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Objectives

This case presents an artist who creates and sells handbags and seeks to improve the profitability of her trade.  Through the identification of new distribution channels, updated product design, enhanced assortment and revised pricing options, we will evaluate revenue and profitability scenarios aimed at reaching a plan to increase her business and personal income. 
Case Description

Ema is an artist. Her medium is handbags. She creates unique images, prints them on fabrics and assembles collages of images into bags.  She makes one or two bags at a time, generally over a period of three or four days. Seeing these bags, one is struck by each design’s combination of playful cuteness with striking artistic elegance and femininity. 

Ema has sold the bags on her personal website http://www.ema-web.com/ and at art festivals.  Via her website, she sells the bags worldwide for prices up to approximately USD 500. 
Ema’s customer is 35 to 65 years old, with a high income and well-educated. She enjoys cultural events, exhibitions and cinema, is an avid reader and appreciates unique fashions. Many are Japanese living overseas. Some customers have made repeat purchases, and may represent a budding loyalty group or collector demographic.
Based on limited business sales records, last year (2009) Ema produced an estimated 35 individual bags, pulling in revenues amounting to 15,000 USD.  Estimated costs were 14,700 USD, implying 300 USD in profits.  


While Ema’s current customers have high incomes and can buy many bags for high prices, production and distribution limitations have capped her business earnings capacity.  To rectify this and increase profitability, we have identified well-matched new customers in higher volume distribution channels, outlined a process to transform her product offering, and accurately re-priced her updated assortment.

Market Research

To identify similar purchase behaviors shared by Ema’s primary customer – a female handbag consumer - we performed a broad market handbag survey.  Survey questions sought qualitative insight regarding artwork/design preference, functionality, purchase-price thresholds and purchase frequency.  
Below are a few highlights: 

Artwork/Design
· All respondents agreed that handbag artwork is a top attributes. All respondents felt strongly about the perception of others or the image conveyed to others from the artwork showcased on her handbag.  
· 60% say the bag says they are professional. 
· 40% say the bag says they have good taste. 

· 20% say the bag communicates fun. 

· 20% say the message of their bag depends on which bag. 

· 40% consider “cute” an important attribute of a bag.

· 20% would consider a bag with ornaments, patterns, images and art.

Functionality
· Functionality identified as a top attribute.
· 80% want interior compartments to carry wallet, cell phone, etc.
Purchase Price-Thresholds
· Less than half of all respondents bought their handbags at a discount.  Given the personal nature of a handbag purchase, respondents were willing to pay more if the product suited their personal tastes.
· 40% buy at a discounted price 
· $500 was the highest price paid, reported by one respondent
Purchase Frequency
· Handbags are a seasonal business and should be brought to market or updated 2-4 times a year.
· 87% purchase or look to purchase a handbag seasonally (2-4 times a year)

· 60% have 5 or fewer bags. 50 was the largest number of bags owned by an individual.

· Some keep bags for a long time, and some purchase and dispose of old designs seasonally.

The survey identified important product attributes that if incorporated into Ema’s business, would allow her to capture a fuller market share.  
Potential Distribution Channels
Based on current data, half the world’s 7 billion people (US 0.329b, Japan 0.135b) are women, 

	2010, 
millions of people
	World
	Japan
	Western Europe
	USA

	Population
	7014
	135
	198
	330

	Female
	3492
	71
	103
	169

	Female 0-14 y.o.
	899
	9
	15
	32

	Female 15-24 y.o.
	591
	6
	10
	22

	Female 25+ y.o.
	2002


	56
	78
	115

	Income per capita (USD,2008)
	$8,613
	$38,210
	$38,821
	$47,580


Sources: http://esa.un.org/unpd/wpp2008 , http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20798108~menuPK:64133152~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html
Within the US market, we identified potential new customer channels for Ema that would bring increased distribution and allow her to utilize increased inventory levels from streamlined production.  
Currently, women’s handbags are sold in the following channels (in market share order): Trend Retailers, Online Retailers, Department Store Retailers, High End Department Store Retailers, Luxury Retailers and Museum Stores.  
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Of these potential channels, we succumbed to the fact that the barriers to entry in the Department Store channel were too high.  Certain aspects of Department Store retailing are inaccessible to Ema’s small company.  Some of these include; well-established popular culture visibility, proven sell through and large merchandise inventory levels (40K+ units).  
The most appealing new customer channels identified for extended profiling and consideration were Museum Stores and Trend Retailers.

