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Price Promotion Elasticity and Profitability: Case Study of Hair Care and  Coloration Market in the Czech Republic 



Abstract: 


This thesis examines differences in price promotion elasticity and profitability and the 
 drivers for these differences in the context of a multinational company operating in the hair care 
 and coloration market in the Czech Republic. Two research objectives are pursued in the thesis: 


the first objective is to identify what brand and category characteristics drive price promotion 
 elasticity  and  profitability;  the  second  research  goal  is  to  evaluate  the  profitability  of  price 
 promotions  for a selected manufacturer. To achieve the objectives,  642 weekly  observations 
 were analyzed in the study of price promotion elasticity and 231 observations in the analysis of 
 price promotion profitability. Analysis  of variance (ANOVA) was performed to  identify the 
 effects  of  the  independent  variables  on  promotion  elasticity  and  profitability.  The  thesis 
 identified that brands with higher levels of market share, brand equity, manufacturer’s media 
 advertising,  in-store  promotional  support,  and  event  association  experience  higher  price 
 promotion  elasticity.  Conversely,  a  number  of  brands  in  the  product  category  is  negatively 
 associated with price promotion elasticity. With regards to the profitability, high-share brands 
 appeared to enjoy more profitable price promotions whereas the promotion profitability of the 
 premium-priced brands is not significantly different from those of low-equity. In addition, high 
 levels  of  media  advertising  and  in-store  promotional  support  are  negatively  associated  with 
 price promotion profitability. Finally, a higher number of brands in the product category and 
 the event association has a negative effect on the promotion profitability. The thesis concludes 
 by indicating the ways for the manufacturer to improve the effectiveness of price promotions 
 and suggesting the limitations and direction for further research.  
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1.  Introduction 



1.1.  The Relevance of the Topic 


The fast-moving consumer goods (FMCG) market may be described as a high volume 
 of  repeated  purchases  and  low  margins.  Therefore,  manufacturers  operating  in  a  highly 
 concentrated  market  usually  focus  on  building  brand  loyalty  to  ensure  sustainable  growth. 


Businesses turn to various marketing mix elements to be ahead of or, at least at the same level 
 as  the  competition.  Besides  product,  price,  and  place,  promotion  proves  to  be  the  force  that 
 drives  consumer  attention  (Samiya,  et  al.,  2015).  Effective  communication  and  promotion 
 campaigns can give a unique competitive advantage to brands and allow them to stand out from 
 the competition (Singh, 2012). Businesses spend large amounts of their budgets on promotional 
 activities  that  are  positively  associated  with  sales,  including  price  promotions,  i.e.,  temporal 
 reduction in the price of the product (Sriram & Kalwani, 2007). 


In  the  modern  competitive  business  world,  price  promotions  appear  to  be  useful  for 
 generating short-term increases in sales volume. Therefore, spending in this category remains 
 the largest among FMCG companies (Kotler, 1997). However, the effectiveness of these actions 
 has been questioned by both business professionals and academics.  For example, a retailers’ 


pass-through rate and competitors’ reactions may affect the productivity of price promotions. 


Therefore,  predicting  the  competitors’  responses  and  negotiating  successful  promotion 
 strategies  with  distributors  may  foster  the  promotions’  effectiveness  (Pauwels,  2007). 


Additionally, consumers tend to modify their purchase behavior as a response to frequent price 
 promotions (Buzzel, et al., 1990). Thus, understanding and assessing consumers’ sensitivity to 
 price changes is critical in developing effective price promotion strategies (Bolton, 1989).  


However,  both  short-term  and  long-term  effects  should  be  considered.  Although  the 
short-term positive impact is notable, academics and business professionals argue whether such 
actions have a long-term positive effect on consumers’ brand perception. Many studies have 
previously  focused  on  the  analysis  of  promotional  activities  (e.g.  price  discounts)  and  their 
impact  on  brand  equity  in  the  long-term  (Mendez,  et  al.,  2015);  (Rizvi,  et  al.,  2012).  For 
instance, Sinha & Verma (2018) examined the potential impact of price promotion on various 
brand equity pillars, including brand awareness, brand loyalty, brand association, and perceived 
quality.  Specifically,  the  authors  focused  on  the  relations  between  utilitarian  and  hedonic 
benefits  of  price  promotions.  Utilitarian  benefits  refer  to  “the  functional,  instrumental  and 
practical  benefits  of  consumption  offerings”,  whereas  hedonics  refer  to  “their  aesthetic, 
experiential, and enjoyment-related benefits” (Chitturi, et al., 2007, p. 3). The authors’ findings 
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 concluded that the utilitarian benefits of price promotions maximize the effect on brand loyalty, 
 and the hedonic benefits have the maximum effect on brand association (Sinha & Verma, 2018). 


