PROMOTIONS ON TRIAL
ARE THEY WORTH THE TROUBLE?
Many retailers invest heavily in promotions. It’s not unusual for a grocer
to give away 5–10% of revenue through promotional discounts, and the
economic slowdown of the past two years has seen this figure creep
steadily upwards. Retailers now find themselves in a difficult position –
they suspect that promotions hurt the bottom line and generate a lot of
extra work for the organisation, but the need to preserve sales volume
makes them wary of cutting back. So are promotions worth the trouble?
This short note gives our perspective.

THE CASE AGAINST PROMOTIONS
Here’s the bad news: promotions tend to be even less profitable than
most retailers realise. Despite being one of the main tools for managing
short-term sales performance, they account for much less incremental
volume than first appears. It is common to underestimate the extent to
which promoted products cannibalise other items, or encourage stockpiling by customers: analysis of this behaviour shows that the economics
are a lot worse than is generally acknowledged.
Exhibit 1 illustrates the difference between a typical view of the economics of promotions, and the true picture once all volume effects are
accounted for. In this example, the true revenue increase from the promotions programme was only about one-sixth of what it first appeared
to be, and the true profit benefit only around one-third. In our experience this is not unusual: when we look at promotions on a case-by-case
basis, somewhere between 30% and 60% of them turn out to be unprofitable. It’s worth noting that this analysis assumes all promotional
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funding is genuinely tied to running promotions. In practice, we often find
that funding from a particular supplier can be redirected to support its products in other ways, such as through lower everyday prices.
In addition to frequent poor financial performance, promotions create a lot
of additional work for businesses. They disrupt the supply chain, require extra
labour in store, and complicate the relationship with suppliers, making it
much trickier to calculate the true cost of each product. They can sometimes
force buyers to take a short term, reactive view by creating pressure to
match competitor activity or last year’s sales performance. Promotions can
also generate a lot of friction within the organisation, for example between
merchandising and operations teams, and between different banners in
businesses with multiple formats.

The Case For Promotions
If promotions often perform badly, and generate a lot of disruption, should
retailers give up on them completely? Not necessarily. First, some promotions’ financial performance certainly justifies the hassle of running them.
Promotions that are well funded by suppliers, feature the right products
with the right promotional mechanism, and have an appropriate level of discount, make sound financial sense.
Second, retailers are right to fear the volume losses that deep cuts to the
promotions programme will cause. High fixed costs make it vital to continue
driving volume through the store. Even more importantly, lost volume is
usually handed to competitors, enabling them to run their own operations
more efficiently.
Third, there is an identifiable – and large – segment of customers who actively
seek out promotions. An everyday low price (EDLP) strategy represents the
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clearest way of communicating ‘great value’, and can work well if a retailer is
only targeting value-sensitive customers. But many retailers are trying to
capture as much trade as possible from the area around their store, which
means appealing to many different types of customer, and this need may
outweigh the extra complexity that promotions generate.
Finally, promotions can be a valuable tool for marketing purposes. A well-
designed set of deep-discount offers can provide a clear message for use in
store or for advertising campaigns. In most retail sectors, there are few other
ways of creating comparable ‘news’ or excitement to attract new customers.

Our Verdict – and the Solution
Some promotions are worth the trouble – but plenty are not. Given the high
levels of promotional activity in the market today, many retailers would benefit from reductions in promotions, as long as they can adjust the mix of activity to preserve volume. In most cases, the aim should be to do a little more
of what works, a lot less of what doesn’t, and at the same time to adopt a
more forward-looking, efficient approach to managing promotions. In our
view, there are three requirements for making sure promotions are worth the
trouble:
1. Understand how customers really behave.
To know which promotions work and which don’t, a retailer needs to understand how customers respond to them. It is vital to measure how much of the
volume generated by promotions is truly incremental, and how much is
merely cannibalised from other products on the same shelf, or pulled forward
as customers stockpile non-perishable products. Store-switching behaviour
and differences in customer profitability are another major influence on the
economics of promotions. Ultimately, a retailer needs to systematically
measure and analyse the customer behaviour that determines promotional
effectiveness, and reshape its promotions programme accordingly.
2. Understand supplier objectives.
If a supplier’s ‘promotional’ funding can be used to drive additional volume
in other ways, the true economics of its promotions will often be unfavourable: with this in mind, it is important to understand what each supplier’s promotional strategy seeks to achieve. A retailer’s private label manufacturers
can provide useful information on production costs, allowing a retailer to calculate its suppliers’ economics – and thereby to infer which promotions truly
are ‘fully funded’, and which aren’t.
3. Bring the promotions programme under tighter control.
Retailers should take careful stock of how much time and effort is being
spent on running promotions, and strive to reduce it. Though it might sound
straightforward, minimising the trouble promotions cause often entails a
major change in approach: planning in batch, well ahead of time, and based
on the retailer’s agenda, not its suppliers’. In addition, the cost and disruption which promotions generate for store operations and the supply chain
need to be fully understood, accounted for, then minimised through better
coordination with merchandising. Ultimately, retailers control promotions –
not the other way round.
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