
Chapter 13 Information Technology
	LEARNING OBJECTIVES

1.
Discuss the meaning and scope of e-business.
2.
Advise on the reasons for the adoption of e-business and recognize barriers to its adoption.
3.
Evaluate how e-business changes the relationships between organizations and their customers.
4.
Advise on how the organization can utilize information technology to help it deliver a selected strategy.
5.
Analyse the main elements of both the push and pull models of the supply chain.
6.
Discuss the methods, benefits and risks of e-procurement.
7.
Explore the characteristics of the media of e-marketing using the 6Is.
8.
Assess the importance of on-line branding in e-marketing.

9.
Define the meaning and scope of customer relationship management.
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1.
Principles of E-Business
1.1
Definition of e-business
1.1.1
E-commerce can be defined as: ‘all electronically mediated information exchanges between an organisation and its external stakeholders. E-commerce is sell-side if it is between an organisation and its customers and is buy-side if it is between an organisation and its suppliers’ (Chaffey: ‘E-business and E-Commerce Management’).
1.1.2
E-business includes all aspects of e-commerce, but also includes work flows and movements of information within an entity, for example between departments or functions. Internal processes are driven by e-business methods as well as external relationships with customers, suppliers and other external stakeholders.
1.2
E-business and its implications for business strategy

1.2.1
The objective of e-business is to increase the competitiveness and efficiency of an entity by using electronic information exchanges to improve processes. E-business does not simply involve automating existing processes. Processes should be radically redesigned by e-business methods so that they become more efficient and create added value. E-business opportunities can alter the strategic position of an entity, and provide different strategic choices.
(a)
E-business can change the nature of the market place in which goods and services are bought and sold. For example, it encourages the globalisation of markets and the buying and selling of items in the internet.

(b)
E-business also changes the nature of the relationships with suppliers and customers.
1.3
The impact of the internet on business strategy and competition

1.3.1
An article in Student Accountant (March 2007, ‘Strategy challenge: the internet’) provides a very useful assessment of the impact that the internet has had on business strategy and competitive advantage. The analysis is based on Porter’s views on strategy.
1.3.2
Porter has argued that the two main factors that determine the profitability of a business entity are the structure of the industry in which it competes, and the ability of the entity to achieve a sustainable competitive advantage.
(a)
The internet and industry structure

1.3.3
The internet has led to the development of some new industries, such as online auctions. However, it has had a much more significant impact on existing industries and the nature of competition within those industries. (Remember that when an industry becomes more competitive, prices are lower and profitability for all companies in the industry is lower.)
1.3.4
The impact of the internet on competition in many industries can be analysed within the framework of Porter’s Five Forces model.
(a)
Competitive rivalry with existing competitors. The internet encourages greater competition. Companies provide a large amount of information about themselves and their products on their websites. This makes it easier for competitors to copy what they are doing. As a result of the stronger competition, selling prices are depressed.
(b)
Threat of new entrants. In many industries, the barriers to entry have been lowered. By using the internet, new competitors can enter the market more quickly and more cheaply. Companies are able to enter the market using the internet to market their products or services. They do not need to employ an expensive full-time sales force, or distribute their products through (expensive) traditional retail networks.
(c)
Bargaining power of suppliers. Suppliers are able to use the internet to increase the number of clients or customers for their products. As a result, the bargaining power of suppliers is likely to increase.
(d)
Bargaining power of customers. The internet has increased the bargaining power of customers substantially. Customers are able to obtain information about the rival products of many different competitors, by using search engines such as Google and visiting many different websites. ‘The reality is that customers using the internet are finding it easier to switch suppliers, and the openness of the internet and its standards makes it difficult for a customer to maintain its customer network intact.’
1.3.5
Porter has argued (Harvard Business Review 2001) that the overall effect of e-business decisions taken by many companies has been to make competition much more price-driven and to reduce profitability.
(b)
Individual firms and competitive advantage

1.3.6
At the level of the individual firm, the internet has also had an effect on the ability of companies to sustain competitive advantage. Competitive advantage is achieved through operational effectiveness (reducing costs) and strategic positioning (differentiation).
1.3.7
Porter has argued that the internet affects operational effectiveness, because it allows companies to exchange information in real time across its entire value network. However, the internet also makes it difficult for companies to use this improved operational effectiveness as a sustainable competitive advantage. Methods of using the internet devised by a company are fairly easy to copy. ‘Companies converge on the same applications with the same benefits – benchmarking and copying best practice make any operational advantage difficult to sustain.’
1.3.8
Porter also argues that it is possible for firms to gain sustainable competitive advantage using the internet, but only from superior strategic positioning. They need to link the IT platform provided by the internet to ‘critical corporate assets’ such as skilled personnel, a proprietary product or a very efficient delivery (logistical) system. In practice, not many companies have yet done this.
1.4
Main business and marketplace models for delivering e-business

1.4.1
E-business is based on the exchange of information in real-time, between entities and their suppliers, customers and potential customers. The internet has given companies an opportunity to sell their goods or services to a larger number of customers, and to find new suppliers. The main types of ‘model’ for delivering e-business are probably familiar to you.
1.4.2
Selling goods and services. ‘E-shopping’ is a term for consumers buying goods or services by placing orders on a company’s website.
(a)
When physical goods or services are purchased, the company must have a delivery system in place that fulfils the customer’s order efficiently. Companies use different delivery systems for goods purchased on the internet, such as direct delivery in the company’s own vehicles (for example as Tesco home shopping in the UK) or delivery through a parcel delivery service.