Therefore,  when  introducing  different  promotional  activities,  such  as  price  promotions, 
 marketers specifically manage the trade-off between short-term sales effects and potential long-
 term  impact  on  brand  equity.  Manufacturers  are  responsible  for  designing  the  optimal  price 
 promotion policies that will ensure short-term  profitability and long-term  positive  effects on 
 their brands. It is important to mention that, although price promotions’ long-term effects are 
 significant, they are not part of the current analysis. 


As  a  result,  companies  currently  face  two  important  and  complex  questions:  How  to 
 manage such price promotion activities, and how to make them both effective and profitable? 


Leading  consumer  products  businesses  started  focusing  on  this  issue  by  introducing  a  new 
 department  within  their  organizations,  “Revenue-Growth  Management”.  Previous  market 
 analyses have shown that “winning” companies put considerably more emphasis on their price 
 promotions strategies by adjusting the promotion calendars and promotion intensity  (McKinsey 


& Company, 2016). 


Alternatively,  marketing  managers  may  allocate  their  budgets  to  other  types  of 
 promotions,  such  as  advertising  or  in-store  promotional  activities,  which  also  raise  brand 
 awareness,  increase  brand  loyalty,  and,  more  importantly,  positively  impact  sales  volume 
 (Samiya, et  al., 2015). Depending on the level of seniority within the organization, different 
 marketing concerns arise:  brand managers are concerned  with  allocating  the budgets  to  gain 
 market share or sales volume, whereas trade marketing managers evaluate the profitability of 
 the investments in in-store promotion activities  (Abraham & Lodish, 1993). 


Additionally,  managers  tend  to  combine  price  promotions  with  other  communication 
 campaigns, such as traditional or mass media and digital media campaigns. These actions have 
 a different impact on sales volumes and vary across brands and product categories. Essentially, 
 media advertising is considered to raise brand awareness among consumers and have a long-
 term  positive  impact  on  brand  equity.  On  the  other  hand,  the  short-term  effect  of  media 
 advertising  is  less  significant  (Sriram  &  Kalwani,  2007).  Hence,  managers  turn  to  price 
 promotions  with  the  goal  to  generate  short-term  incremental  sales  to  acquire  market  share. 


Thus,  it  is  of  high  importance  for  marketers  to  understand  the  drivers  of  the  promotion 
effectiveness.  Previous  studies  examined  the  factors  associated  with  stronger  sales  volume 
responses when various marketing activities are combined. The investigated drivers for sales 
volume  response  included,  brand  leadership,  brand  price  premium,  promotion  clutter,  and 
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 supporting  advertising    (Keller,  et  al.,  2019).  Bolton  (1989)  analyzed  similar  variables  but, 
 added more brand-specific characteristics, such as brand use of in-store features and displays. 


Understandably, manufacturers have to perform a certain amount of price promotions 
 for  preventive  purposes  –  for  example,  to  protect  their  brand  market  shares  in  increasingly 
 competitive markets (Jones, 1990). This is a reasonable response to market saturation, although 
 the  cost  factor  must  not  be  neglected  as  well.  Hence,  the  question  arises  whether  such 
 promotional  activities  are  economically  viable  for  manufacturers  (Srinivasan,  et  al.,  2004). 


Although businesses invest millions in price promotions, the profitability of these actions has 
 been frequently questioned by managers. There are various stakeholders, such as retailers and 
 competitors, involved in the implementation of the promotion strategy, and their decisions may 
 affect  the  profitability  of  the  price  promotion  campaigns  (Pauwels,  2007).  According  to 
 previous  studies  and  publicly  available  statistics,  many  manufacturers  consider  price 
 promotions not profitable, with most of the gain going to the retailers (Dreze & Bell, 2003). 


