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DISTRIBUTION CHALLENGE

an exploration of business

INTRODUCTION

This brief covers the following:

· INTRODUCTION

· DESCRIPTION OF THE SIMULATION

· THE BUSINESS SITUATION

· DESCRIPTION OF THE DECISIONS

· DESCRIPTION OF THE RESULTS

· RECENT TRADING HISTORY

This simulation is designed to allow participants to manage the development of a distribution business in direct competition with several other teams of business people.

A business model simulates the operation of your business. Your decisions and those of your competitors influence the responses to this model. The decisions cover pricing, sales promotion, purchases, and credit control. Based on the response to these, sales demand is generated and used to produce several business reports that you must analyse to see how well you are performing and what further action is needed.

Your objective is to make your business successful.

THE SIMULATION

The simulation consists of the following:

· PREPARATION

· DECISION MAKING

· REVIEW

PREPARATION

Preparation involves becoming familiar with the basic business situation, defining individual responsibilities, considering objectives and deciding how to measure and control the business. While doing this it is important to recognise that it takes some time before you fully understand the response of the market and all the facets of the business that you are managing. It is probable that you will only fully understand the business after you have run it for several periods. Thus your understanding and the effectiveness of decision making will improve throughout the simulation.

DECISION MAKING

Once the initial preparation is complete the operation of the business is simulated for several periods each representing one trading quarter. (The first decision period is period 1). Each period involves the following:

· SUBMISSION OF DECISIONS

· SIMULATION OF THE BUSINESS

· ANALYSIS OF THE RESULTS

Decision Submission - the decisions (as described later) must be submitted to the simulation control centre at or before the time set. You must keep to the decision making schedule for, if decisions are not submitted on time, the previous decisions are used in their place. The decisions must be submitted on the forms provided and should be complete and legible!

Simulation - the decisions are evaluated and their impact calculated. These calculations take some time, and you can use this time to reflect on your objectives and strategies and to update your business control systems.

Results - the sales demand figures are returned to you and you may be given a full set of results or be asked to calculate a Profit and Loss statement and Balance Sheet. (If you are required to calculate these reports a set of worksheets will be made available to help you.)

REVIEW

At the end of the simulation there is a review of your results and those of your competitors. And you may be asked to make a presentation.

THE BUSINESS SITUATION

The business that you are to manage is a distribution company that has been operating for some time. It is a wholly owned subsidiary of another Company that, with the bank, funds the business. 

PRODUCTS

The business currently buys and sells three ranges of products as follows:

· DOMESTIC

· FASHION

· CONTRACT

The Domestic products are bought regularly by customers as part of their normal day to day life. The demand for Domestic is steady throughout the year (there is no seasonal peak) and, over the last few years, sales have been growing at about 10 percent per year.

Fashion is a range of high margin products that change each quarter. Because of the changing nature of these products any inventory of the Fashion range left at the end of a quarter cannot be sold and must be disposed of to make way for the next quarter's Fashion products. The value of inventory disposed of in this manner is shown as a markdown in the accounts. The sales of Fashion products have been growing steadily, at about 16 percent per year.

Contract products are, as their name implies, high value items (such as television sets, refrigerators etc.). These products are highly seasonal with approximately 50 percent of the whole year's sales occurring in the peak quarter (as shown in the past trading history). The growth in the sales of the Big-Ticket products has been erratic but has averaged about twenty percent each year. 

PURCHASING

Each period an amount of money is allocated, separately, to each product range to purchase inventory. The buyers use this money to purchase inventory in the right "mix" of products for each product range.

Purchasing can obtain discounts for:

· VOLUME

· PROMPT PAYMENT

Volume Discounts - If more than a certain amount of money is spent on purchasing a range of products during the quarter, a discount is obtained from the normal (full) purchase price. The discount level and the amount of the discount varies with the product range as follows:

RANGE
Discount

Level
Discount

Percent

Domestic
$40000
5 %

Fashion
$15000
20 %

Contract
$20000
10 %

Prompt Payment Discount - The Suppliers' payment terms mean that payment must be made in thirty days. However, if payment is made sooner then a prompt payment discount can be earned. The maximum discount is 5 percent and this is paid if payment is made on delivery. The discount earned varies proportionally to the average time taken to pay the Payables. Thus, for instance, if you decided to pay Payables in 12 days, the discount would be 3 percent.

COSTS

Besides purchasing products, costs are incurred in paying staff, in operating expenses (rent, lighting, cleaning etc.), in advertising the business, for markdowns and to finance the business.  All sales and purchase values and costs are in thousands of dollars.

Transportation is $500 per quarter per unit of transportation.

Other Expenses are $7000 per quarter.

You decide Selling Effort costs.

Markdowns are the net cost of selling off the remaining Fashion inventories each period. This is equal to the value of the Fashion inventory left at the end of the quarter.