(b)
The purchase of information, such as education packages and software products, can be delivered directly to the customer’s computer by internet (email).
1.4.3
Providing electronic auctions. These are websites where customers can auction goods for sale, and put in bids for auctioned items. eBay is perhaps the most well-known example.
1.4.4
New intermediary companies. One of the problems with the internet is the enormous number of different websites. This can make it difficult for customers to know which website to visit where they can buy goods or services that they are looking for, and obtain the ‘best deals’.
1.4.5
Alliances of suppliers. In some markets, businesses have created alliances with shared websites for selling their products to customers over a wider geographical area. For example, companies selling residential property (such as estate agents) can join with similar companies in other regions and towns in order to advertise their properties to customers throughout the country, not just in their local area.
1.4.6
E-procurement. As well as creating larger markets for consumer goods and services, communications networks and computer systems have created new opportunities for business-to-business purchasing (‘e-procurement’), by linking up the computer systems of companies with those of their main suppliers.
1.4.7
Advertising. The internet has also created new opportunities for advertising and marketing. Companies can advertise their products or services on search engines such as Google, or on the websites of other companies. They can also use their own websites to provide product information to customers; for example publishers are able to display extensive information about their books. Companies with popular websites, and companies that provide search engines, can sell advertising space and earn revenue for their business in this way.
1.4.8
Marketing. Marketing opportunities are provided by the chance to send marketing messages by e-mail to potential customers (although this form of marketing is affected by the very large number of ‘spam’ marketing e-mails).
1.4.9
Customer relationships. The internet provides opportunities for companies to build customer relationships, for example by providing support, user forums and FAQ (frequently asked questions) pages. The internet can also be used to analyse customer interests and preferences, and so learn more about what customers want and value. Customer relationship management is explained in more detail later.
1.5
E-commerce and the globalization of business
1.5.1
E-commerce has been a major factor in the globalisation of business. Geographical distance can still be a barrier to the globalisation of markets, but e-commerce reduces those barriers, and can even remove them.
(a)
The internet and e-mail in particular have made it much easier for suppliers to make contact with customers in geographically-distant countries.

(b)
The internet and e-mail have also made it easier for customers to search for suppliers in other countries of the world.

(c)
Suppliers and customers can communicate with each other much more quickly and easily, in spite of differences in time zones.
1.5.2
An important implication of the globalisation of markets is that the size of the market increases, but competition is more international. The main rivals are no longer local suppliers to a domestic market, but international or global companies competing for market share in countries around the world.
1.6
A stage model of e-business

1.6.1
Companies that do not use the internet might start to develop their e-business in stages. The following ‘stage model’ for the development of e-business might be useful in helping the management of a company to understand their business strategy – where it is and where it is hoping to get to. There are four broad stages of development to a full e-business model.
	Stages
	Characteristics

	1.
Web presence
	The company sets up a website that it uses to display product information and catalogues. There is nothing innovative in this strategy, since most competitors will do the same or more on their websites. Providing product information electronically is not much more than the replacement of paper catalogues and brochures.

	2.
E-commerce
	The company uses its website to sell its products or services. (It might also buy through the internet from some suppliers.) There is no fundamental change in strategy: the company is simply using its website to create an additional market place.

	3.
Integrated e-commerce
	The company now uses the internet to obtain more information about its customers and their buying preferences. Attempts are made to improve communications with customers, for example by trying to establish two-way communication (‘dialogue’).
Selling on the internet is therefore linked to the analysis of customer information, and the company uses the information to identify ways in which value might be added to its products and services.

	4.
E-business
	If a company achieves this stage of e-business development, its e-business has become closely integrated with its business strategy.
E-business might drive the business strategy, and determine the strategic direction in which the business should be taken.
E-business is no longer an additional way of doing business: it is fundamental to the company’s way of operating.


	1.6.2
	Example 1

	
	In the UK, the Zara chain of fashion retail shops is an example of fully integrated e-business.
This company produces and distributes new fashions within about six weeks. It makes relatively small numbers of each garment so that inventory in shops changes rapidly. This encourages shoppers to visit frequently to see what’s new, and it they see something they like, they buy it there and then as it might not be in stock tomorrow.

The design, manufacture and distribution of the goods depend fundamentally on e-business, with fast information exchange and decision-making.
In traditional fashion retail businesses, by comparison, design and approval of new fashion items is much slower, and new items are produced in large quantities in order to keep down the unit costs.


1.7
Barriers to e-business
1.7.1
Although many companies engage in some form of e-business, there are barriers to setting up e-business activities and maintaining them so that they remain an effective way of developing the business. The difficulties with e-business can include the following.
	Barriers
	Description

	1.
Set-up costs
	It can be fairly expensive for a small company to establish a website for selling its products and taking payment by credit card or debit card.

For example, it will be expensive for a small company to set up a website showing an online catalogue with photographs, keeping records of inventory balances, and with the facility to debit customer credit cards.

	2.
Type of business
	Some products and services are easier to sell on the internet than others. For example, computer firms sell products very successfully over the internet as their products can be perfectly specified in writing.
However, it is much more difficult to sell items of clothing. No matter how much detail about clothing items is provided on the website or how many photographs are provided, there are difficulties with selling goods ‘by catalogue’. Companies that do sell clothing by internet have to budget for large amounts of sales returns.

	3.
On-going operating costs
	A website has to be updated frequently, to keep it interesting (and accurate), and it might be necessary to keep making special offers to encourage customers to revisit the site.

	4.
Time to establish the system
	It takes time to establish a website that customers know about and want to visit.

	5.
No in-house skills
	A company might not employee individuals with the knowledge or skills to maintain a website. However, this should not be a serious barrier to e-business, especially if the employer is prepared to give suitable training to staff.


2.
E-business and the Supply Chain
2.1
The supply chain and the value network
2.1.1
E-business is a method of increasing value by reducing costs, and also by improving the value of benefits offered to customers.
(a)
Added value can be created at any stage in the supply chain and at any link in the supply chain between a company and a supplier.

(b)
The value chain and value network have been described in an earlier chapter. E-business provides opportunities for improvements throughout a company’s own value chain and within its entire value network.
2.1.2
A virtual supply chain consists of electronic communications links between suppliers and customers in the supply chain. The links may be made via websites, extranet links or electronic data interchange (EDI) links. The role of a virtual supply chain may be either to:
(a)
improve information flows with suppliers and customers, and so improve the efficiency and effectiveness of the physical supply chain, or

(b)
replace some of the ‘traditional’ links in the supply chain, to provide a more efficient and effective supply chain.
2.1.3
A virtual supply chain makes use of web-based technology and facilities such as the internet, intranets and extranets, e-mail, e-purchasing and electronic order-tracking systems.
2.2
The push and pull models of the supply chain