Nowadays, retailers put high pressure on manufacturers and specifically,  on temporary price 
 reductions. Therefore, businesses have to support such activities by temporarily reducing the 
 buying price for their distributors and often cover unilaterally any in-store shelf displays and 
 advertising (Buzzel, et al., 1990). This led to broad discussions at the top level of leading FMCG 
 companies on the sustainability of short-term price promotions 


Manufacturers constantly face a trade-off between incremental sales volume, which, in 
turn, increases  brand market  shares  and profit margins.  Therefore, marketers  are required to 
analyze  different  promotion  types  and  selected  brands  to  understand  the  impacts  on  sales 
volume and promotion profitability. Figure 1 illustrates the impacts of various price elasticity 
levels  on  sales  volume  and  profitability.  Most  importantly,  different  brands  have  different 
variable  costs,  e.g.,  production  costs.  This,  in  turn,  affects  the  impact  of  temporary  price 
reductions. Therefore, even though lower price elasticity levels have a positive impact on brand 
sales volume, the effect on profitability is, in most cases, negative (Jones, 1990). Therefore, the 
analysis  of  the  drivers  of  price  promotion  elasticity  is  critical  for  companies.  As  a  result, 
pressure is placed on manufacturers’ marketing departments to develop a profitable promotion 
mix  (Dreze  &  Bell,  2003).  Hence,  increasing  the  return  on  investment  in  price  promotions 
remains one of the top priorities in consumer goods markets (Silva-Risso, et al., 1999). 
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Figure 1. Sales and Profit Outcomes of a 10% Price Reduction. Source: (Jones, 1990) 


The  presented  evidence  suggests  that  the  question  of  developing  and  maintaining 
 effective  and,  most  importantly,  profitable  price  promotions  proves  to  be  challenging  even 
 nowadays. Thus, these two dimensions will be the main focus of this thesis. 



1.2.  Research Problem 


This  thesis’s  key  objective  is  to  identify  what  effects  do  various  brand  and  category 
 characteristics  have  on  price  promotion  elasticity  and  profitability  in  the  context  of  a 
 multinational company operating in the hair care and coloration market in the Czech Republic. 


The second goal of this research is to analyze whether price promotions  generate positive or 
 negative returns on investments for the selected manufacturer. 


The key analysis lies in examining whether price promotion elasticity and profitability 
 are positively or negatively affected by brand characteristics, such as brand market share, brand 
 equity, level of manufacturer’s media advertising as well as in-store promotional investments, 
 and  category  characteristics,  such  as  a  number  of  brands  within  the  product  category,  and 
 category-event association. In my analysis, I will focus on temporary price reductions as one of 
 the  types  of  price  promotions.  To  satisfy  the  research  question,  the  dataset  includes  642 
 observations for the analysis of price promotion elasticity and 231 observations for the analysis 
 of profitability, representing drug and food retailers in one calendar year. 



1.3.  Thesis Structure 


The thesis is structured in the following way. In the theoretical part, the most relevant 
studies with their key findings will be presented and then followed by the potential research 
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 gap.  The  emphasis  will  be  devoted  to  past  research  focused  on  similar  areas,  such  as  price 
 promotion elasticity and profitability. The models which were used to assess the effectiveness 
 of price promotions, as well as profitability, will be described. Additionally, the ways this thesis 
 incorporates existing findings and its differences from prior academic studies will be presented. 


The empirical  analysis  starts  with  introducing  the FMCG  market  in  the Czech Republic and 
 specifically, the latest trends in the hair care and coloration segment. Then, the collected data 
 and the statistical methods that will be implemented in the current research are introduced. The 
 central aspect of the practical part will be the hypotheses testing and the presentation of findings 
 and  their  comparison  with  prior  research.  Finally,  the  possible  managerial  applications, 
 limitations of this thesis and potential recommendations for further research are discussed. 