Financing Charges consist of two parts - bank interest and a remittance to the parent company.

Bank Interest is 20 percent per annum (5 percent per Quarter). Interest is earned on cash balances at a rate of 12 percent per annum (3 percent per quarter). Interest payments are made based on the cash or overdraft position at the end of the quarter.

The parent company requires a payment each quarter equal to 75 percent of the previous quarter's net profit plus 4 percent of the total equity. If a loss is made in a quarter no refund is made on the charge against the net profits but a charge is made against the equity. It will not be possible to set any loss against future profits. As the parent company pays tax you are not concerned with this. The payment to the parent company is made in the following quarter.

MARKETING

The market can be influenced in four ways by:

· MARKUP

· SELLING EFFORT

· TRANSPORTATION

· INVENTORY LEVELS

Markup - The prices for the products sold are based on the full purchase price "marked up" to the selling price. Thus, for instance, if a product costs $100 to buy and the mark-up is 30 percent it is sold for $130. The market for each product range is price sensitive. Therefore, high mark-ups are likely to depress demand and low mark-ups are likely to stimulate demand.

Selling Effort - The amount spent on selling the products, informing customers what is on offer and at what price.

Transportation - If insufficient transportation is leased then sales will be lost. Equally, too much transportation will mean that resources are idle. Because demand varies during the quarter it is difficult to assess, accurately, how much is required. However, it is likely to relate to sales demand and the current eleven units is sufficient for the current level of business.

Inventory Levels - If the inventories fall too low then sales are restricted because of the lack of variety.

BALANCE SHEET

Inventories - Inventories are valued at full purchase cost (i.e., they are valued before taking any volume or prompt payment discounts). Inventories must be financed through cash or overdrafts and payables.

Debtors - Customers are assumed to pay cash for their purchases and therefore there are no debtors.

Fixed Assets - The store and its fixtures are leased and therefore there are no fixed assets owned by the business.

Overdrafts - Future expansion of the business can be financed by the bankers. This is done automatically, provided the financial leverage ratio (the ratio of overdrafts to total equity) is kept below 50%.

Payables - The time taken to pay payables will, to an extent, be decided by you. You can take between 0 days (immediate payment) and 30 days to pay payables. By paying in less than 30 days you will earn a prompt payment discount of up to 5%.

DECISIONS

The decisions that are made each quarter are as follows:

· PERCENT MARKUP

· GROSS PURCHASES

· SELLING EFFORT

· TRANSPORTATION

· PAYABLE DAYS

Markup - a percentage mark-up must be set for each product range.

Gross Purchases - the gross amount to buy must be decided for each product range.

Transportation - the number of units of transportation must be entered with their cost.

Selling Effort - it is necessary to set a level of promotional expenditure to cover the cost of sales staff, advertising and other promotional activities.

Payable Days - the credit period for suppliers must be entered in days and as expected prompt payment discount.

RESULTS

You receive your results in three stages:

· PRELIMINARY RESULTS
· COMPANY REPORTS
· BUSINESS RESEARCH
Preliminary results supply information about demand at cost and closing inventory for each of the product ranges separately and total sales income, net profits, overdrafts and cash.

Company Reports is provided a little later and show for each product range how your sales were arrived at, the Profit & Loss Account, Balance Sheet and several key ratios. (Optionally, before you receive these reports you may be asked to calculate these from your preliminary results.)

Business Research shows for all teams and ranges mark-up and market share.

TRADING HISTORY

The trading history covers the last year'. The earliest period is -3 and the most recent 0. You must analyse these to ensure that you are familiar with the decision forms and to see how the company is performing. The decisions, preliminary results and purchases and sales are shown for each quarter. The Income Statement, Balance Sheet and Key Ratios are shown as tables for the year as a whole.