2.2.1
With a push model, a company markets its goods and services to potential customers, and tries to persuade customers about the merits of its products compared with those of competitors. For example, a manufacturer of tyres can try to sell its goods to motor car manufacturers by persuading them that their tyres offer the best value. Similarly a producer of canned beans can try selling its goods to companies operating supermarket chains, by persuading them that their product offers better value to the supermarkets than other brands of canned beans.
2.2.2
With a pull model, a company tries to sell its products to its own customers by encouraging the customers at the end of the supply chain to demand their products. The company’s customers are persuaded to buy the company’s products because their own customers want them. For example, the manufacturers of Michelin tyres or Bridgestone tyres could (if they wished) try to sell their tyres to car manufacturers by encouraging the buyers of cars to demand their branded tyres on the cars that they buy. Car manufacturers would be persuaded to buy tyres from a particular manufacturer because their own customers want those tyres. Similarly, the manufacturer of a particular brand of canned beans could persuade supermarkets to buy their product because of demand from shoppers in the supermarkets to buy it.
2.2.3
Advertising and sales promotion can be important in a pull strategy by creating demand for a product from the consumer at the end of the supply chain.
2.2.4
In practice, manufacturers of consumer products normally use a combination of a push strategy and a pull strategy in its sales and marketing strategy.
2.3
E-business and push and pull strategies

2.3.1
With a push strategy, a company uses the internet to try to persuade customers to buy its products or services. To use a push strategy, a company needs to identify customers or potential customers, and send out a marketing communication. Typically, companies acquire a customer list and send out email marketing messages to the e-mail addresses on the list.
2.3.2
Selling goods through the internet, particularly to consumers, is largely a pull strategy. This is because a company relies on customers coming to its website (or to the websites of intermediaries) and asking for product information and/or placing an order.
2.4
E-procurement
2.4.1
The term ‘procurement’ refers to all the activities involved in purchasing items from a supplier. Procurement activities include:
(a)
Identifying the need to purchase a quantity of an item (initiating a request to purchase or a ‘materials requisition’)

(b)
Identifying one or more possible suppliers for the materials

(c)
Negotiating a price and other contract details with one or more suppliers

(d)
Placing the purchase order with the chosen supplier

(e)
Receiving and checking the goods on delivery

(f)
Recording receipts of purchased items in inventory records

(g)
Storing the items

(h)
Paying the supplier.
2.4.2
Procurement can also be summarised as the ‘five rights of purchasing’:
(a)
right price

(b)
right quality

(c)
right quantity

(d)
right time

(e)
right place.
2.4.3
Components of e-procurement
E-procurement is a term used to describe the electronic methods used in any stage of the procurement process, from identification of the requirement to purchase through to the payment to the supplier. There are three areas in particular where e-procurement methods can improve efficiency in the supply chain:
(a)
e-sourcing

(b)
e-purchasing

(c)
e-payment.
	Area
	Description

	1.
E-sourcing
	It is the use of electronic methods for finding new suppliers and negotiating terms for purchase agreements. The internet can be used to identify potential new suppliers, and to find out more about the business of potential suppliers by visiting their websites.
Communications can be established, initially perhaps by telephone or letter, but subsequently by e-mail. Negotiations about the terms of purchase agreements can be conducted electronically, through e-mail.

	2.
E-purchasing
	E-purchasing is the process of making purchase orders electronically. The process of making a purchase might involve:
· submitting requests for quotations to suppliers, inviting them to submit a quotation for the supply of goods or services

· receiving quotations/tenders from potential suppliers

· placing the order electronically.

	3.
E-payment
	E-payment is the use of electronic methods for payment, such as electronic invoicing and self-billing. Many companies also arrange to pay suppliers by sending electronic payment instructions to their bank. In the UK, electronic payments are made through BACS (the Bankers Automated Clearing Services).


3.
Marketing Concepts: the 7Ps

3.1
Marketing and e-marketing: the marketing mix

3.1.1
E-marketing is the use of electronic methods for marketing. The general concepts of marketing apply to all methods of marketing, including e-marketing. Marketing strategy is based on the ‘4 Ps’. These have been described in an earlier chapter, in the context of providing value to customers by meeting their needs effectively.
3.1.2
With the growth in service industries, the 4Ps have been extended to the 7Ps:
(a)
Product

(b)
Price

(c)
Place

(d)
Promotion

(e)
Physical environment

(f)
People

(g)
Processes
3.2
Product strategy

3.2.1
‘Product’ is a key element in the marketing mix. Value is provided to a customer by the product or service itself. Value comes from a combination of different factors, such as:
(a)
The features of the product or service. What is it used for? What does it do? Does it do what customers want it to do? It is also important to remember that the product is more than just the actual physical product itself. It also includes other factors such as warranties and guarantees, and after-sales service.

(b)
Accessories. Customers might be attracted by the accessories that are available with a product. For example, customers wanting to buy a personal computer might be attracted by the software that is provided with the computer (within the purchase price).

(c)
Convenience of use. How is it used? For example, a mobile telephone that fits into a pocket or a small handbag has the attribute of convenience. Ready-to-cook meals are convenient for people who do not want to cook meals themselves, or who do not have time to cook.

(d)
Design. Is the design attractive? Does the design make the product easy to use?

(e)
Quality. How reliable is the product or service. What standard of performance does it achieve? Quality can be assessed by the components elements of a product: for example gold is valued more than silver in jewellery products and diamonds are valued more than gold. Quality can also be assessed by the frequency of break-down or expected useful life. In service industries, some business entities develop a reputation for quality and professional service.

(f)
Packaging. Is the packaging attractive and convenient? Is the packaging suitable for the way in which the product will be used?

(g)
Brand name. The value of a product to the consumer can be enhanced by a recognised brand name, which is an intangible product feature or quality.

(h)
Safety features. With some products, health and safety issues might be important – for example, some consumers are concerned about the healthiness of food products.