Museum Stores
Museum Stores are the retailing arm of a museum.  Several well known Museum Stores include: San Francisco Museum of Modern Art (SFMOMA), Bellevue Arts Museum Store and The Metropolitan Museum of Art Store. 
In general Museum Stores strive to increase cash flow to the museum.  They sell artistic retail pieces based on artwork and designs found in their collections. Their inventory serves a dual purpose; generate cash flow and platform artistic work into consumer culture.  As such, additional marketing, publicity or public relations efforts may be required to generate artistic awareness throughout this market.  Museum Stores attract a customer base that is typically 35 and over, appreciative of unique artwork and design and can withstand a higher price point product.  

SFMOMA Museum Store Online Mission Statement

The SFMOMA Museum Store offers the West Coast’s finest selection of modern and contemporary jewelry and apparel and …our exclusive line of SFMOMA signature products.  All proceeds support the exhibitions, educational programs and artistic conservation efforts of the San Francisco Museum of Modern Art. (SFMOMA Online Mission Statement)

The Metropolitan Museum of Art Online Mission Statement
The mission of The Metropolitan Museum of Art is to collect, preserve, study, exhibit, and stimulate appreciation for and advance knowledge of works of art that collectively represent the broadest spectrum of human achievement at the highest level of quality, all in the service of the public and in accordance with the highest professional standards…Through scholarly publications, printed pictures, and three-dimensional reproductions of art objects, the Museum has long led the way among American art institutions in making its collections known, understood, and appreciated by diverse audiences. 

Below is a snapshot profile of the current inventory for two highly successful and influential Museum Stores: SFMOMA Museum Store and The Metropolitan Museum of Art Store. 
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This 50+ handbag inventory represents a seasonally revised, diverse handbag assortment (i.e. tote, hobo, wallet, clutch) at a variety of price points under 250 USD, averaging just over 100 USD.  This channel is identified as a good fit for Ema’s product due to its customer’s appreciation of artistic and unique artwork.
Trend Retailers
Trend Retailers are inventory powerhouses.  They move through inventory quickly, offer a diverse assortment and often offer promotions to attract customers.  Their merchandise is focused on popular culture trends and is updated frequently.  Accordingly, the Trend market tends to attract a younger and more cost-sensitive customer base.  Below is a snapshot profile of the current inventory for one highly influential Trend Retailer: Urban Outfitters.
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This 90+ handbag inventory represents a seasonally updated, diverse handbag assortment (i.e. tote, hobo, wallet, clutch) at a variety of price points under 300 USD, averaging 53.00 USD.  
A simplified side by side channel comparison outlines the strengths, weaknesses and challenges within each market and provides initial volume and revenue expectations.   
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Full Cost High Med+ Low  

Profit Low Med High

Marketing Costs NA High Low  

Inventory Turn Rate Low Low High

Product Assortment NA Tiered Tiered
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Price Elasticity Low Low High


In Ema’s existing art Haute Couture channel, volume is low and no significant funds are spent on marketing or promotions aside from her own personal website.  Ema incurs a high “Full Cost” materials expense because she is not benefiting from consolidated economies of scale that arise from streamlined and higher quantity materials orders.  This attributes to low margin and profitability.  Additionally, her current customer base is relatively price inelastic; they have the income to purchase based on personal preference, regardless of her higher price point and there is no indication that a lower price point would translate to more units sold.  Furthermore, because production levels are based on her personal abilities, inventory turn rate is low and could not sustain an increase in demand.  
Importantly, the channel breakdown above exposes a need for product extensions, differentiation and tiered pricing in order to successfully sell into the higher volume Museum Stores and Trend Retailers channels.  

Product Extensions and Assortment

To meet the production demands and current pricing structures associated with each new channel, Ema must update her product offering.  Ema will make 4 to 6 designs per season available for mass-production manufacturing. 

Dan will take these print designs and translate them into two different assortments for each of the channels we are targeting.

To develop the assortments and price out the products, we considered the customer needs and demographics, channel characteristics, costs and profitability, price elasticity, and competition.

Museum Stores Assortment
The Museum Stores assortment provides the opportunity to sell a mid-priced item, thereby opening the market to shoppers who cannot afford the high price point of the custom-made bags.  By choosing museum stores as a channel, we appeal to the art enthusiast who can appreciate the craftsmanship and design.  We also appeal to shoppers looking for designs inspired by Japanese culture and design.