2.  Literature Review 


There is broad research available on the topic of price promotion elasticity, and the most 
 relevant  studies  are  going  to  be  presented  in  this  chapter.  Alternatively,  the  subject  of  price 
 promotions  profitability  is  lacking  empirical  analyses  due  to  possible  data  limitations, 
 especially on the cost-side of manufacturers. This may have been caused by the manufacturers’ 


unwillingness  to  share  such  sensitive  data.  As  well,  many  discovered  studies  focused  on 
 promotion profitability for retailers and the overall effect of promotions on the manufacturers’ 


profitability. However, the analysis of each individual price promotion was not identified in the 
 literature review. More than 50 academic articles with various research methods focusing on 
 price promotion elasticity and profitability were reviewed. Few research papers were selected 
 as  key  relevant  studies  because  of  their  methodology  and  analyzed  drivers.  This  chapter 
 includes  the  definition  of  key  terms  used  in  the  course  of  this  thesis,  analysis  of  previous 
 findings for both price promotion elasticity and profitability, and, finally, the introduction of 
 key drivers that are considered to affect the key measures of this research. 



2.1.  Definition of Terms 


In the course of this thesis, I am going to operate with several terms that are important 
to be defined. The terms used in this thesis were derived from prior studies that focused on price 
promotion elasticity and profitability. 
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 Price promotion 


This term refers to the promotional activities for a brand at a retailer, which in this thesis 
 is defined as a temporary price reduction (Sriram & Kalwani, 2007). Academics use different 
 terms when discussing the manufacturer’s promotional activities, such as sales promotions and 
 trade  promotions.  However,  in  this  thesis  I  will  refer  to  them  as  price  promotions  to  avoid 
 possible confusion. 


Price promotion elasticity 


Academics  operate  with  different  terms  when  describing  the  effectiveness  of  price 
 promotions  including  relative  sales  response  to  promotions,  discount  elasticity,  price 
 promotion effectiveness, or brand promotional elasticity. Alternatively, the focus of this thesis 
 is on price promotion elasticity, i.e., the percentage change in units volume of a particular good 
 with  respect  to  the  temporary  change  in  the  price  of  this  good  .  The  term  price  promotion 
 elasticity  in  this  thesis  is  consistent  with  the  previous  research  frameworks  (Bolton,  1989); 


(Ailawadi, et al., 2006) & (Keller, et al., 2019).  


Brand equity 


In the analyses of price promotions, academics usually use the term brand equity when 
 referring  to  the  difference  between  the  brand  price  and  the  price  of  the  private  label  in  the 
 respective product category (Slotegraaf & Pauwels, 2008). This measure is derived from the 
 brand price premium (Keller, et al., 2019); (Ailawadi, et al., 2006) & (Srinivasan, et al., 2004). 


In  general,  more  premium-priced  brands  have  higher  brand  equity  compared  to  that  of  low-
 priced brands. Therefore, a similar methodology will be followed in this thesis. 


Price promotion profitability 


This  term  refers  to  the  net  returns  generated  by  price  promotions,  which  include  the 
 manufacturer’s revenues from price promotions as well as all costs related to their execution, 
 including the retailer’s discounts for purchased products, production and distribution costs, and 
 other marketing investments, such as media advertising and in-store promotional support. The 
 interpretation of this term was verified by the manufacturer’s representative. 



2.2.  Price Promotion Elasticity 


Even though price promotions are one of the most common promotion tools, questions 
arise on measuring their effectiveness and profitability (Chandon, et al., 2000). The first studies 
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 that were done on this topic analyzed whether promotions and their effect on sales volume can 
 be measured (Taylor, 1965). Marketing and sales departments expect the rise in sales volume 
 to final consumers when introducing price promotions. However, the sales volume uplift may 
 vary significantly across brands in the same product category. The research in the area of sales 
 responsiveness to temporary price changes has several streams. Initially, most scholars focused 
 on the consumer side of the response, i.e., price sensitivity, brand loyalty, and brand perception.


The findings were consistent among the academics studying the change in consumer behavior 
 to price promotions (Mendez, et al., 2015) & (Sinha & Verma, 2018). They stated that utilitarian 
 benefits of monetary promotions contribute to the increase in brand loyalty among consumers, 
 whereas  hedonic  benefits  positively  impact  the  brand  association.  Other  studies  focusing  on 
 consumer  response  to  promotions  concluded  that  the  congruency  of  these  benefits  with  the 
 consumer’s shopping goals leads to higher promotion effectiveness (Buttner, et al., 2015). The 
 authors  found  that  monetary  promotions  provide  primarily  utilitarian  benefits,  whereas  non-
 monetary promotions generate hedonic benefits to consumers.  