(i)
Uniqueness. Some customers will buy an entirely new product or a low-volume production item, for the prestige of being one of the few owners.
3.2.2
Within a marketing mix strategy, product strategy is concerned with:
(a)
designing new products
(b)
designing new variations of existing products, to sell to a different market segment, or to renew customer interest in a product (if demand is falling), or to create new demand.
3.2.3
For marketing purposes, product design should be related to what customers want and need. The starting point for designing a new product or a new design of an existing product is therefore to assess customer needs and preferences, to establish what aspects of a product are valued more than others, by customers in each segment of the total market.
3.3
Price strategy

3.3.1
Pricing can be used as a means of improving the value on offer to customers. For example:
(a)
commercial customers might be attracted by good credit terms and bulk purchase price discounts

(b)
consumers might be attracted by money-back coupons, two-for-the-price-of-one offers, or short-term price discounts in supermarkets and stores

(c)
for products such as cars that are often bought with a personal loan, the terms of the finance deal might be important in obtaining sales.
3.3.2
When a company launches a new product on the market, and there are not yet any rival products on sale, it can choose either of the following pricing strategies:
(a)
To set a ‘market penetration price’ for the product. This is a low price (or fairly low price). The aim of penetration pricing is to build customer demand quickly by offering an attractive price, so that sales volume is high and the company ‘penetrates the market’ and wins a large share of the potential market.
(b)
To set a ‘market skimming price’. This is a high price (or fairly high price). The aim of market skimming is to maximise the gross profit per unit sold. Gradually, the price will be reduced and market demand will rise slowly as the price falls. Early customers for a product will often be willing to pay a high price simply because it is ‘new’ and ‘different’. Much of the product‘s value for the early customers comes from its uniqueness and the fact that most other people do not have a similar product.
3.3.3
When using the internet to market products or services, low price could be an important part of the value proposition to customers. This is partly the reason why the development of e-business has led to a general lowering of prices in many markets.
3.4
Place strategy
3.4.1
Place strategy is concerned with getting products to the places where customers want to buy them.
(a)
For many consumer products, customers expect to find the products whenever they visit a supermarket. A key element of marketing for supermarkets is to ensure that the products are always available on its shelves. However, in some countries the internet has led to a growth in the market for ordering supermarket goods online and having them delivered to the customer’s home.

(b)
For consumer goods manufacturers, place strategy will involve developing an adequate distribution network for its products, so that customers can easily find a retail outlet that sells its products. (This is important, for example, in the case of motor car manufacturers, and manufacturers of consumer durable goods such as washing machines).

(c)
Some manufacturers might base their place strategy on delivery of the product to the customer’s home or office. For example, Dell computers will deliver and, if required, install PCs at the customer’s address.

(d)
In recent years, there has been a substantial growth in internet banking and online share dealing, where the customer receives a service conveniently on his own computer.

(e)
The development of the internet has made it easier to deliver products to the customer, where the product can be delivered by electronic means. The sale of software products is an obvious example, but music and film can be downloaded from the internet, and customers are able to purchase tickets for travel or entertainment on line.
3.4.2
The choice of distribution network can be particularly important for entities that rely on export sales, but do not have foreign subsidiaries or foreign branches. They will rely on agents and distributors in other countries, and the control over the distribution and availability of its products might therefore be restricted.
3.5
Promotion strategy
3.5.1
Promotion is concerned with making the customer conscious of a product and wanting to buy it. There are several different aspects to promotion:
(a)
Advertising. Advertising can be by several different media, such as television, radio, magazines, newspapers, and billboards. Brochures are another form of advertising. Brochures and advertising messages might be delivered to consumers by direct mail, or electronically as pop-up ads or advertisements with search engine providers such as Google or Yahoo!

(b)
Sales promotions. Sales promotions are activities other than advertising that are designed to prompt customers into buying a product. In supermarkets, promotions are often placed at the end of a line of shelves, or at the checkout counter. Some aspects of price marketing (for example, buy one, get one free) are also sales promotions.

(c)
Direct selling (personal selling). Some entities use direct selling for their products. Direct selling is particularly common for selling to industrial/commercial customers, where the potential value of individual sales orders might be very high. Some entities use telephone selling, rather than face-to-face selling by sales representatives.

(d)
Sponsorship. Some entities use sponsorship to increase public awareness of their product, and improve their general image. For example, many sporting events and sporting teams are sponsored. In addition, entities might use sponsorship of television programmes to ensure that their name appears on television at the same time as a popular television programme that large numbers of viewers will be watching.
(e)
Public relations. Public relations (PR) are concerned with attracting favourable media attention to an entity and its products. For some companies, PR is a valuable way of developing a favourable reputation with consumers. Many news agencies, for example, now obtain their ‘news’ from information providers who themselves obtain their information from public relations departments and PR agencies.
3.6
Physical environment strategy

3.6.1
Physical environment can be an important element in the marketing mix for services, including retail services. Customers can be attracted to a sales location by the qualities of the environment – for example, a store that is easy to get around and easy for finding products, the comfort and luxury of the surroundings, ‘mood music’ and so on.
3.6.2
With internet shopping, the design and layout of the seller’s website can be a crucial factor in persuading visitors to the site to make a purchase. This is because a well designed and constructed website provides a suitable environment for selling.
3.7
People strategy
3.7.1
‘People’ is an important element in the sale of services and also some products. Customers will be loyal to companies that serve them well and efficiently – in face-to- face dealings or in dealing with telephone queries by call centre staff.

3.7.2
The quality of a service often depends on the people who provide it: the way they deal with customers, the friendliness or concern that they show, and the promptness in dealing with customer requests.

3.7.3
As a part of its marketing strategy, companies might train employees in providing good service and some companies have based advertising campaigns on the message that they are a ‘people-friendly’ business.
3.8
Processes strategy
3.8.1
Processes are an element in the marketing mix for services. A customer might be attracted or deterred by the processes that he must go through to obtain service. Efficient processes can help to win business.

3.8.2
Processes involved in obtaining service might include receiving reminders, having to register, annual subscriptions and form filling. Internet technology can help to make these processes much more efficient and convenient for the customer.
4.
Establishing a Pricing Strategy
4.1
Pricing objectives

4.1.1
For many companies, pricing decisions are amongst the most important decisions management must make. The selling price for a company’s products or services will affect:
(a)
the volume of sales demand, and

(b)
the profit margin per unit.

