenues than costs directly attributable to his or her brand. However, should a brand's profitability, and therefore the manager's evaluation, be a function of how many corporate jets are in the hangar? 

A second type of system is performance based. This kind of system is primarily control oriented: It looks at today's performance based on variances from budgets. These variances are useful to pinpoint problems but, like sales analysis, do not provide any answers. 

A third kind of system is contribution based. As we show in the next section, its emphasis is on costs the brand manager can control, and it makes a clear distinction between fixed and variable costs. Contribution-based systems are designed for operating managers and are decision oriented. They permit the manager to look toward the future by being able to generate answers to "what if" kinds of questions. 

Our point is not that one system should be used to the exclusion of another but that several kinds of reporting systems are important to provide full information to all levels of management. Corporate jets may be necessary to conduct business, and their costs must be covered by the firm's brands. However, should the health of an individual brand be damaged by being saddled with a high overhead charge? Another kind of profitability thus indicates how much revenue is generated in excess of costs directly related to marketing an individual brand. The more a brand manager knows about how profits are calculated, the better equipped she or he is to battle with more senior managers over resource allocation decisions. 

Contribution-Oriented Systems 

The earlier discussion of above table illustrates one of the "bottom lines" that provides useful information (although with some important limitations) to brand managers. A second notion of profitability is called contribution margin. Basically, contribution margin is the amount of money left over after accounting for variable costs that goes toward covering fixed cost. At this point, it is critical to be clear on the different categories of costs.

Table B: Cost Classification

	
	
	Components

	Category
	Total Cost
	Variable
	Fixed

	Operating expenses ($000)

	
	
	

	Direct labour
	$ 2500
	2500
	

	Direct supervision
	500
	500
	

	Social security
	255
	255
	

	Materials
	5
	5
	

	Operations overhead


	840

-----------
	240

----------
	640

---------

	Subtotal:
	$ 4100
	3460
	640

	Nonoperating expenses ($ 000)
	
	
	

	Advertising
	$  700
	
	700

	Promotion
	200
	
	200

	Field Sales
	1700
	200
	1500

	Brand Management
	25
	
	25

	Marketing Management
	250
	
	250

	Marketing Research
	175
	
	175

	Customer service
	1500
	240
	1260

	Testing
	300
	
	300

	General and administrative
	1000
	
	1000

	Subtotal:
	$ 6000
	$ 440
	$ 5560

	Total
	$ 10100
	3900
	6200


The above table categorizes different kinds of costs that will be useful in our discussion. Variable costs are those that vary directly with total volume of sales or brandion. Such costs normally include materials (for manufactured brands) and direct labor (hourly), but they can also include supplies such as packaging. We assume the variable cost per unit remains constant as volume changes.

Fixed costs are more complicated. In general, a cost is fixed if it does not vary in amount with the volume of sales or brandion. Fixed costs tend to be items such as advertising, customer service, corporate jets, and the like. However, at some level of sales, all costs become variable. That is, rather than being level for any amount of sales, fixed costs often follow a step pattern: They can increase with a large jump in sales but remain level at this new plateau. For example, if the brand sells better than expected, additional customer service representatives may have to be hired. Fixed costs can be direct, that is, directly associated with a given brand (e.g. advertising), or indirect (e.g. the corporate jet). In addition, programmed fixed costs are highly flexible because they can be increased or decreased at will. Standby fixed costs are difficult to adjust in the short run. 

Using these definitions, one can take the numbers in the 1st table and classify them into variable and fixed categories (we will be concerned later with the different categories of fixed costs). The diagram below shows a suggested classification scheme. 

Figure 8.1
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Examining the operating expenses first, direct labor, Social Security (a fixed percentage of direct labor), and materials are clearly variable because they depend on sales volume. We assume operations overhead has fixed and variable components. For example, utility bills can vary with brandion volume and hence may be variable, whereas depreciation of plant and equipment is fixed. Much of the non- operating expense is fixed except for field sales, which have some commission (fixed percentage of sales) and customer service (on-site service expense is a percentage of the number of units sold). 

