BY MIKE KELLY

What is the Largest and Most Mismanaged
Source of Profit and Revenues for Manufacturers

with Channel Partners?

THE GREAT UNCERTAINTY SURROUNDING THE UNITED STATES ECONOMY WILL UNDOUBTEDLY SEND MOST
MANUFACTURERS SCRAMBLING FOR WAYS TO MAINTAIN REVENUES AND CUT COSTS.

nfortunately, Frank Lynn & Associates

predicts most manufacturers will

ignore what is probably the biggest

opportunity to improve profitability
and increase revenues. In fact, not only is it likely
the largest opportunity to improve profitability and
increase revenues —in most cases this opportunity
also offers the quickest return on your investment.

What is this big opportunity that manufacturers

are missing?

Channel Discounts or more precisely
Channel Compensation
Channel Compensation (discounts) is far and
away the most mismanaged source of prof-
its and increased revenues for manufacturers
with channel partners. Consider this:
O If manufacturer’s assume the average
channel partner’s gross mar-
gins is between 15% and
50%, then channel com-
pensation represents
between 20% and 100%
of a manufacturer’s
total revenues
0 Two studies were
completed to evalu-
ate the impact on
a manufacturer’s
profit of a
1% improvement in
four different busi-
ness areas metrics:
1 Fixed costs
Mik e 2 Sales volume
3 Variable costs
4 Price
The results of both

studies produced the same

clear winner —increasing price by 1% improved prof-
itability by almost twice the next closest alternative.
O With regard to payback on investment, Frank

Lynn & Associates” experience (which is

supported by a recent study) suggests that the

average payback period, for efforts involving
improvements of channel compensation, is

12 months or less

Why is channel compensation (discounts) the
most mismanaged source of revenues and profits?
1 THE CFO DOES NOT TRACK IT —manufacturers do

not track most forms of channel compensation, in
particular discounts, on their financial statements.
As a result, no one really knows how much you
are spending on channel compensation —let alone
how you might chose to spend it more wisely to
improve profits and revenues.

For illustration, we present a real life example
of channel economics. This manufacturer collected
$900M (white) in revenue from various channel part-
ners in exchange for their products. The channel
partners then resold that product and collected $1.7B
(white plus green) from the end-user customers for
that same $900M in products. This means the total
channel compensation for this manufacturer $800M
(green) which is equivalent to an average 47% gross
margin. In effect, the channel received almost half
$800M out $1.7B in end-user value for these products.

The manufacturers never viewed the economics
of their business in this way and immediately under-
took steps to begin spending the $800M much more
wisely, recouping additional profits while at the
same time demanding and achieving improved
performance from channel partners.

2 MANUFACTURER’S DO NOT UNDERSTAND THE LAW
—the lack of understanding marketing anti-trust
law —in particular what you can and can not

do relative the Robinson-Patman and Sherman



EXAMPLE CHANNEL ECONOMICS

List Value of Manufacturer Sales

$2,600 M
35% OF OFF OF LIST PRICE

MANUFACTURE LIST SALES
DISCOUNTS
AND CASH

TERMS
$1.7 B

35% OF
LIST SALES

Manufacturer Net Sales

END USER DISCOUNT

$900M

Estimated Street Price

$1,700 M

COMPENSATION PAID
TO CHANNELS:
$800M= STREET PRICE
-COGS

Act—creates all kinds of lost opportunities for
increased profit and revenues.

Common misperceptions that undermine profits
and growth:

O Everyone has to get the same price

© Once we sold the channel partner something,
we can not control where it goes

0 We have to sell channel partners everything
we make

3 MANUFACTURER'S CONFUSE CHANNEL PARTNERS
WITH CUSTOMERS — channel partners are not
customers and by calling them customers, manu-
facturers begin to create a myth that will cost
manufacturers’ profits and revenues. If manufac-
turers allow channel partners rather then end-user
customers to determine the value of their product
and/or service, it will always be undervalued.
Manufacturers have to follow their customers
when they move channels, manufacturers do
not have to stick with an underperforming or
dying channel.

The examples we like to give is personal
computers —in the early 1980s personal computers
were a new product and they were first sold out of
computer specialty stores like Egghead.

01984 — Egghead was founded

01988 — Egghead goes public

01989 — Egghead had over 100 retail stores and
$350M in revenue

01998 — Egghead faced with the changes in con-
sumer buying behavior and new channel com-
petition (internet and mass merchant electronic
retailers) closed all their retail stores and became
an internet only retailer

02001 — Egghead filed for bankruptcy

In this example, you can see the channel was
quickly replaced and the manufacturers had no
choice, but to follow the customer to the internet
and to mass merchant electronic retailers.

Regardless of reasons why channel partner
discounts are not managed well — Here are some
very basic questions you should ask yourself about
your current channel compensation structure:

1 Today, which channel partners do the most for
your products and brand?

2 Today, which channel partners do the least
for your products and brand?

3 Which channel partners get the best deal?
> Do the best partners always get the best

pricing? Why or Why not?

4 Going forward, what things should your
channel partners be doing to better support
your customers and you?
> Do they get paid more when they do those

things, or conversely do they get paid less
when they don’t?

In conclusion, if you are struggling to meet profit and
revenue goals and you have not revaluated which channel
partners should or should not be getting more compensation
(discounts, rebates, special incentives, special pricing,
technical support, sales support, marketing funds, free
freight, cash discounts, volume, quantity and order size
discounts, etc...) you are missing what may be your

best opportunity.

For a more detailed discussion about these issues in your
industry, contact Mike Kelly at 312-558-4832 or email
mkelly@franklynn.com.
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