4.1.2
Some pricing decisions are for the longer term; companies have to decide the general price level at which it wants to sell its goods or services. The ability of companies to decide the general level of selling prices differs according to the size of the company relative to the size of the market it operates in.
(a)
Companies that dominate their market, and are the largest suppliers to the market, are often able to decide what selling prices should be. They are ‘price makers’. Companies that dominate their market might sell their products at low prices to maintain their dominant market share.
(b)
Companies that do not dominate their market are usually ‘price takers’, which means that they have to sell their products at about the same price as other companies in the market. They are unable to sell at lower prices without incurring a loss; and if they try selling at higher prices, customers will switch to rival suppliers.
4.1.3
In the short term companies might use other pricing strategies, such as temporary price reductions or pricing a special job or contract at a low price in order to win the work and a new customer.
4.1.4
Common pricing objectives include:

· profit maximisation (long-run or short-run profit)

· increase sales volume (quantity)

· increase monetary sales

· increase market share

· obtaining a target rate of return on investment (ROI)

· maintaining price leadership

· maintaining a barrier to entry

· response to a change in prices set by competitors

· avoid government investigation or intervention
4.2
Concept of price elasticity of demand
	4.2.1
	Price elasticity of demand

	
	(a)
The price elasticity of demand (PED) is a measure of the extent of change in demand for a good in response to a change in its price. It is measured as:

The % change in quantity demanded

The % change in price

(b)
Demand is referred to as inelastic if the absolute value is less than 1 and elastic if the absolute value is greater than 1.


	4.2.2
	Example 1

	
	The price of a good is $1.20 per unit and annual demand is 800,000 units. Market research indicates that an increase in price of 10 cents per unit will result in a fall in annual demand of 75,000 units. What is the price elasticity of demand?

Solution:

% change in demand = (75,000 / 800,000) x 100% = 9.375%

% change in price = (0.1 / 1.20) x 100% = 8.333%

Price elasticity of demand = (–9.375/8.333) = –1.125

Ignoring the minus sign, price elasticity is 1.125

The demand for this good, at a price of $1.20 per unit, would be referred to as elastic because the price elasticity of demand is greater than 1.


(a)
Special values of price elasticity

4.2.3
There two special values of price elasticity of demand.

(a)
Perfectly inelastic (PED = 0). There is no change in quantity demanded, regardless of the change in price. The demand curve is a vertical straight line.

[image: image2.emf]
(b)
Perfectly elastic (PED = ∞). Consumers will want to buy an infinite amount, but only up to a particular price level. Any price increase above this will reduce demand to zero. The demand curve is a horizontal straight line.

[image: image3.emf]
(b)
PED and revenue

	4.2.4
	PED and revenue

	
	(a)
When demand is elastic, total revenue rises as price falls and vice versa. This is because the quantity demanded in very responsive to price changes.

(b)
When demand is inelastic, total revenue falls as price falls because a fall in price causes a less than proportionate rise in quantity demanded.


4.2.5
It would be very useful to a producer to know whether he is at an elastic or inelastic part of his demand curve. This will enable him to predict the effect on revenue of raising or lowering his price.

4.3
Profit Maximization

	4.3.1
	Profit maximization

	
	Profits are maximized using marginalist theory when marginal cost (MC) = marginal revenue (MR). The optimal selling price can be determined using equations. The optimum selling price can also be determined using tabulation.


4.3.2
In economics, profit maximisation is the process by which a firm determines the price and output level that returns the greatest profit. There are two common approaches to this problem.
(a)
The Total revenue (TR) – Total cost (TC) method is based on the fact that profit equals revenue minus cost.
(b)
The Marginal revenue (MR) – Marginal cost (MC) method is based on the fact that total profit in a perfect market reaches its maximum point where marginal revenue equals marginal cost.
[image: image4.emf]
4.3.3
From the graph above it is evident that the difference between total costs and total revenue is greatest at point Q. This is the profit maximising output quantity.
	4.3.4
	Example 2

	
	AB has used market research to determine that if a price of $250 is charged for product G, demand will be 12,000 units. It has also been established that demand will rise or fall by 5 units for every $1 fall/rise in the selling price. The marginal cost of product G is $80.
Required:

If marginal revenue (MR) = a – 2bQ when the selling price (P) = a – bQ, calculate the profit-maximising selling price for product G.

Solution:

b = change in price / change in quantity = $1 / 5 = 0.2

a = $250 + 12,000 × 0.2 = $2,650

MR = 2,650 – (2 × 0.2)Q = 2,650 – 0.4Q

Profit are maximized when MR = MC, i.e.

80 = 2,650 – 0.4Q

Q = 6,425

Now, substitute the values into the demand curve equation to find the profit-maximising selling price

P = a – bQ

P = 2,650 – 0.2 × 6,425 = $1,365


4.3.5
The optimum selling price can also be determined using tabulation. To determine the profit-maximising selling price:

(a)
Work out the demand curve and hence the price and the total revenue (P x Q) at various levels of demand.

(b)
Calculate total cost and hence marginal cost at each level of demand.

(c)
Finally calculate profit at each level of demand, thereby determining the price and level of demand at which profits are maximized.

	4.3.6
	Example 3

	
	An organisation operates in a market where there is imperfect competition, so that to sell more units of output, it must reduce the sales price of all the units it sells. The following data is available for prices and costs.
Total output

Units

Sales price per unit (AR)

$

Average cost of output (AC)

$ per unit

0

-

-

1

504

720

2

471

402

3

439

288

4

407

231

5

377

201

6

346

189

7

317

182

8

288

180

9

259

186

10

232

198

The total cost of zero output is $600.

Required:

Complete the table below to determine the output level and price at which the organisation would maximise its profits, assuming that fractions of units cannot be made.
Units

Price

Total revenue

Marginal revenue

Total cost

Marginal cost

Profit

$

$

$

$

$

$

0

0

0

0

600

-

(600)

1

504

504

504

720

120

(216)

2

471

942

438

807

84

138

3

439

1,317

375

864

60

453

4

407

1,628

311

924

60

704

5

377

1,885

257

1,005

81

880

6

346

2,076

191

1,134

129

942

7

317

2,219

143

1,274

140

945

8

288

2,304

85

1,440

166

864

9

259

2,331

27

1,674

234

657

10

232

2,320

(11)

1,980

306

340




4.4
Pricing Strategies

(a)
Cost-plus pricing

	4.4.1
	Cost-plus pricing

	
	Full cost-plus pricing is a method of determining the sales price by calculating the full cost of the product and adding a percentage mark-up for profit.