These newly classified costs can be assembled into a new financial statement, shown in Table C, called a contribution margin statement. The revenues remain the same at $10 million. However, we first subtract the variable costs of $3.9 million, leaving $6.1 million in contribution margin. This is the amount of money left after direct costs of making the brand or delivering the service that will go toward covering fixed costs. What is called the contribution or variable margin rate is the contribution margin divided by the total sales revenue-in this case, $6.1 million divide by $10 million, or 61 percent. Another way to look at this number is that 61 cents of every dollar of sales goes to covering fixed costs. On a per- unit basis, this translates to $3.05 (61 percent times $5). These are important numbers for answering some key questions.
All we, have done is reallocate the costs into categories different from those used in the income statement shown in Table A. Although we have not shown yet how this new scheme help make better decisions, it should already be clear that Figure Table C is somewhat easier to interpret. In fact, now we can easily answer the question posed earlier concerning the profit impact of a 10 percent increase in revenues. If revenues increase to $11 million, variable costs also increase by 10 percent to $4.29 million. Since fixed costs remain the same at $6.2 million, the new profit figure would be 510,000, or an increase of $61 0,000. This would not have been easy to calculate from the statement shown in Table A.

Table C: Contribution Margin Statement

Brand: NewCall

Income Statement, December 31, 2005 (000’s)

	Revenues (2M units@ $5)
	
	$ 10000

	Variable costs
	
	

	
Direct labour
	$ 2500
	

	Direct supervision/ clerical
	500
	

	Social security
	255
	

	Sales force commission
	200
	

	Customer service
	240
	

	Materials
	5
	

	Operations overhead ([plant, etc)
	200
	

	Total variable costs
	
	3900

	Contribution margin (61%)
	
	6100

	Fixed costs
	
	

	Operations overhead
	640
	

	Advertising
	700
	

	Promotion
	200
	

	Field sales
	1500
	

	Brand management
	25
	

	Marketing management
	250
	

	Brand development
	150
	

	Marketing Research
	175
	

	Customer service
	1260
	

	Testing
	300
	

	General and administrative
	1000
	

	Total fixed costs
	
	6200

	Operating profits (loss)
	
	(100)


Using the Contribution Margin Rate 

Three basic calculations make use of the contribution margin concept. First, most brand managers need to know their break-even volume in both units and dollars. This is the amount they need to sell to cover fixed costs. The formulae are: 

Breakeven in units = Fixed costs/variable margin per unit Breakeven in dollars = Fixed costs/variable margin rate 

One other important concept is the safety factor which is the amount over (or under) the break-even volume currently being sold: 

Safety factor = (Current sales volume - Break-even volume)/Current volume 

Using the information from table C, the break-even volume in units is the fixed cost figure of 56.2 million 'divided by $3.05 (the contribution margin per unit), or 2,032,787 units. The break-even Volume in dollars is $6.2 million divided by 6 I percent, or $ 10,163,934. Clearly, NewCall is operating below its break-even level. As a result, the safety factor is negative: 21.6 percent. 

A word of warning about break-even analyses is that they are very short-run oriented because the calculations are based on only one year's results. Even though NewCall is below breakeven, it may be a new brand and therefore need additional time to establish itself in the marketplace. Over reliance on break-even analyses can result in the company making myopic decisions on brands that have considerable promise. However, they are useful benchmarks when used conservatively. 

Break-even analysis can also be applied to any incremental change in fixed costs. Suppose the NewCall brand manager wishes to hire two additional salespeople at a total cost of $200,000 per year. The sales volume that would have to be generated to cover their salaries (assuming no commission) would be $200,000 divided by .61, or $327,869. Alternatively, if the brand manager wishes to spend an additional $100,000 on advertising, $163,934 will have to be generated to break even, assuming no long-term effects of the advertising. 

