102,000 Cupcakes in Business Disaster
	Rachel Brown runs a small, online cake-making business called Need-a-Cake. It specialises in birthday and wedding cakes such as the ‘Louis Vuitton Handbag’ cake on the right (£99). The cakes are hand-made (in Reading) and delivered to the door. 
In addition to these special occasion cakes the business makes a range of cupcakes that sell for £26 per dozen. This has been a small sideline with sales as low as 100 cupcakes per month. To achieve higher product trial, early in 2011 Rachel agreed with GroupOn to offer the cupcakes at 75% off, i.e. £6.50 for 12. 
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The terms of the promotion were that, of the £6.50, Need-a-Cake would receive just £2.20 (instead of £26!) with the balance being kept by GroupOn. Rachel knew this tiny income was insufficient to cover her costs, but she only expected a couple of hundred orders from the maximum of 1,000 coupons she agreed with GroupOn. As the offer was to be restricted to the area around Reading, she hoped for a high level of repeat purchase from local people.

Rachel tried to prepare for the expected sales increase, but GroupOn launched the offer some days before the agreed date in February 2011. It then proceeded to offer it across the UK with more than 8,000 people cashing in the coupon. By the time Rachel persuaded GroupOn to cancel the offer, orders had come in for 102,000 cupcakes.
	[image: image2.jpg]



	“Without doubt, it’s the worst ever business decision I have made,” explained Brown. “It’s been an absolute nightmare.” Need-a-Cake’s 8 staff were unable to cope with the demand, and 25 extra staff were drawn in to cope with the sales rush. When orders were piling up, waiting customers sent angry emails to Need-a-Cake, but the company was trying its best. When the dust settled, Rachel calculated that they had lost £12,000 – enough to wipe out the year’s profit. She won’t be rushing to use GroupOn again.
The picture shows Rachel 2nd from the left, with some staff and a birthday crocodile.


Questions (30 marks; 35 minutes)
1. Explain why a business such as Need-a-Cake might be willing to sell products at a loss on order to boost product trial. 
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2. Examine the probable effect of Need-a-Cake’s promotion on the cash flow of the business. 
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3. Outline two opportunity costs to Need-a-Cake of the GroupOn promotion.

    (4)

4. The Specification highlights ‘the importance of demand’. Discuss what other factors a business such as Need-a-Cake needs to consider in order to be successful. 
            (15)
Marking suggestions

1. Explain why a business such as Need-a-Cake might be willing to sell products at a loss on order to boost product trial. 






(5)

· In the hope that the product trial leads to repeat purchasing, i.e. that (on the sticker album and stickers model) even though the business loses on the first purchase, the additional purchases make more than enough profit to make the whole plan profitable

· Clearly this only works if the product is so great as to ‘convert’ triallists into regular purchasers

2. Examine the probable effect of Need-a-Cake’s promotion on the cash flow of the business. 









(6)

· It would probably have been hugely damaging to cash flow; the first impact would be the need to increase massively the purchasing of ingredients such as flour and sugar; then would come the big increase in weekly wages as an extra 25 staff were brought in
· ... then there’s the question of the cash inflows; if the £6.50s came directly to Need-a-Cake (before £4.30 was passed onto GroupOn), the fact that the cash was received at the time of the order would have helped keep cash inflows high; of course, if GroupOn received the cash first of all, it would be vital that Need-a-Cake should get their £2.20 share as soon as possible

· Overall, though, the fact that the business made losses on the promotion indicates that the overall cash flows must have been negative – and therefore risked pushing the business into a negative cash flow position

3. Outline two opportunity costs to Need-a-Cake of the GroupOn promotion.
(4)

· Opportunity cost is the cost of missing out on the next best alternative

· The chaotic effects upon the business of this unexpected rise in demand might have distracted the management and staff from other everyday things such as maintaining high quality on the usual wedding and birthday cakes

· The financial resources (cash, especially) ploughed into the cupcake promotion will not now be available to invest in the other parts of the business

4. The Specification highlights ‘the importance of demand’. Discuss what other factors a business such as Need-a-Cake needs to consider in order to be successful. 

              (15)

· The importance of demand can hardly be overstated; without customers a business is a vanity project
· Yet demand is not enough, because the business can only survive if demand can be met by supply at a cost that ensures a reasonable level of profit; to be effective, that supply must be in the right place at the right time to meet customer requirements – and in some cases even that is not enough, because the customer may need after-sales service to make the original purchase successful

· To achieve the right supply at the right cost, the business must make sure it employs the right number of people, and with the right type of employment contract; in this case, it was great to be able to bring in 25 temporary staff to supplement the full-timers; needless to say, if the business had hired these extra staff on a full-time, permanent  basis, it would be saddling itself with excessive fixed costs

· A further factor to consider is the selling price. ‘Demand’ is important, but it must be at a price high enough to allow for profit to be made. In this case, ‘demand’ at £6.50 per 12 cupcakes (yielding just £2.20 for Need-a-Cake) was at too low a price level to allow the business to survive in the long term