In turn, these findings triggered a stream of research on the opposite side of the price 
 promotions by conducting various studies to identify the differences in sales volume response 
 to promotions and the drivers for these differences. One of the early studies included Abraham 


& Lodish’s (1993) research, where they utilized their promotion analysis system to measure the 
 short-term incremental sales of price promotions. Other papers built on existing findings and 
 developed more complex research analyses. In general, academics refer to several sources of 
 sales  volume  response  to  promotions:  brand  switching,  stockpiling,  purchase  acceleration, 
 primary demand expansion (Blattberg & Briesch, 2012). Brand switching refers to consumers 
 switching  their  purchases  from  other  brands;  stockpiling  includes  increased  purchases  from 
 current  consumers;  purchase  acceleration  refers  to  lowered  inter-purchase  time;  primary 
 demand expansion means new consumers entering the market. 


Many academics, when studying the responsiveness of the sales volume to promotions, 
 refer to price promotion elasticity (Bolton, 1989); (Bell, et al., 1999); (Narasimhan, et al., 1996) 


& (Simon, 2015). This measure may be expressed as the ratio of the percentage change in sales 
 volume of a particular good to the percentage change in the price of that good: 


𝜀𝑖 =  𝛿𝑄𝑖


𝛿𝑃𝑖  ×  𝑃𝑖


𝑄𝑖, where: 


•  𝜀𝑖 is the elasticity of sales volume of good i with respect to a change in the price 
 of good i; 


•  𝑄𝑖 is the sales volume of the good i; 
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•  𝑃𝑖 is the price of the good i. 


Initially, the studies examined whether sales volume response to promotions is driven 
 by consumer brand choice. In one of the analyses, Neslin, et al. (1985) focused on consumer 
 purchase decisions regarding the driver of the salesincrease: inter-purchase time and purchase 
 quantity. The researchers found that the sales volume of promoted brands is usually higher than 
 those non-promoted due to increased consumer purchase quantity. On the other hand, the inter-
 purchase time did not prove to be the driver of the sales volume changes. Other studies focused 
 on understanding the reasons behind the increased consumer purchase quantity and what types 
 of  consumers  drive  this  change.  Some  findings  included  that  the  largest  share  of  the  sales 
 increase  is  driven by  price-sensitive  consumers  who react  instantly to  brands’  price changes 
 (Silva-Risso, et al., 1999). This finding was also supported in other studies stating that 75% of 
 the promotional elasticity is driven by brand switching (Bell, et al., 1999). What is important to 
 reference  is  that  both  studies  identified  that  a  relatively  small  proportion  of  increases  are 
 explained  purely  by  temporary  price  reductions.  This  proves  the  fact  that  price  promotion 
 elasticity is also affected by other factors. 


In another series of research, the focus has shifted towards understanding the differences 
 in  price  promotion  elasticity  with  several  market,  brand,  and  category  characteristics  being 
 analyzed. Various academics conducted thorough empirical studies to identify what drives the 
 responsiveness of the sales volume to promotions. Among others, the relevant research papers 
 for this thesis include the analyses of Narasimhan, et al. (1996), Bolton (1989), Keller, et al. 


(2019), Ailawadi, et al. (2006) and Slotegraaf & Pauwels (2008). The promotional response has 
 been examined for both short-term and long-term effects. For example, Slotegraaf & Pauwels 
 (2008) tried to explain whether the permanent effect of temporary price promotions on sales 
 volume  exists.  The  analysis  involved  a  time-series  approach  with  various  independent 
 variables, including brand equity and product innovation. They supported their hypothesis that 
 brands, on average, experience higher sales volume in the long-term due to price promotions 
 (Slotegraaf & Pauwels, 2008). However, it is important to note that the data available for this 
 thesis will not allow for the analysis of long-term effectiveness of price promotions. 