An additional use of the contribution margin information is in profit planning. Suppose the NewCall brand manager was given a target of $500,000 profit. The dollar revenues needed would be computed using the following formula: 

Target profit breakeven = (Target + Fixed costs)/Contribution rate 

Thus, the target profit acts as an additional hurdle to overcome in addition to fixed costs. In dollars, the necessary revenue would be ($500,000 1r $6.2 million)/.6l, or $10,983,607. In units, the break-even amount would be $6.7 million/$3.05, or 2,196,721 units. 

As noted earlier, it is relatively straightforward to calculate the profit impact of increases or decreases in revenues. An increase in revenues of 10 percent increased profits by $610,000. However, the reverse is also true: A decrease in revenues of 10 percent increases the loss by $610,000. It turns out that more fixed cost-intensive businesses suffer when sales drop because there is less revenue to cover the fixed costs. A good example of this problem is the airline industry (and most service businesses in general). The airline industry is characterized by low variable costs (e.g., fuel, food) and extremely high fixed costs (e.g., flight attendants, interest payments on airplanes). This results in price wars for passengers because any empty seats mean lost revenue that can cover fixed costs. Although revenues per passenger drop, the drop can hopefully be offset by greater total revenues per flight. Recessionary periods and brands with inherently slow growth rates exacerbate the problem. 

In general, brands characterized by different variable margin rates have quite different strategic problems. When variable costs are' high (contribution margin rates are low), it is important to keep prices high because profit is made on each item sold. That is, with relatively low fixed costs to cover, profitability is determined by the profit margin on each unit. When fixed costs are high and variable costs are low, sales volume to generate contribution margin to cover the fixed costs becomes critical. 

This conclusion is borne out by the figures shown in table D. The horizontal dimension is the variable margin rate. Fixed costs increase from left to right. The vertical dimension reflects alternative price changes. The entries in the table are the percentage of new-unit sales to old-unit sales required to break even for a given price change and associated contribution margin rate. Thus, if a brand has a 35 percent margin rate and the brand manager is thinking of cutting price by 10 percent, sales would ha e to increase by 40 percent to break even. This occurs because if the price drops, the variable margin rate also drops and less money is left to cover fixed costs. What is alarming is the amount of additional sales needed to break even for even relatively modest price cuts for any contribution margin rates! You can see that the airlines benefit to some extent by having contribution margin rates to the right end (or even off) the scale because the higher the margin rate, the less a price cut hurts contribution margin and the lower the incremental volume that has to be generated to break even for any price cut.

Table D

	
	Variable Margin Rate ( Percent )

	% change in

Price
	10
	15
	20
	25
	30
	35
	40
	45
	50

	+25
	29
	38
	45
	50
	55
	58
	62
	64
	66

	+20
	33
	43
	50
	56
	60
	64
	67
	69
	72

	+15
	40
	50
	53
	57
	59
	70
	73
	75
	77

	+10
	50
	60
	67
	72
	73
	78
	80
	82
	83

	+5
	67
	75
	80
	83
	86
	88
	89
	90
	91

	0
	100
	100
	100
	100
	100
	100
	100
	100
	100

	-5
	200
	150
	133
	125
	123
	117
	114
	113
	111

	-10
	
	300
	200
	167
	150
	140
	133
	129
	125

	-15
	
	
	400
	280
	200
	175
	160
	150
	143

	-20
	
	
	
	500
	300
	233
	200
	180
	167

	-25
	
	
	
	
	600
	350
	267
	225
	200


Fixed Costs 

As we noted earlier, there are different kinds of fixed costs. Programmed direct fixed costs are the kind brand managers control and are usually expended for a specific planning period. In other words, they are discretionary. Examples of this kind of costs are advertising, promotion, and the like. Programmed indirect fixed costs are controlled by management but cover several brands. Corporate umbrella advertising would fall into this category. Standby direct fixed costs do not change significantly without a major change in operations and are generally not controlled by the brand manager in the short run. An example would be costs associated with a brandion facility that is dedicated to a specific brand. Standby indirect fixed costs are typically corporate overhead-the jet, the CEO's salary, and so on. They are not directly related to any specific brand, nor are they controlled by the brand manager. 

