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The schizophrenic role of costs

in your business

By Jon Manning

According to the World Bank, the global economy (including Australia’s) is in for several years
of above average inflation and below average growth, a phenomenon that economists call
“stagflation”. There is a generation of business owners who have never had to operate in this sort
of economic climate before who will need to explore different tools to manage their businesses.

In this, the first of two articles for Groundswell, | will explore
the challenges associated with managing costs.

Costs play a schizophrenic role in many businesses. On the
one hand, if you manage costs below the amount of revenue
you earn, you're in profitable territory. But for the many
businesses who also adopt cost-plus pricing, if you can't
master the elusive skill of passing on price increases without
losing customers, you're trying to juggle the impact of costs
on top-line revenue growth and a ballooning costs base.

In a second article, | will explore pricing as a stagflation
management tool: why it is more important to manage value than
costs, as well as how you can benefit from an understanding
of behavioural economics and pricing psychology.

Pricing is always a huge challenge for businesses large and
small, but for the many that don't manage pricing strategically,
the current economic climate is making pricing a much bigger
headache than normal.

There are over 2 million SMEs (Small & Medium-sized
Enterprises) in Australia (including NGIV members), and a large
chunk of them wiill be using cost-plus pricing, a methodology
that involves totalling up a product or service's costs (that's
the ‘cost’ bit in “cost-plus”), adding on a desired profit margin
(that's the 'plus’ bit) and BOOM, you have a price.

The problems with this methodology are numerous:
» calculations of costs and the mark-up can be flawed

» you can over-price in weak markets and under-price in
strong markets

» you focus on historical costs while your prices are geared
towards future sales, and

» the methodology ignores demand.

And if you've been using cost-plus pricing over the last two
and a half years of the pandemic, you've probably spent more
time managing expenses than you've been managing prices,
revenue and profits.

The pandemic has been both a health crisis and an economic
crisis and, from an economic perspective, |'ve seen three
distinct phases:

1) An initial “Business Model Adaption” phase, where
companies scrambled to adjust their business models to
survive (eg, introducing contactless payments, delivery
services, etc).

2) Then there was a secondary phase where there was
pressure on businesses to start recouping some of the
revenue lost during lockdowns. This started to manifest
itself as 'transitory inflation’, with many commentors
expecting a period of rising prices to be short-lived.

3) But as we started turning the corner out of the pandemic
in 2022, and Russia invaded Ukraine, the transitory inflation
became anything but transitory. Some even called it
'Putinflation’.

In the first “Business Model Adaption” phase of the pandemic,
costs played havoc with the business of Australian SMEs, as
the following data from the Australian Bureau of Statistics in
March 2020" shows:

@ Fifty percent (50%) of Australian businesses made changes
to their workforce, mainly a reduction in the hours staff work.

@ Thirty-eight percent (38%) of businesses changed their
methods of delivery.

@ Thirty-eight percent (38%) of Australian businesses
renegotiated property rental or lease arrangements.

@ Twenty-nine percent (29%) of Australian businesses
reported difficulty sourcing raw materials.

@ Twenty-four percent (24%) of Australian businesses
deferred loan repayments, which were funding investments
in things such as stock, materials, vehicles, and technology.

During the second phase of the pandemic prices started

to rise, but the anticipation was that these price rises would
only be temporary. Scarcity was in abundance as supply
chains across many industries became increasingly congested
and hundreds of container ships awaited berths at major
shipping ports like Singapore, Shanghai, Rotterdam and

Los Angeles, unable to unload or load. Growers, shippers,
suppliers, wholesalers, manufacturers, retailers — everyone
was affected.
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But as we started to emerge from the second year of the
pandemic, inflation changed from transitory to entrenched.

In the June 2022 quarter, Australian inflation reached 6.1% pa,
a level last reached following the introduction of the GST (see
chart above, left). The driving forces of this inflation were the
transportation, housing and furnishing, household equipment
and services categories (see chart above, right).

On top of that has come the recent Fair Work Commission
decision on 15th June 2022 to increase the national minimum
wage by 5.2%, followed a couple of weeks later by an increase
in the Superannuation Guarantee rate from 10% to 10.5% on
1st July 2022.
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So, what should an Australian SME, possibly utilising cost-plus
pricing, do in this sort of environment, other than throw their
hands up in the air in despair?

Firstly, understand where your costs are rising, and where
they are not rising. Are costs rising in urban markets and not
regional markets, are they rising on some raw materials and
not others? Understand the dynamics of your costs.

Secondly, have you got underperforming assets or locations
that you could close to eliminate expenses. If you've moved to
offering a delivery service during the ‘Business Model Adaption’
phase mentioned above, do you still need all your physical,
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> bricks-and-mortar locations? With rising fuel prices, large
cardependant locations are likely to struggle with footfall and
sales. Getting these assets off the books can help lower rent,
utility and financial expenses.

You may also want to re-prioritise any geographic expansion
plans, favouring markets where the signs of demand and
growth are strongest.

Thirdly, review your working capital (inventory plus what is
owed by customers, less what is owed to suppliers). Have
you got too much inventory or some obsolete or slow-moving
items you should fire sale? Have you got the best terms from
suppliers and are your own terms and conditions optimal? In
Inflationary times, you're much better off getting cash today
than customers paying you in 30, 60, or 90, days' time.

Finally, you need to be effective with commmunicating price
changes. Customers rarely care about your costs (more on what
they do care about in the next article) but right now, in effect
you have a licence to justify a price increase on the basis of
rising costs, be it via an email or letter to customers or a sign
on the shop window or by the cash register.

What does a best practice price change communication look
like? It has six hallmarks: it's personal, it's transparent, it gives
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advance notice, it explains responsibility, it reminds readers of
value and explains why it's unavoidable.

Getting on top of your rising costs is the first step to managing
your business in times of stagflation.

In the next article, | will provide some initiatives focused on
pricing management and customer psychology. &1
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