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Praise for the second edition of Key
Marketing Metrics

‘The most comprehensive and authoritative guide to defining, constructing and
using the metrics every marketer needs today. It's a book | keep handy on my shelf
and refer to frequently’.

JIM LECINSKI, VICE PRESIDENT, AMERICAS CUSTOMER SOLUTIONS, GOOGLE

‘Marketers know that they must use metrics. The key — which this book addresses
superbly — is which metrics to use and how to use them’.

ERV SHAMES, CHAIRMAN, WESTERN CONNECTICUT HEALTH NETWORK; FORMER
PRESIDENT AND CEO, BORDEN, INC. AND STRIDE RITE CORPORATION

Praise for the first edition of Key Marketing Metrics

‘Measurement is critical to the health of any business, and Key Marketing Metrics
“highlights key” tools and techniques across many measurement landscapes —
from the consumer, to the sales force, to the ever-changing media environment.
It’'s a “must-read” for any business leader who wants to optimize the way they
measure business activities and results in order to grow their business’.

KIMBERLEY B. DEDEKER, VICE PRESIDENT, GLOBAL CONSUMER AND MARKET
KNOWLEDGE, PROCTER & GAMBLE

‘Why read Key Marketing Metrics? Because better metrics lead to better decisions,
which lead to better outcomes. This book does a superb job of helping marketers,
and all executives, understand which metrics to use and how to use them’.

ERV SHAMES, FORMER CEOQ, KRAFT FOODS

‘Why was this book not written earlier? Key Marketing Metrics presents an
excellent compendium of the metrics you really need to know, along with a
structural framework that ties them together and helps you steer your business
successtully’.

DR HANS-WILLI SCHROIFF, VICE PRESIDENT, MARKET RESEARCH/BUSINESS
INTELLIGENCE, HENKEL

‘Marketing is being challenged, as never before, to be accountable. This book, by
describing metric options and their risks, will help address this challenge’.
DAVID AAKER, AUTHOR OF BRAND PORTFOLIO STRATEGY
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Compound annual growth rate (CAGR): A constant year-on-year growth rate
applied over a period of time. Given starting and ending values and the length
of the period involved, it can be calculated as follows:

CAGR (%) = {[Ending Value ($, #)/Starting Value ($, #)]
A 1/Number of Periods (#)} — 1

\ J

Example Let’'s assume we have the results of the compounding growth observed
in the previous example, but we don’t know what the growth rate was. We know
that the starting value was $100, the ending value was $133.10, and the number of
years was 3. We can simply enter these numbers into the CAGR formula to derive
the CAGR.

CAGR = [(Ending Value/Starting Value) A (1/Number of Years)] — 1
= [($133.10/$100) A 1/3] — 1
= [1.331(The Increase)  1/3(Cube Root)] — 1 =11 — 1 =10%

Thus, we determine that the growth rate was 10%.

Data sources, complications, and cautions

Percentage growth is a useful measure as part of a package of metrics. It can be
deceiving, however, if not adjusted for the addition of such factors as stores, sales-
people, or products or for expansion into new markets. “Same store” sales and sim-
ilar adjustments for other factors tell us how effectively a company uses comparable
resources. These adjustments, however, are limited by their deliberate omission of
factors that weren’t in operation for the full period under study. Adjusted figures must
be reviewed in tandem with measures of total growth.

Be careful about the difference between percentage changes and changes in per-
centage points. Consider a firm that grew 10% last year. This year, a marketer might
say that the rate of growth increased by 10%. This means that the growth was 10%
more than last year, so 10% * (1 + 10%) means growth was 11%. If growth increased
by 10 percentage points, growth would now be 20%. It had increased from 10% and
added 10 more percentage points. This is dramatically different.

You may also hear about basis points, a related term. Basis points are simply
percentage points divided by 100, so 50 basis points equal 0.5%. Basis points are
often used in finance because fractional percentage point differences can make very
significant differences in outcomes, and it is easier to speak of basis points than
fractions of a percentage point.

PRODUCT AND PORTFOLIO MANAGEMENT

133


https://www.pearson.de/9781292360874

134

Related metrics and concepts

Life cycle: Marketers view products as passing through four stages of
development:

® Introductory: Small markets not yet growing fast
® Growth: Larger markets with faster growth rates

® Mature: Largest markets but little or no growth

® Decline: Variable size markets with negative growth rates

\_ J

This is a rough classification. No generally accepted rules exist for making these
classifications.