The reason for making these distinctions goes back to the notion of profitability and the evaluation of the brand manager. For what costs should the manager be responsible? We could argue that the brand manager has a primary responsibility to make a profit by generating revenues in excess of variable costs that cover the fixed costs attributable to his or her brand-the -direct costs, both standby and programmed. In other word, the brand manager should be responsible for making a profit based on costs that would exist only if the brand existed. Any costs that would not disappear if the brand were dropped are not the responsibility of the brand manager. This is, in fact, a conservative approach because some of the direct standby costs might not disappear at all if the brand were dropped. A manufacturing plant, for example. could be adapted for producing another brand made b the company. Table E illustrates (based on some assumptions) how these fixed-cost categories can affect the profit picture for a brand. The fully allocated cost bottom line is the same, of course (a loss of $100,000), as is the contribution margin bottom line of $6.1 million. However, look at the third "bottom line," that is,  the profit picture after subtracting all direct fixed costs. After conservatively subtracting both programmed and standby direct fixed costs, New Call shows a "profit" of $1.835 million! Only after subtracting costs over which the brand manager has no control does the brand show a loss. We can now answer a question stated earlier in this chapter: In fact, the company would be worse off by dropping this money-"losing" brand because it is generating $1.835 million that is going toward covering indirect fixed costs.5 Thus, it is not always clear what profits and losses mean. In sum, each of the three notions of profit developed in this chapter have pluses and minuses. The full-costing statement (Figure 12.4) is of most interest to top management and external constituents. In addition, ultimately all costs of the business must be covered. The contribution margin statement (Figure 12.7) is easy to read and gives a quick idea of how much money is being generated to cover fixed costs. How ever, it does not make a distinction between indirect and direct fixed costs. Finally, the statement breaking down fixed costs (Table E) is the most relevant for brand management because it clearly states how the brand is performing. It also reflects that it is becoming more important to relate brand costs to actual activity as opposed to arbitrary allocation methods (Cooper and Kaplan, 1991). However, it is also true that all brands sold by a company could be profitable by this measure, but the company would go out of business because the excess funds generated beyond direct costs do not cover indirect costs. To repeat a point we made earlier, brand managers must equip themselves with information about the different kinds of profit concepts discussed here to make a better case for an increased share of corporate resources. 

Table E : Income Statement : Direct versus Indirect Fixed costs

Brand: Newcall

Income Statement, December 31, 2005

( 000’s)

	
Revenues (2M units @ $5 )
	
	$ 10,000

	Variable costs
	
	

	Direct Labor
	$2,500
	

	Direct supervision
	500
	

	Social security
	255
	

	Sales force commission
	200
	

	Customer service
	240
	

	Materials
	5
	

	Operation overhead
	200
	

	Total
	
	3,900

	Contribution margin (61%)
	
	6,100

	Fixed costs
	
	

	Programmed Direct:
	
	

	Advertising
	500
	

	Promotion
	200
	

	Field sales
	1,500
	

	Brand management
	25
	

	Marketing management
	200
	

	Brand development
	50
	

	Marketing research
	150
	

	Customer service
	400
	

	Total
	3,025
	3,075

	Standby Direct:
	
	

	Operations overhead
	640
	

	Testing
	300
	

	General and administrative
	300
	1,835

	Total
	1,240
	

	Programmed Indirect:
	
	

	Advertising
	200
	

	Marketing management
	50
	

	Brand development
	100
	

	Marketing research
	25
	

	Customer service 
	860
	

	Standby Indirect:

 General and administrative
	700
	

	Total Indirect costs

Operating profit
	1,935
	( 100 )