Another  comprehensive  study  in  the  area  of  price  promotion  effectiveness  was 
conducted in the Netherlands. The analysis aimed   to prove whether price promotion during 
event  periods  experience  a  larger relative sales  volume  response to  promotions compared to 
non-event  periods.  In  addition,  differences  in  sales  volume  responses  across  brands  and 
categories were examined to identify the drivers that managers should review when executing 
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 price  promotions.  The  investigated  drivers  included  category-event  fit,  event  sponsorship, 
 brand  leadership,  brand  price  premium,  promotion  clutter,  and  supporting  advertising.  The 
 empirical  analysis  included  a  collection  of  a  four-year  consumer  data  panel.  More  than  200 
 brands  from  30  consumer  products  categories  were  studied  in  the  four  biggest  retail  stores 
 across the Netherlands. Numerous variables were used to evaluate their association with sales 
 volume  response  changes,  among  which  were:  price  indices,  advertising  expenditures,  and 
 assortment breadth (Keller, et al., 2019). The results of the analysis supported the hypothesis 
 that  the  relative  sales  volume  response  to  promotion  is  more  elastic  during  event  times  and 
 identified  that  differences  in  the  extent  of  sales  response  were  driven  by,  among  others,  the 
 level of national-wide manufacturer’s media advertising (Keller, et al., 2019).  


Another  similar  piece  of  research,  but  with  a  different  approach  was  conducted  by 
 Narasimhan et al. (1996). In their analysis, the authors aimed to explain the differences in the 
 brand  promotional  elasticity  driven  by,  product  category  characteristics.  They  analyzed  a 
 broader  variety  of  categories  (108)  and,  thus,  put  their  efforts  into  determining  the  cross-
 category differences in promotional elasticity and their drivers, rather than on brand level. The 
 investigated independent variables included the number of brands in the product category, inter-
 purchase  time,  price,  private  label  share,  impulse  buying,  and  stockpile  ability.  This  was  in 
 addition to different types of promotions, such as pure price cuts, featured and displayed price 
 cuts,  being  examined. The main goal  of the study was  to  discover which activities are more 
 suitable  for  different  product  categories.  The  study  found  that  differences  in  promotional 
 elasticity  are  driven  by  category  characteristics  (Narasimhan,  et  al.,  1996).  Although 
 understanding the category differences is undoubtedly important, cross-category differences are 
 not within this thesis’s scope.  


Contrary  to  the  studies  of  Keller  et  al.  (2019)  and  Narasimhan  et  al.  (1996),  in  her 
research, Bolton (1989) analyzed promotional elasticities across four product categories; frozen 
waffles, liquid bleach, bathroom tissue, and ketchup at 12 stores using the differences in brand 
characteristics, and analyzed, among others, the effects of brand market share, manufacturer’s 
media advertising, and in-store display activity on price promotion elasticity. Similar to studies 
of Neslin, et al. (1985) and Silva-Risso, et al. (1999), the author found that her model explained 
a  relatively  small  share  of  brand  promotional  elasticity.  Her  findings  showed  that  brand 
characteristics contribute to the differences in promotional elasticities, which gives  space for 
further research on this topic (Bolton, 1989). The model’s valuable aspect is the analysis of a 
narrow sample, which thus gives generalized findings in the topic of promotional sales volume 
responses of brands within the category. Additionally, she focused on the effect of pure price 



(18)18 
 reductions and in-store promotional support, which corresponds to the current study. However, 
 brand equity had been omitted. Besides, the assortment breadth within the categories was not 
 analyzed, although other studies show that promotional elasticity differences may be related to 
 the number of brands (Raju, 1992).  


As  may  be  noticed  from  the  literature  review,  most  academics  focusing  on  brand 
 promotional  elasticity  analyzed  the  market,  category,  and  brand  characteristics  as  potential 
 drivers  for  the  differences  in  the  sales  volume  responsiveness.  These  drivers  include  brand 
 market  share,  brand  equity  or  brand  price  premium,  manufacturer’s  media  advertising, 
 manufacturer’s  in-store  promotional  support,  number  of  brands  in  the  product  category,  and 
 consumer price sensitivity. Their findings, in most cases, proved the relationship between these 
 drivers.  In  the  following  sub-sections,  I  am  going  to  review  their  findings  for  these  specific 
 characteristics. 