4.4.2
In practice cost is one of the most important influences on price. Many firms base price on simple cost-plus rules (costs are estimated and then a profit margin is added in order to set the price).
4.4.3
The 'full cost' may be a fully absorbed production cost only, or it may include some absorbed administration, selling and distribution overhead.
4.4.4
A business might have an idea of the percentage profit margin it would like to earn, and so might decide on an average profit mark-up as a general guideline for pricing decisions.
4.4.5
Advantages of full cost-plus pricing

(a)
It is a quick, simple and cheap method of pricing which can be delegated to junior managers.

(b)
Since the size of the profit margin can be varied, a decision based on a price in excess of full cost should ensure that a company working at normal capacity will cover all of its fixed costs and make a profit.

4.4.6
Disadvantages of full cost-plus pricing

(a)
It fails to recognise that since demand may be determining price, there will be a profit-maximising combination of price and demand.

(b)
There may be a need to adjust prices to market and demand conditions.

(c)
Budgeted output volume needs to be established. Output volume is a key factor in the overhead absorption rate.

(d)
A suitable basis for overhead absorption must be selected, especially where a business produces more than one product.

	4.4.7
	Example 4

	
	A company budgets to make 20,000 units which have a variable cost of production of $4 per unit. Fixed production costs are $60,000 per annum. If the selling price is to be 40% higher than full cost, what is the selling price of the product using the full cost-plus method?
Solution:

Full cost per unit = variable cost + fixed cost

Variable cost = $4 per unit

Fixed cost = $60,000/20,000 = $3 per unit

Full cost per unit = $4 + $3 = $7

Selling price using full cost-plus pricing method = $7 × 140% = $9.80


(b)
Marginal cost-plus pricing

	4.4.8
	Marginal cost-plus pricing

	
	Marginal cost-plus pricing/mark-up pricing involves adding a profit margin to the marginal cost of production/sales.


4.4.9
Whereas a full cost-plus approach to pricing draws attention to net profit and the net profit margin, a variable cost-plus approach to pricing draws attention to gross profit and the gross profit margin, or contribution.
	4.4.10
	Example 5

	
	A product has the following costs.

$

Direct materials

5

Direct labour

3

Variable overheads

7

Fixed overheads are $10,000 per month. Budgeted sales per month are 400 units to allow the product to breakeven.

Required:

Determine the profit margin which needs to be added to marginal cost to allow the product to break even.

Solution:
Breakeven point is when total contribution equals fixed costs.

At breakeven point, $10,000 = 400 (price – $15)

$25 = price – $15

Price = $40

Profit margin = (40 – 15)/15 × 100% = 166.67%


4.4.11
Advantages of marginal cost-plus pricing

(a)
It is a simple and easy method to use.

(b)
The mark-up percentage can be varied, and so mark-up pricing can be adjusted to reflect demand conditions.
(c)
It draws management attention to contribution, and the effects of higher or lower sales volumes on profit. For example, if a product costs $10 per unit and a mark-up of 150% ($15) is added to reach a price of $25 per unit, management should be clearly aware that every additional $1 of sales revenue would add 60 cents to contribution and profit ($15 ÷ $25 = $0.60).

4.4.12
Disadvantages of marginal cost-plus pricing

(a)
Although the size of the mark-up can be varied in accordance with demand conditions, it does not ensure that sufficient attention is paid to demand conditions, competitors' prices and profit maximisation.

(b)
It ignores fixed overheads in the pricing decision, but the sales price must be sufficiently high to ensure that a profit is made after covering fixed costs.

(c)
Market skimming pricing

	4.4.13
	Market skimming pricing

	
	Price skimming involves charging high prices when a product is first launched in order to maximize short-term profitability. Initially there is heavy spending on advertising and sales promotion to obtain sales. As the product moves into the later stages of its life cycle (growth, maturity and decline) progressively lower prices are charged. The profitable 'cream' is thus skimmed off in stages until sales can only be sustained at lower prices.


4.4.14
The aim of market skimming is to gain high unit profits early in the product's life. High unit prices make it more likely that competitors will enter the market than if lower prices were to be charged.
4.4.15
Such a policy may be appropriate in the cases below.

(a)
The product is new and different, so that customers are prepared to pay high prices so as to be one up on other people who do not own it.

(b)
The strength of demand and the sensitivity of demand to price are unknown. It is better from the point of view of marketing to start by charging high prices and then reduce them if the demand for the product turns out to be price elastic than to start by charging low prices and then attempt to raise them substantially if demand appears to be insensitive to higher prices.

(c)
High prices in the early stages of a product's life might generate high initial cash flows. A firm with liquidity problems may prefer market-skimming for this reason.

(d)
The firm can identify different market segments for the product, each prepared to pay progressively lower prices. It may therefore be possible to continue to sell at higher prices to some market segments when lower prices are charged in others.
(e)
Products may have a short life cycle, and so need to recover their development costs and make a profit relatively quickly.

4.4.16
Products to which the policy has been applied include mobile phone, computers, video recorders, etc.

(d)
Market penetration pricing

	4.4.17
	Market penetration pricing

	
	Penetration pricing is a policy of low prices when a product is first launched in order to obtain sufficient penetration into the market.


4.4.18
A penetration policy may be appropriate in the cases below.

(a)
The firm wishes to discourage new entrants into the market.

(b)
The firm wishes to shorten the initial period of the product's life cycle in order to enter the growth and maturity stages as quickly as possible.

(c)
There are significant economies of scale to be achieved from a high volume of output.

(d)
Demand is highly elastic and so would respond well to low prices.

(e)
Complementary product pricing

	4.4.19
	Complementary product pricing

	
	(a)
Complementary products are goods that tend to be bought and used together.
(b)
Complementary products are sold separately but are connected and dependant on each other for sales, for example, an electric toothbrush and replacement toothbrush heads. The electric toothbrush may be priced competitively to attract demand but the replacement heads can be relatively expensive.


4.4.20
A loss leader (犧牲品定價) is when a company sets a very low price for one product intending to make consumers buy other products in the range which carry higher profit margins. Another example is selling razors at very low prices whilst selling the blades for them at a higher profit margin. People will buy many of the high profit items but only one of the low profit items – yet they are 'locked in' to the former by the latter. This can also be described as captive product pricing (附屬產品定價法).
(f)
Price discrimination (價格歧視)
	4.4.21
	Price discrimination

	
	The use of price discrimination means that the same product can be sold at different prices to different customers. This can be very difficult to implement in practice because it relies for success upon the continued existence of certain market conditions.