4.3 Cannibalization rates and fair share draw

4 )

Cannibalization is the reduction in sales (units or dollars) of a firm’s existing prod-
ucts due to the introduction of a new product. The cannibalization rate is generally
calculated as the percentage of a new product’s sales that represents a loss of sales
(attributable to the introduction of the new entrant) of a specific existing product
or products.

Sales Lost from Existing Products (#, $)
Sales of New Product (#, $)

Cannibalization Rate (%) =

Cannibalization rates represent an important factor in the assessment of new prod-
uct strategies.

Fair share draw constitutes an assumption or expectation that a new product will
capture sales (in unit or dollar terms) from existing products in proportion to the mar-
ket shares of those existing products.

J

Cannibalization is a familiar business dynamic. A company with a successful product
that has strong market share faces two conflicting ideas. The first is that it wants to
maximize profits on its existing product line, concentrating on the current strengths
that promise success in the short term. The second idea is that this company—or its
competitors —may identify opportunities for new products that better fit the needs of
certain segments. If the company introduces a new product in this field, however, it
may “cannibalize” the sales of its existing products. That is, it may weaken the sales
of its proven, already successful product line. If the company declines to introduce
the new product, however, it leaves itself vulnerable to competitors launching such
a product and thereby capturing sales and market share from the company. Often,
when new segments are emerging and there are advantages to being early to market,
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the key factor becomes timing. If a company launches its new product too early, it
may lose too much income on its existing line; if it launches too late, it may miss the
new opportunity altogether.

Cannibalization: A market phenomenon in which sales of one product are achieved
at the expense of some of a firm’s other products.

The cannibalization rate is the percentage of sales of a new product that comes from
a specific set of existing products.

Sales Lost from Existing Products (#, $)
Sales of New Product (#, $)

Cannibalization Rate (%) =

Example A company has a single product that sold 10 units in the previous period.
The company plans to introduce a new product that will sell 5 units with a cannibal-
ization rate of 40%. Thus, 40% of the sales of the new product (40% * 5 units = 2
units) comes at the expense of the old product. Therefore, after cannibalization, the
company can expect to sell 8 units of the old product and 5 of the new product, or
13 units in total.

Any company considering introducing a new product should confront the potential
for cannibalization. A firm would do well to ensure that the amount of cannibalization
is estimated beforehand to provide an idea of how the product line’s contribution as
a whole will change. If performed properly, this analysis will tell a company whether
overall profits can be expected to increase or decrease with the introduction of the
new product line.

Example Lois sells umbrellas on a small beach, where she is the only provider.
Her financials for last month were as follows:

Umbrella Sales Price: $20
Variable Cost per Umbrella: $10
Umbrella Contribution per Unit: $10
Total Unit Sales per Month: 100
Total Monthly Contribution: $1,000
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Next month, Lois plans to introduce a bigger, lighter-weight umbrella called the “Big
Block.” Projected financials for the Big Block are as follows:

Big Block Sales Price: $30
Variable Cost per Big Block: $15
Big Block Contribution per Unit: $15
Total Unit Sales per Month (Big Block): 50
Total Monthly Contribution (Big Block): $750

If there is no cannibalization, Lois thus expects her total monthly contribution will be
$1,000 + $750 = $1,750. Upon reflection, however, Lois thinks that the unit canni-
balization rate for Big Block will be 60%. Her projected financials after accounting for
cannibalization are therefore as follows:

Big Block Unit Sales: 50

Cannibalization Rate: 60%

Regular Umbrella Sales Lost: 50 * 60% = 30

New Regular Umbrella Sales: 100-30=70

New Total Contribution (Regular): 70 Units * $10 Contribution per Unit = $700
Big Block Total Contribution: 50 Units * $15 Contribution per Unit = $750
Lois’s Total Monthly Contribution: $1,450

Under these projections, total umbrella sales will increase from 100 to 120, and total
contribution will increase from $1,000 to $1,450. Lois will replace 30 regular sales
with 30 Big Block sales and gain an extra $5 unit contribution on each. She will also
sell 20 more umbrellas than she sold last month and gain $15 unit contribution on
each.

In this scenario, Lois is in the enviable position of being able to cannibalize a
lower-margin product with a higher-margin one. Sometimes, however, new products
carry unit contributions lower than those of existing products. In such instances,
cannibalization reduces overall profits for the firm.