2.3.  Price Promotion Profitability 


The sources of incremental sales drive price promotion profitability, and each of them 
 may have a different impact. These effects are summarized in Table 1. As Blattberg & Briesch 
 (2012)  described,  brand  switching  may  be  highly  profitable  for  the  manufacturers  if  the 
 incremental sales cover the cost of promotion. On the other hand, increased purchase quantity 
 and shorter inter-purchase time may negatively affect the manufacturer’s profitability of price 
 promotion. Category expansion may be profitable for the manufacturers, although this effect is 
 difficult to quantify due to data complexity (Blattberg & Briesch, 2012).  


Source  Profitability 


Brand Switching  Highly profitable if increased quantity covers the cost of 
 promotion. 


Purchase Acceleration and/or 
 Stockpiling 


Mostly unprofitable. Can be profitable if stockpiling increases 
 consumption or takes purchases from competitors. 


Category Expansion  Profitable if incremental volume covers the cost of promotion. 


Table 1. Effects of Incremental Volume on Profitability of Promotions. Source: (Blattberg & Briesch, 2012) 


Although the effects above may explain a significant part of the price promotion effect 
 on the manufacturer’s profitability, the data constraints will not allow me to analyze them.  


There has been broad research conducted in the area of price promotion effectiveness.  


However,  the  cost-side  of  the  analysis  is  absent.  This  may  be  attributed  to  the  previously 
existing  data  limitations  (e.g.,  manufacturers  unwilling  to  share  sensitive  data)  and  a  more 
substantial focus on consumer purchasing behavior (Silva-Risso, et al., 1999); (Bucklin, et al., 
1998). In general, the research in the area of price promotion profitability has two directions: 
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 the  profitability  of  retailers  and  the  profitability  of  manufacturers  (Ailawadi,  et  al.,  2006); 


(Abraham & Lodish, 1993); (Blattberg & Levin, 1987) & (Srinivasan, et al., 2004).  


Although this thesis’s scope does not include the topic of profitability of retailers, few 
 analyses have shaped the methodology used in the empirical part. For example, in the research 
 of Ailawadi, et al. (2006), the authors examined the correlations between incremental increases 
 in sales, incurred costs, and profit margins for retailers. Although the study focused on the net 
 unit and net profit impact of price promotions for retailers, the key finding of their research is 
 the focus on individual promotions rather than aggregation on a higher level, which allowed the 
 authors to identify the impact of each of them. This methodology shaped the scope of the current 
 analysis.  


The  research  of  Srinivasan,  et  al.  (2004)  was  one  of  the  first  pioneering  studies  to 
 analyze  the  promotional  revenues  of  manufacturers  versus  retailers.  The  key  investigated 
 drivers  included  brand  characteristics,  such  as  brand  equity  and  brand  market  share,  price 
 promotion  characteristics,  such  as  frequency  of  promotions  and  their  depth,  and  category 
 characteristics, including, among others, variances of category shares, number of brands, the 
 share of private labels, storability of products and impulse buying. In general, the authors found 
 that every examined driver impacted both manufacturer’s and retailer’s revenues (Srinivasan, 
 et al., 2004). Although these findings are of important value for academia and practitioners, the 
 lack of manufacturer’s data did not allow authors to analyze manufacturer’s profit margins. 


In  general,  previous  studies  focusing  on  promotion  profitability  for  manufacturers 
 attempted to understand what drives the profitability, including the actions of competitors and 
 retailers, as well as brand and category characteristics (Blattberg & Levin, 1987); (Sriram & 


Kalwani, 2007) (Silva-Risso, et al., 1999) (Jones, 1990). One of the first attempts to explain the 
 price  promotion  profitability  was  made  by  Blattberg  &  Levin  (1987).  Their  study  aimed  to 
 design  a  model  to  evaluate  the  price  promotion  effectiveness  and  profitability  for  the 
 manufacturer with the use of the promotion cycle between the manufacturer, the retailer, and 
 the  consumer.  The  model  incorporated  the  retailer’s  decision  when  forward-buying  the 
 manufacturer’s products. In their analysis of profitability, the focus was placed on incremental 
 profits and marginal costs of each unit sold under the promotion. Their analysis found that most 
 price promotions are unprofitable for the manufacturers. 