To this end, we recommend 2 to 3 styles per season.  With a focused assortment, we can meet production minimums, while providing enough variety to have a presence in the store and create a story around Ema’s artwork. We can maintain the quilting and collage-work for which Ema is known, but find ways to re-engineer the product and save on costs.  Firstly, we can produce in larger lots of about 200-400 units per style at a factory, to achieve lower costs and economies of scale.   We recommend some larger-size travel bags and totes.   We can use mid-priced materials and share base fabric to achieve a lower cost structure.   Given the assortments and price ranges we are seeing at top museum stores, we want to price our bags on average at $155 per bag. We also observe the demand is clustered in that price range. At $155, our demand curve tells us we can sell about 800 units in the museum channel. 

In this channel, we do not plan for heavy promotions, but do understand we will have some marketing costs, such as point of purchase pieces, to build a story around Ema the artist and her work. 

Given this channel is medium volume, and medium to higher margin (given we are able to quickly achieve economies of scale through factory production and lower costs of fabric and artwork), we can also financially afford to price mid-price at $155.

We will offer a tiered product approach around the average of $155. We could have smaller totes at $99 or larger travel bags at $180, as we see demand clustered in that range. We can thereby capture greater market share and increase units per order. The quilted look and mid-price of the bag will appeal to the under 35 crowd. 

Trend Retailers Assortment

Trend Retailers offer a high-volume channel and co-branding to build the image of cool and trendy among the teen population.  Given the customer is much younger, with lower income, and looking for something trendy and affordable, we will focus the assortment on canvas totes and graphic messenger bags.  In this channel, we need to hit a sharp price point, so we would look for very low-cost materials and low-cost artwork, such as screen print graphics, instead of the quilting for the museum or the custom collage fabrics used by Ema in her art Haute Couture bags. We would produce in a larger factory overseas, thereby lowering cost.

We also want to make this bag for every-day use, to suit the social lifestyle of the teen segment.  Even though, we are conscious of the fact that functionality was a top desire for our bag customers in our research of the market.  We will include functional pockets and comfortable straps, for example, while still focusing on lowering costs. 

We also understand this segment will be promotion-driven, given the greater price elasticity, so factor that into profitability. 

We also looked at our competitors, as there are many graphic totes and bags on the market. They may be as low as $15 for the cheapest construction and unbranded artwork and as high as $150 for the branded bags.  Looking at the assortment, it seems most competitors offer their bags at the price point of $50, so we want to capture that large demand while also offering an artistic product.

We therefore recommend 5-6 styles per season, so we can offer a broad assortment that services the quick inventory turns we see in the channel and the desire for changing designs.
Demand
In surveying the market for women’s handbags, demand is highly elastic under 200 USD.
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 Three distinct channels (two new) have been identified for Ema’s handbag business; art Haute Couture (Ema’s current business), Museum Stores and Trend Retailers.  
The demand in each of these markets is illustrated in the following graph. 
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The blue rectangle represents total sales of “art Haute Couture” bags, the one-of-a-kind bags that Ema currently sells.  In this channel, a very small number of bags are produced and sold at high prices. The green rectangle represents sales of “Museum” bags, offered for sale in Museum Stores.  A conservative volume estimate for this channel is 800 bags at a mid-range price.  For the more price-sensitive “Trend Retailer” customers, Ema could sell 4000 to 6000 bags at the lowest price point.
Financial Analysis
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Financials

Art Haute 

Couture Museum Stores Trend Assortment

MSRP $        500.00  $          155.00  $             49.95 

x Volume 78  800  5,200 

Wholesale Price $            76.50  $             23.98 

Full Cost $        490.00  $            41.95  $             14.46 

Product Cost $        490.00  $            23.00  $               5.40 

Screen Charge $               3.20  $               2.00 

Pockets $               3.00  $               1.60 

Finishing Costs $               0.20  $               0.15 

Button/Zipper $               1.00  $               0.30 

Freight 15% 15%

Duty 8% 8%

Marketing Costs 15% 0%

Promotional Costs 0% 30%

Margin - Retailer 2% 51% 52%

Margin - WS n/a 45% 40%

Rev $ $  39,000.00  $    61,200.00  $  124,670.00 

Profit $ $        780.00  $    27,638.40  $    49,485.80 


We analyzed the financials for Ema’s current business and compared it to forecasts for the museum and trend segments. Ema and Dan wanted to target $200K in profits for a year, but we came in at just under $78K in profits for the first year. 

