Eagle Boys Pizza – Price Positioning & Profit
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1.
PURPOSE OF DOCUMENT

The following document outlines the relationship between price positioning and profit in the pizza category. In reading this document, a better understanding will be gained of how profit can be maximised through effective pricing strategy. 

2. KEY PROPOSITION

Eagle Boys Pizza is a business that relies on healthy customer levels, growth in transactions and Average Transaction Values (ATVs). Retail businesses that offer competitive pricing and perceived value along with superior product and service create a value perception with consumers that produces weekly customer growth and maximum profit opportunities

3. KEYS TO SUCCESSFUL BUSINESS GROWTH VIA PRICING AND PERCEIVED VALUE 

The following four objectives are the key to business growth

(a) Retain existing customers

(b) Increase new customers

(c) Increase ATVs

(d) Increase frequency of visits by existing customers

Retaining & Growing Customer Numbers

The pizza category (and the entire home meal replacement industry) is exceptionally price sensitive. For Eagle Boys to effectively compete, advertised pricing needs to be competitive with competitors. By adopting this approach, Eagle Boys presents a perception of great value to the consumer. Research indicates that one of the most important criteria for choosing a pizza outlet is value. Source: Pathway Research October 2003. Creating a value perception is the most important message you convey to your customers. 

Value in the customer’s eyes is excellent product and service available at a competitive price. If some customers are persuaded to visit an Eagle Boys store due to competitively priced coupons and deals, consistent delivery of product and service should ensure repeat business. If consumers believe you are overpriced, they won’t visit and the opportunity is lost. Future transactions may also be lost, as purchasing behaviour is set and will often only be modified where competitors perform very poorly.  It is essential that your offer is powerful enough for customers to consider you (gaining trial).

Customers typically consider three menu items when judging value of a pizza store: 

· one pizza price;

· two pizza price; and 
· bundled hero deal price. 

For this reason, it is essential these three items maintain the sharpest price point. Matching or slightly beating competitor pricing on these items will substantially contribute to creating the value perception.  

Increasing ATVs

Increases in ATV are best achieved through upselling at front counter (through staff and point-of-sale material) and on the phones.

Increasing Frequency

The key to increasing frequency of purchase is convenience. In Australia, four fast food businesses (McDonalds, KFC, Hungry Jacks & Red Rooster) comprise 65% of all fast food purchases. All these operations deliver food in two minutes or less. Average frequency of visit to these stores is every two weeks (compared with every three and a half weeks for pizza chains). 

Stores that have embraced the Express concept (2 Minute Pizza) and continue to promote it heavily have enjoyed growth in both sales and customer satisfaction. Intelligence suggests that sales growth often comes at the expense of both burger chains and pizza competitors. Eagle Boys expansion of express and drive-thru will further encourage growth in frequency. Up to 60% of all orders from the top four fast food operators occur through drive-thru, and this therefore represents as much as 40% of all fast food purchases.  

4. PRICING AND YOUR BUSINESS

Competitive pricing can provide a more profitable outcome for stores than perceived higher pricing (ie pricing perceived to be set above competitor’s pricing). Higher pricing can alienate customers, which eventually overtakes any additional yield per customer. Therefore, charging more can often mean less long-term cash profit. Charging less can lead to greater cash profits. Understanding this proposition is the key to your business success.
Using Standard stores as an example, the following is an estimated split of total revenue. 

· 14% National Office fees + LSM activity (can decrease with incentives and sales)

· 21% Wages (reasonably constant, should decrease as total sales increase)

· 5% Rent (reasonably constant, should decrease as total sales increase)

· 8% Other operating costs (reasonably constant, should decrease as total sales increase)

· 34% Cost of Goods (COGS) is achievable

· 15% – 22%% Earnings Before Depreciation, Interest and Tax (EBDIT)

These figures will fluctuate between stores, but to simplify this document, figures have been approximated on a Standard store.

The two variables in the equation are COGS and EBDIT. Put simply, increasing pizza prices in a competitive environment will decrease COGS percentages slightly (2 – 2.5%) and if gross sales are maintained, increase EBDIT percentage and profit in the short term. However, customer numbers, in a competitive market, will fall over time (or customer growth will be stunted) and the COGS percentage saving will apply to a continuously shrinking total sales figure.  EBDIT will also continuously shrink.

Conversely, by adopting a lower price point that maintains the “value perception”, COGS percentages will remain constant or slightly decrease over time and EBDIT percentages will remain constant or slightly increase. Under this approach, customer counts and sales will rise and as such, total EBDIT dollars will increase.

Examples

Scenario 1

A store is operating in a competitive area where competitors are dropping $5.95 coupons. Eagle Boys matches competitors with $5.95 price positioning (coupons).