4.4.22
There are a number of bases on which such discriminating prices can be set.

(a)
By market segment. A cross-channel ferry company would market its services at different prices in England and France, for example. Services such as cinemas and hairdressers are often available at lower prices to old age pensioners and/or juveniles.
(b)
By product version. Many car models have 'add on' extras which enable one brand to appeal to a wider cross-section of customers. The final price need not reflect the cost price of the add on extras directly: usually the top of the range model would carry a price much in excess of the cost of provision of the extras, as a prestige appeal.

(c)
By place. Theatre seats are usually sold according to their location so that patrons pay different prices for the same performance according to the seat type they occupy.

(d)
By time. This is perhaps the most popular type of price discrimination. Off-peak travel bargains, hotel prices and telephone charges are all attempts to increase sales revenue by covering variable but not necessarily average cost of provision. Railway companies are successful price discriminators, charging more to rush hour rail commuters whose demand is inelastic at certain times of the day.

5.
E-marketing
5.1
The 6Is of the e-marketing mix
5.1.1
In addition to planning e-marketing strategy in terms of the 7Ps of the marketing mix, Dave Chaffey examines the difference between traditional and new marketing media in the context of six ‘I’s’. These are:
(a)
Interactivity

(b)
Intelligence

(c)
Individualisation

(d)
Integration
(e)
Industry structure

(f)
Independence of location.

(a)
Interactivity
5.1.2
Traditional advertising media are ‘push media’, in the sense that the flow of information is all one way, from the advertiser to the customers, and the advertiser is trying to persuade the customers to buy its products.
5.1.3
A website is a pull medium, because the aim is to attract interest from customers and make them want to visit the site.
5.1.4
The internet can also be used to establish interactivity with customers, and create a dialogue. Interactivity is a very powerful marketing device. Interactivity takes several forms, such as:
(a)
getting visitors to the site to provide details about themselves (and agree to receive e-mails from the website owner in the future), perhaps in exchange for additional information or a free service

(b)
getting visitors to buy a product or service and pay for it using the internet.
5.1.5
Having obtained the e-mail address of an individual, opportunities exist for the continuation of the dialogue in the future, through e-mail marketing messages and ‘information updates’. This connection with the customer helps to establish a long term relationship, which companies can try to benefit from.
(b)
Intelligence

5.1.6
The internet can be used as a relatively low-cost method of collecting market research data and data about customers and other visitors to a website. This data can be analysed to produce marketing information about what customers buy, and what information on a website interests them most.
(c)
Individualization

5.1.7
In traditional media the same message tends to be broadcast to everyone. Communication via the internet can sometimes be tailored or ‘personalised’ to the individual. For example, the activities of every customer who visits a site can be recorded and whenever a customer next visits the site, relevant information will be retrieved from the data files and used to produce an individualised message. (In contrast, advertising messages in media such as television are ‘one-to-many’ messages, and the same marketing message is sent to every potential customer.)
5.1.8
This can be done even if a visitor has not registered with the website as ‘cookies’ can be sent and stored on visitors’ machines. Cookies are small pieces of information, which are used to customise visitors’ experiences on subsequent visits to the website.
(d)
Integration

5.1.9
The internet provides scope for integrated marketing communications: how can the internet complement other marketing channels to deliver customer service? Many companies are now considering how they integrate e-mail response and website call-back into their existing call-centre or customer service operation. This may require a substantial investment in training and new software.
5.1.10
Some practical examples of how the internet can be used as an integrated communications tool are as follows:
(a)
The website can have a call-back facility built into it. For example, a customer service representative can contact a customer by telephone when the customer provides his name, phone number and gives a suitable time for calling. Similarly when a customer logs on to the website of his bank and looks at information about personal loans or mortgages mortgage information, this can be notified to one of the bank’s mortgage advisers or loans advisers, who can then telephone the customer.

(b)
The internet can be used to support the buying decision even if the purchase does not take place on the website. For example, the website might provide a telephone number to call in order to speak to a sales representative and make an order. (This might be necessary for companies that sell non-standard products or services.)

(c)
The internet can be used to support customer service, for example, by encouraging users to check a list of frequently asked questions (FAQ) compiled from previous customer enquiries before contacting customer support via phone.
(e)
Industry restructuring

5.1.11
The internet can lead to a re-structuring of the industry supply chain. Disintermediation is the removal of intermediaries such as distributors or agents: this occurs for example when a company starts selling directly to end-consumers through its website, and reduces or abandons its use of sales agents, distributors and sales representatives.
5.1.12
In other markets there has been re-intermediation, where new intermediary companies sell the products of other suppliers, when the suppliers had previously sold direct to customers. An example, mentioned earlier, is the use of intermediaries such as lastminute.com to sell holidays, travel arrangements, book hotel accommodation and buy theatre tickets and tickets to other entertainment events.
(f)
Independence of location
5.1.13
The internet introduces the possibility of increasing the impact of an entity on a global market. Users of a website cannot easily tell from the website whether it is owned by a small local company or a large multinational or global company. This gives small companies opportunities to sell into global markets.
5.1.14
The internet also makes it possible to sell to a country without a local sales force. In the UK, the internet is used extensively to advertise residential property in other European countries, for purchase or rental.
5.2
E-branding
5.2.1
A brand image can be defined as a collection of perceptions in the mind of the consumer. (These perceptions can be positive or negative.)
5.2.2
A strong brand is important because it immediately confers a certain amount of recognition when consumers are choosing products and services. To make their choice easier, consumers will choose a brand that they have been happy with in the past.
5.2.3
Brand identity can be defined as the elements that are used by a customer to recognise a brand: logos, symbols, colours, packaging etc. For example, part of Coca Cola’s brand identity in the past has been the distinctive shape of their glass bottles.
5.2.4
When an established company is planning to market its products by internet for the first time, it has to consider what to do about its brand identity. There are four choices:
(a)
Duplicate its existing brand identity online. However, if the quality of the internet site is poor, the brand could be damaged.