Ema’s current business is quite small in volume, and despite its high average price point of $500, the slim 2% margin does not allow for much of the revenues to hit the bottom line.
Her small production capabilities of home-made bags and high-cost materials generate about 78 bags for an entire year. Even though revenue is $39,000 for the year, the high costs leave only $780 in profits for Ema. The slim margins limit channel options to direct selling, limiting volume opportunities.

Offering the assortment of quilted $155 bags opens up a higher-volume distribution channel. The museum shops also add value in terms of brand associations and accessing the target market of art-appreciating museum shoppers. The museum segment volume estimates are about 800 units of demand for the first year. This generates higher revenue of $61,200. 

The museum channel has higher profitability of 45% profit margin, given the higher volume due to the more democratic price point and given the lower costs achieved through economies of scale. Ema takes home $27,638.40 of profit for this segment. In this case, the profit is calculated on the wholesale price Ema will charge the museum shops, not on the retail price. The retail margin is given to the shop. Industry standard dictates about 50% margin for the retailer, as illustrated in the graph above. Our price decision of $155 is informed by competition, demand, customer profile, channel assortment, and also costs and profitability concerns. We also take into consideration the marketing costs mentioned before.

Finally, the trend segment is our highest-volume segment, focused on high inventory turns. Given the customer is a teen buyer, and competition is high in this category, we needed to hit a sharp price point of about $50. We settled on $49.95 to signal a promotional price, as we discussed in class. This price point also allows us to make a margin, albeit a bit lower at 40%. 

The factors impacting margin are the promotions associated with the brand. This is the segment where we would consider bundling a tote with a wallet, or a messenger bag with an accompanying cell phone case or makeup bag, addressing the needs of image-conscious teens that have active social lives and are always in communication with their friends.

Our demand analysis suggested volumes of 4,000-6,000, and we are projecting about 5,200 units based on the assortment of 5-6 styles we are offering over the year. Given the sharp price point, and high turn, our volume generates a high revenue figure of $124,670. In this case, our margin is lower at 40% vs 45% for museums due to achieving a low average price point (which crunches margin), and factoring in promotional activity (which erodes margin even further). Even so, the high volume compensates for the costs, and drives just under $50,000 in profit dollars. This is also the channel that has the highest potential for growth. It has the added benefit of branding, by associating Ema with the trendy store brand, and trendy shoppers.

In total, this puts her profits for the year at $77,904.20, up from the $300 she generated the previous year with her 1-channel strategy. Through this tiered approach we generate 64% of her profits from the Trend channel, 35% from the Museum stores and 1% from her current business. Through our multi-channel approach, and diverse assortment, we have increased Ema’s earning potential and begun to build her brand. We also made financially responsible pricing and volume decisions that tailor the price to the market and tie it back to the financial requirements.

Profitability
We conservatively estimate the profitability of Museum Stores to peak at around 800 to 1200 bags.
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For Trend Retailers, we estimate, again conservatively, that profitability is limited, but extends over quantities from 2000 to 6000.
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Recommendations 

We embarked on the challenge to take the work of an artist, and find profitable ways to grow her handbag business and increase her personal income.  In this case we identified two potential distribution channels to increase her annual sales volume.  We recommended product extensions that would contribute to an updated assortment attracting a broader customer base and proposed pricing options that would appropriately meet the demands of each new distribution channel.  Lastly, these recommendations outlined revenue and profitability scenarios with would improve her business results year over year.
The chart below briefly summarizes our final product assortment and pricing recommendations for Ema’s business to earn a profit.
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Conclusion
In conclusion, we took an artist who was bringing in an income of $300 per year, with limited distribution and brand awareness, and found two new distribution channels with high growth potential, low barriers to entry, and high concentration of her target consumer. We expanded the definition of the target consumer and created tiered product and price offerings that addresses the customer’s needs and broadened the market. We assessed demand levels at each price point and determined prices based on the demand curves, consumer and competitive research, and profitability considerations. 

Through our research, financial analysis and pricing strategy, we increased projected revenues to $124,670 and profits to just under $78,000. We introduced innovation to her products and distribution and priced the hand bags for the target markets and profitability. 
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