SALES
$12,760
$13,079
$13,398
$13,717
$14,036

Transactions
800
820
840
860
880

ATV
$15.95
$15.95
$15.95
$15.95
$15.95

COGS
34%
34%
34%
33%
33%

EBDIT 
17%
17%
17%
18%
18%

EBDIT $
$2169
$2223
$2278
$2469
$2526















SALES
$14,355
$14,674
$14,993
$15,312
$15,631

Transactions
900
920
940
960
980

ATV
$15.95
$15.95
$15.95
$15.95
$15.95

COGS
33%
33%
33%
32%
32%

EBDIT 
18%
18%
18%
19%
19%

EBDIT $
$2584
$2641
$2699
$2909
$2970

In this scenario, as sales continue to rise, decreases can be seen in:

· Fixed costs percentages 

· COGS percentages

· Other operating costs percentages

· Wages percentages (through economies of scale)  

All of these percentage decreases directly increase EBDIT percentages and EBDIT dollars. 

This scenario could be further improved with increased upselling. In doing so, ATV would rise and EBDIT dollars would also rise. 

Scenario 2

A store is operating in a competitive area where competitors are dropping $5.95 coupons. Eagle Boys matches competitors with a $5.95 price positioning, but then switches to $6.95 price point in an attempt to increase profit.

SALES
$12,760
$13,530
$13,860

Transactions
800
820
840

ATV
$15.95
$16.50
$16.50

COGS
34%
32.5%
32.5%

EBDIT 
17%
18.5%
18.5%

EBDIT $
$2169
$2503
$2564

At this point, price is changed from $5.95 to $6.95. Initial figures will give the illusion of a greater profit return as COGS percentage decreases and EBDIT percentage increases. However, the long-term trend tells a very different story.

SALES
$14,300
$14,218
$14,137
$13,975
$13,650

Transactions
880
875
870
860
840

ATV
$16.25
$16.25
$16.25
$16.25
$16.25

COGS
32%
32%
32%
32%
32%

EBDIT
19%
19%
19%
18%
18%

EBDIT $
$2717
$2702
$2686
$2516
$2457

SALES
$13,325
$13,000
$12,675
$12,350
$12,025

Transactions
820
800
780
760
740

ATV
$16.25
$16.25
$16.25
$16.25
$16.25

COGS
33%
33%
33%
33%
33%

EBDIT 
18%
18%
18%
17%
17%

EBDIT $
$2399
$2340
$2282
$2100
$2044

These calculations are based on ATVs increasing a nominal amount. Historically, when a store in a competitive market increases their advertised pricing, ATVs actually begin to fall. This may be attributed to a complacent attitude to upselling or customer reluctance to purchase more product due to diminished value perception. 

While this trend is in itself worrying, the longer-term damage that is done is far greater. In order to regain customer trust in the value perception, pricing needs to be dropped back down to competitive levels (ie $5.95 in this example). This may take time to stimulate customer growth, as customers may be jaded by previous price increases and competitors may be servicing their needs

SALES
$11,803
$11,962
$12,122
$12,441

Transactions
740
750
760
780

ATV
$15.95
$15.95
$15.95
$15.95

COGS
35%
35%
34%
34%

EBDIT
16%
16%
17%
17%

EBDIT $
$1888
$1914
$2061
$2115

5. CONCLUSION

In Scenario 1, the Franchisee enjoys continuously growing customer counts, as the customer’s important purchasing criteria of value is met. If this is coupled with strong operations to ensure consistent high quality product, extreme service and strong upselling focus, ATVs and frequency of visit will also increase. 

Increased transaction count = Increased EBDIT = Increased profits and market share growth.

In Scenario 2, a short-term profit grab by the franchisee pays initial dividends of increases in EBDIT and net cash profit. However, gradual erosion of customer numbers also erodes EBDIT and net profit. Franchisees often do not notice the declining customer trend, as for many weeks, they will have better EBDIT and profit than before their price rise. However, the point will come where any benefit derived from a price increase will be eclipsed. Regaining customers is more difficult and costly than looking after them initially. A lower price point again needs to be adopted to grow customer numbers, but at this point, a growth of several hundred customers per week needs to be achieved just to regain lost ground. This may equate to months or even years of hard work.

Decreased transaction count = Decreased EBDIT = Decreased profit and market share.

Profit is important: it is the reason for going into business. In the business of fast food pizza, profit is directly linked to customer volume. Customer volume will continue to increase where customers perceive value. Value is one of the primary considerations for choice of pizza outlet. As Eagle Boys offer superior product, extreme service and convenience of express and drive-thru, pricing in line with competitors will create a perception of value. Customer numbers will continue to grow and profits will grow.
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