(b)
Extend the traditional brand by creating a slightly different version of the brand. For example, in the UK the BBC extended its name image to its online services, giving the new services the slightly different name of BBC Online. This allowed the useful associations of the BBC brand name to be retained, but also suggested to the customer that the services offered by BBC Online might be different.

(c)
Partner with an existing e-brand. For example, a chain of hotels could market itself online through an airline website and so associate the hotels with the airline brand name.

(d)
Create a new brand for the web. Financial institutions provide good examples of this approach.
	Question 1

Introduction

The Accounting Education Consortium (AEC) offers professional accountancy education and training courses. It currently runs classroom-based training courses preparing candidates for professional examinations in eight worldwide centres. Three of these centres are also used for delivering continuing professional development (CPD) courses to qualified accountants. However, only about 30% of the advertised CPD courses and seminars actually run. The rest are cancelled through not having enough participants to make them economically viable.
AEC has developed a comprehensive set of course manuals to support the preparation of its candidates for professional examinations. There is a course manual for every examination paper in the professional examination scheme. As well as being used on its classroom-based courses, these course manuals are also available for purchase over the Internet. The complete set of manuals for a professional examinations scheme costs $180·00 and the web site has a secure payment facility which allows this to be paid by credit card. Once purchased, the manuals may be downloaded or they may be sent on a CD to the home address of the purchaser. It is only possible to purchase the complete set of manuals for the scheme, not individual manuals for particular examinations. To help the student decide if he or she wishes to buy the complete manual set, the web site has extracts from a sample course manual. This sample may be accessed, viewed and printed once a student has registered their email address, name and address on the web site.
AEC has recently won a contract to supply professional accountancy training to a global accounting company. All students working for this company will now be trained by AEC at one of its worldwide centres.
Web site

The AEC web site has the following functionality:

Who we are: A short description of the company and its products and services.

Professional education courses: Course dates, locations and standard fees for professional examination courses. This schedule of courses is printable.

Continuing professional development: Course dates, locations and standard fees for CPD courses and seminars. This schedule is also printable.

CPD catalogue: Detailed course and seminar descriptions for CPD courses and seminars.

Downloadable study material: Extracts from a sample course manual. Visitors to the site wishing to access this material must register their email address, name and address. 5,500 people registered last year to download study material.

Purchase study material: Secure purchase of a complete manual set for the professional scheme. Payment is by credit card. On completion of successful payment, the visitor is able to download the manuals or to request them to be shipped to a certain address on a CD. At present, 10% of the people who view downloadable study material proceed to purchase.

Who to contact: Who to contact for booking professional training courses or CPD courses and seminars. It provides the name, email address, fax number, telephone number and address of a contact at each of the eight worldwide centres.
Marketing strategy

The marketing manager of AEC has traditionally used magazines, newspapers and direct mail to promote its courses and products. Direct mail is primarily used for sending printed course catalogues to potential customers for CPD courses and seminars. However, she is now keen to develop the potential of the Internet and to increase investment in this medium at the expense of the traditional marketing media. Table 1 shows the percentage allocation of her budget for 2008, compared with 2007. The actual budget has only been increased by 3% in 2008.
Table 1

Percentage allocation of marketing budget (2007 – 2008)
2008

2007

Advertising

30%

40%

Direct mail

10%

30%

Sponsorship

10%

10%

Internet

50%

20%

Required:

(a)
Explain, in the context of AEC, how the marketing characteristics of electronic media (such as the Internet) differ from those of traditional marketing media such as advertising and direct mail.
(10 marks)
(b)
Evaluate how the marketing manager might use electronic marketing (including the Internet) to vary the marketing mix at AEC.
(15 marks)


(ACCA P3 Business Analysis June 2008 Q3)


6.
Customer Relationship Management

6.1
Definition and scope of customer relationship management
6.1.1
A feature of the internet is that it can be very difficult to retain customers and build up customer loyalty over time. This is because customers can visit the websites of other suppliers whenever they are dissatisfied with the products or services of a company they have bought from in the past.
6.1.2
Retaining existing customers, as well as attracting new customers, is an important challenge for companies using the internet for e-business.
6.1.3
The purpose of customer relationship management (CRM) is to help companies to understand better the behaviour of their customers, and modify their marketing operations to service customers in the best way possible. Its objectives are to:
(a)
find out more about the purchasing habits and preferences of customers
(b)
profile the characteristics and needs of individuals customers and groups of customers more effectively

(c)
change the way the company operates, in order to improve its service to customers and the marketing of its products.
6.2
CRM software solutions

6.2.1
A CRM software system is available as an off-the-shelf application package. This is the cheapest software solution for companies, although off-the-shelf packages are not always ideally suited to the specific requirements of the individual company.
6.2.2
Some companies have developed or purchased bespoke (tailored) CRM systems.
6.2.3
The main functions of a CRM system are to:
(a)
Collect information for identifying individual customers and categorising their behaviour. (Different categories of customer might be treated as different market segments, and a different marketing approach might be used for each segment of customers.)

(b)
Store the customer information and keep it up-to-date.

(c)
Access the information, often instantly, whenever it is needed.

(d)
Analyse customer behaviour.

(e)
Use the analysis of customer behaviour to develop a more effective marketing strategy.

(f)
Provide customers with a better ‘experience’ when they contact the company. Customers often feel that they receive better service when they deal with a person who knows about their previous dealings with the company. Customer service staff are able to provide this type of experience because they have access to the customer’s CRM record.

(g)
Monitor key customer management performance indicators, such as the number of customer complaints.
	6.2.4
	Example 6

	
	Here is how a typical CRM would work for handling telephone queries from a customer.
1.
A customer phones up. The telephone system recognises the incoming number and the customer’s record on the CRM is displayed on the screen of the call operator.

2.
The customer’s record will typically contain the following information:

- Customer name

- Address and telephone number

- Contact name

- Contact job title

- Contact purchasing authority

- Personal notes about the contact, such as interests, likes, dislikes

- Products previously purchased

- A log summarising recent conversations and other dealings with the customer

- An alarm/reminder so that customers are contacted or goods despatched when promised.

3.
After the conversation ends, the log is brought up to date with details of the conversation.
The CRM allows the company to offer customers a much better service. It does not matter who deals with the telephone call: full information about the customer is available for use by anyone. In particular, having details of previous conversations will save customers from having to explain, yet again, what might have happened in the past.
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