A STRATEGIC FRAMEWORK FOR CONTROL 

The two financial analyses described thus far can be used both for ex ante budgeting (while the plan is being developed) and for ex post (or after the planning period) control purposes. However, a specific kind of analysis called variance analysis is used for control only. In this context, a variance is a discrepancy between a planned figure or objective and the actual outcome. Typically, control in a marketing planning context is limited to some simple variances such as comparing actual advertising expenditures to historical averages or market share (using advertising share) or expected versus actual levels of profit or sales. Variance analysis was developed to integrate accounting with concepts from marketing strategy and planning (Hulbert and Toy, 1977). Like the sales analysis presented earlier, the major benefit of variance analysis is identification of potential problem areas, not diagnosing the causes of the problems.

Table F, presents possible market results for a hypothetical brand, Alpha. As is typical with a variance analysis, the three columns refer to the planned amount, the actual amount, and the difference or variance. The rows describe different quantities of interest. Of particular note are market sizes and share that link to well-known models of strategic marketing planning, such as the Boston Consulting Group's growth-share matrix. 

Table F: shows an unfavorable contribution variance of $100,000. Assuming the variances are due' to marketing-related activities alone, the $100,000 variance could be due to volume variance, that is, selling a different amount than that planned, or a contribution variance. The volume variance is due to variances between planned and actual figures for market size and market share, the two key strategic variables. By decomposing the results in this way, the brand manager has a more complete view of where the problems in the brand's performance may lie.

Table F: Example of Variance Analysis: Brand Alpha

	Item

Revenues
	Planned
	Actual
	Variance

	Sales (lbs)
	20,000,000
	22,000,000
	2,000,000

	Price per lb ($)
	0.50
	0 .4733
	0.227

	Revenues  $
	10,000,000
	$ 10,500,000
	$500,000

	Total market (lbs)
	40,000,000
	50,000,000
	10,000,000

	Share of market
	50%
	44%
	( 6% )

	Costs
	
	
	

	Variable cost per lb. ($)
	.30
	.30
	-

	Contribution
	
	
	

	Per lb. ($ )
	.20
	.1773
	.0227

	Total ($ )
	4,000,000
	3,9000,000
	(100,000)


Price-Quantity Decomposition 

The following terms are used below: 

S = Share. 

M = Total market size. 

Q = Quantity sold in units. 

C = Contribution margin per unit. 

An a subscript denotes actual values, and p denotes planned value. The variance is given by a v subscript. 

The price/cost variance is 

(Ca - Cp) X Qa = (.1773 - .20) X 22,000,000 = -$500,000 

This comes from selling too much at a low margin. In other words, the brand is penalized heavily for missing the contribution target. The volume variance is 

(Qa - Qp) X Cp = (22,000000 - 20,000,000) X .20 = S400000 . 

The sum of these variances is the -$100,000 shown in able F

Penetration: Market Size Decomposition 

The next stage of the analysis decomposes the volume variance into components due to penetration (market share) and market size. The difference in quantity sold is Qa – Qp. However, we know that actual quantity is actual share times actual market size or Qa = (Ma X Sa.). Likewise planned quantity Qp = (Mp X Sp) Thus, the key to understanding the quantity or volume variance is to understand the variances in share and market size. 

The variance in contribution due to market share can be expressed by 

(Sa - Sp) X Ma X Cp, 

which is 

(.44 - .50) X 50,000,000 X .2 = -$600,000.

This is offset by the gain from the increased size of the market: 

(Ma - Mp) X Sp X Cp, 

which is 

(50,000,000 - 40,000,000) X .5 X .2 = $1,000,000 

Thus, the sum of the two variances, share and market size, nets out to $400,000, which is the quantity variance noted above. 

A summary of this analysis is the following: 

	Planned profit contribution
	$4,000,000

	Volume variance
	($600,000)

	Share variance
	1,000,000

	Market size variance
	     400,000 

	Price/cost variance
	(500,000) 

	Actual profit contribution
	$ 3,900,000
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