Distribution Challenge        Decisions Quarter -3

Decisions     Domestic  Fashion Contract     Total

Percent Markup      30       70       50 

Gross Purchases  15500     8200     8500     32200

                Number          Cost

Transportation     9  X 500  =  4500 

Selling Effort                   450

Payable Days      25             .83

Preliminary Results                Quarter -3

Range Summary    Domestic  Fashion   Contract

Demand At Cost      14773     7821       8649

Closing Inventory    5175        0       3201

Sales Income        45475

Net Profit           2294

Overdrafts              0 

Cash                 4222

Purchases & Sales  Domestic  Fashion   Contract   Total

Opening Inventory      4448        0       3350

+ Gross Purchases     15500     8200       8500   32200

= Available Inventory 19948     8200      11850

- Demand At Cost      14773     7821       8649

= Markdown                0      379          0     379

= Closing Inventory    5175        0       3201    8376

Operating Expenses  Quarter -3  

Selling Effort             450

+ Transportation          4500

+ Other Expenses          7000

- Volume Discount            0

- Payment Discount         268

= Operating Expense      11682

Distribution Challenge        Decisions Quarter -2

Decisions     Domestic  Fashion Contract     Total

Percent Markup      25       75       45 

Gross Purchases  24000     9000    24000     57000

                Number          Cost

Transportation    16  X 500  =  8000 

Selling Effort                   450

Payable Days      10            3.33

Preliminary Results                Quarter -2

Range Summary    Domestic  Fashion   Contract

Demand At Cost      21214     8049      23099

Closing Inventory    7961        0       4102

Sales Income        74098 

Net Profit           9711

Overdrafts              0

Cash                 5352

Purchases & Sales  Domestic  Fashion   Contract   Total

Opening Inventory      5175        0       3201

+ Gross Purchases     24000     9000      24000   57000

= Available Inventory 29175     9000      27201

- Demand At Cost      21214     8049      23099

= Markdown                0      951          0     951

= Closing Inventory    7961        0       4102   12063

Operating Expenses  Quarter -2  

Selling Effort             450 

+ Transportation          8000

+ Other Expenses          7000

- Volume Discount            0

- Payment Discount        1820

= Operating Expense      11230

Distribution Challenge        Decisions Quarter -1

Decisions     Domestic  Fashion Contract     Total

Percent Markup      25       75       50 

Gross Purchases  24000     9000    12000     45000

                Number          Cost

Transportation    11  X 500  =  5500 

Selling Effort                   450

Payable Days      25             .83

Preliminary Results                Quarter -1

Range Summary    Domestic  Fashion   Contract

Demand At Cost      20355     8484       9657

Closing Inventory   11606        0       6445

Sales Income        54777

Net Profit           3236

Overdrafts              0

Cash                 1577

Purchases & Sales  Domestic  Fashion   Contract   Total

Opening Inventory      7961        0       4102

+ Gross Purchases     24000     9000      12000   45000

= Available Inventory 31961     9000      16102

- Demand At Cost      20355     8484       9657

= Markdown                0      516          0     516

= Closing Inventory   11606        0       6445   18051

Operating Expenses  Quarter -1  

Selling Effort             450

+ Transportation          5500

+ Other Expenses          7000

- Volume Discount            0

- Payment Discount         375

= Operating Expense      12575

Distribution Challenge        Decisions Quarter  0

Decisions     Domestic  Fashion Contract     Total

Percent Markup      22       75       50 

Gross Purchases  24000     9500     8000     41500

                Number          Cost

Transportation    11  X 500  =  5500 

Selling Effort                   450

Payable Days      30             .00

Preliminary Results                Quarter  0

Range Summary    Domestic  Fashion   Contract

Demand At Cost      24472     8274       8941

Closing Inventory   11134        0       5504

Sales Income        57748

Net Profit           1944

Overdrafts              0

Cash                 3728

Purchases & Sales  Domestic  Fashion   Contract   Total

Opening Inventory     11606        0       6445

+ Gross Purchases     24000     9500       8000   41500

= Available Inventory 35606     9500      14445

- Demand At Cost      24472     8274       8941

= Markdown                0     1226          0    1226

= Closing Inventory   11134        0       5504   16638

Operating Expenses  Quarter  0  

Selling Effort             500

+ Transportation          5500

+ Other Expenses          7000

- Volume Discount            0

- Payment Discount           0

= Operating Expense      13000

Income Statement Quarter-3 Quarter-2 Quarter-1 Quarter 0

Sales Income         45475     74098     54777     57748

Gross Profit         14232     21736     16281     16061

- Markdowns            379       951       516      1226

- Operating Expense  11682     11230     12575     13000

- Interest Paid       -123      -156       -46      -109

= Net Profit          2294      9711      3236      1944

- Payment To Parent   1921      7483      2627      1658

= Retained Profits     373      2228       609       286

Balance Sheet    Quarter-3 Quarter-2 Quarter-1 Quarter 0

Parent Equity

Share Capital        5000     5000     5000     5000

+ Retained Earnigns -3096     -868     -259       27

= Total Equity       1904     4132     4741     5027

Current Assets

Inventories          8376    12063    18051    16638

+ Cash               4222     5352     1577     3728

= Current Assets    12598    17415    19628    20366

Current Liabilities

Overdrafts              0        0        0        0

+ Payment To Parent  1921     7483     2627     1658

+ Payables           8773     5800    12260    13681

= Total Liabilities 10694    13283    14887    15339

Key Ratios       Quarter-3 Quarter-2 Quarter-1 Quarter 0

Gross Profit %         31       29       30       28

Net Profit %            5       13        6        3

Inventory Days         17       15       30       26 

Financial leverage      0        0        0        0

This simulation is one of a comprehensive range of Computer Aided Management Education simulations developed by Hall Marketing, Studio 11, Colman's Wharf, 45 Morris Road, London E14 6PA.
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