An alternative way to account for cannibalization is to use a weighted contribution
margin. In the previous example, the weighted contribution margin would be the unit
margin Lois receives for Big Block after accounting for cannibalization. Because each
Big Block contributes $15 directly and cannibalizes the $10 contribution generated
by regular umbrellas at a 60% rate, Big Block’s weighted contribution margin is
$15 — (0.6 = $10), or $9 per unit. Because Lois expects to sell 50 Big Blocks, her
total contribution is projected to increase by 50 * $9, or $450. This is consistent with
our previous calculations.

If the introduction of Big Block requires some fixed marketing expenditure, then
the $9 weighted margin can be used to find the break-even number of Big Block
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sales required to justify that expenditure. For example, if the launch of Big Block
requires $360 in one-time marketing costs, then Lois needs to sell $360/$9, or 40
Big Blocks to break even on that expenditure.

If a new product has a margin lower than that of the existing product that it can-
nibalizes, and if its cannibalization rate is high enough, then its weighted contribution
margin might be negative. In that case, company earnings will decrease with each
unit of the new product sold.

Cannibalization refers to a dynamic in which one product of a firm takes share
from one or more other products of the same firm. When a product takes sales from
a competitor’s product, that is not cannibalization, although managers sometimes
incorrectly state that their new products are “cannibalizing” sales of a competitor’s
goods. You can only cannibalize your own sales; taking sales from rivals is not con-
sidered cannibalization.

Though it is not cannibalization, the impact of a new product on the sales of
competing goods is an important consideration in a product launch. One simple
assumption about how the introduction of a new product might affect the sales of
existing products is called fair share draw.

Fair share draw: The assumption that a new product will capture sales (in unit or
dollar terms) from existing products in direct proportion to the market shares
held by those existing products.

Example Three rivals compete in the youth fashion market in a small town. Their
sales and market shares for last year appear in the following table:

Firm Sales Share
Threadbare $500,000 50%
Too Cool for School $300,000 30%
Tommy Hitchhiker $200,000 20%
Total $1,000,000 100%

A new entrant is expected to enter the market in the coming year and to generate
$300,000 in sales. Two-thirds of those sales are expected to come at the expense
of the three established competitors. Under an assumption of fair share draw, how
much will each firm sell next year?

Ifthe new firm takes two-thirds of its sales from existing competitors, then this “capture”
of sales will total (2/3) * $300,000, or $200,000. Under fair share draw, the breakdown of
that $200,000 will be proportional to the shares of the current competitors. Thus,
50% of the $200,000 will come from Threadbare, 30% from Too Cool, and 20% from
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Tommy. The following table shows the projected sales and market shares next year
of the four competitors under the fair share draw assumption:

Firm Sales Share
Threadbare $400,000 36.36%
Too Cool for School $240,000 21.82%
Tommy Hitchhiker $160,000 14.55%
New Entrant $300,000 27.27%
Total $1,100,000 100%

Notice that the new entrant expands the market by $100,000, an amount equal to
the sales of the new entrant that do not come at the expense of existing competitors.
Notice also that under fair share draw, the relative shares of the existing competitors
remain unchanged. For example, Threadbare’s share, relative to the total of the orig-
inal three competitors, is 36.36/(36.36 + 21.82 + 14.55), or 50% —equal to its share
before the entry of the new competitor.

The opposite of cannibalization is incremental sales. This is when the introduction
of a new product may boost sales for a complementary product—one that naturally
goes with the product.

Data sources, complications, and cautions

As noted previously, with cannibalization, one of a firm’s products takes sales
from one or more of that firm’s other products. Sales taken from the products of
competitors are not “cannibalized” sales, although some managers label them
as such.

Cannibalization rates depend on how the features, pricing, promotion, and distribu-
tion of the new product compare to those of a firm’s existing products. The greater the
similarity of their respective marketing strategies, the higher the cannibalization rate is
likely to be.

Although cannibalization is always an issue when a firm launches a new prod-
uct that competes with its established line, this dynamic is particularly damaging
to the firm’s profitability when a low-margin entrant captures sales from the firm’s
higher-margin offerings. In such cases, the new product’s weighted contribution
margin can be negative. Even when cannibalization rates are significant, however,
and even if the net effect on the bottom line is negative, it may be wise for a firm to
proceed with a new product if management believes that the original line is losing its
competitive strength. The following example is illustrative.
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