Another topic in prior studies was the optimal allocation of budgets to promotions and 
the establishment of decision support systems for price promotion planning for manufacturers 
(Silva-Risso, et al., 1999). This research also focused on the drivers of incremental sales, which 
are presented in Table 1. The authors supported the previous findings that the most significant 
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 driver proved to be the brand switching among consumers compared to purchase acceleration 
 and stockpiling. Additionally, the authors analyzed the price promotions and their profits for 
 both the retailer and the manufacturer with different pass-through strategies. The results showed 
 that the constant retailer’s pass-through rate brought optimal profits to both counterparties. On 
 the other hand, varying this rate based on discount depth gave more flexibility to manufacturers. 


A similar direction was taken by Sriram & Kalwani (2007), who analyzed the manufacturer’s 
 advertising and promotional budgets of two brands in the orange juice category. The  authors 
 found that manufacturers’  investments into  price promotions  are above the optimal budgets, 
 and reducing their actual investments would have led to higher profitability.  



2.4.  Brand and Category Characteristics 


In  previous  sections,  the  most  relevant  analyses  were  presented  as  well  as  their  key 
 findings. In this section of the literature review, the key brand and category characteristics will 
 be presented with previous findings that will be used to develop hypotheses for the analysis. 


2.4.1. Brand Market Share 


Various  reviewed  studies  include  brand  market  share  as  one  of  the  drivers  for  the 
 differences in price promotion elasticity. The level of brand market share may be associated 
 with  patterns  in  consumer  behavior.  For  instance,  according  to  Fader  &  Schmittlein  (1993), 
 brands with high market share are usually observed to have higher repeat purchases by loyal 
 consumers,  whereas  price-sensitive  brand  switchers  prefer  low-share  brands.  Most  research 
 proved that high-share brands usually experience flat, stable sales and, thus, experience lower 
 price promotion elasticity promotions (Bolton, 1989) & (Pauwels, 2007). This may be attributed 
 to higher loyalty among consumers and lower brand switching effects (Fader & Schmittlein, 
 1993).  This  conjecture  has  also  been  supported  in  Srinivasan  et  al.  (2004)  research,  whose 
 findings  proved  that  small-share  brands  enjoy  more  elastic  revenues  during  temporary  price 
 promotions. 


Regarding  brand  market  share  and  its  effect  on  price  promotion  profitability,  the 
scholars  agree  that  high-share  brands  tend  to  stand  out  from  the  competition,  which  can  be 
attributed  to  the  high  level  of  brand  awareness  and  top-of-mind  recognition  (Keller,  et  al., 
2019). This, in turn, allows them to achieve better visibility and gain more shelf space (Hoch, 
et al., 1994). Although lower promotion elasticity of high-share brands does not generate high 
levels of incremental sales, these brands‘ market power allows manufacturers to negotiate more 
beneficial promotional agreements with retailers (Srinivasan, et al., 2004). 
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 2.4.2. Brand Equity 


Academics  propose  this  measure  to  be  a  reasonable  equivalent  of  a  brand  price 
 premium, i.e., the difference between the brand own price and the price of the private label in 
 that product category (Slotegraaf & Pauwels, 2008). A few studies aimed to examine the effect 
 of price promotions on brand equity and its dimensions (Sriram & Kalwani, 2007); (Ailawadi, 
 et al., 2003). On the contrary, other analyses tried to understand whether brand equity drives 
 the differences in sales volume response to promotions (Slotegraaf & Pauwels, 2008); (Keller, 
 et  al.,  2019).  The  findings  suggested  that  national  (high-equity)  brands  experience  a  higher 
 impact of price promotions compared to low-equity brands (Sivakumar & Raj, 1997) (Blattberg 


& Briesch, 1995). This may be attributed to higher brand switching when high-equity brands 
 are promoted (Srinivasan, et al., 2004). Additionally, academics agreed that advertising and in-
 store promotional support for high-equity brands generate greater purchase intentions and foster 
 the brand’s competitive advantage (Bearden, et al., 1984) & (Alba, et al., 1991). Interestingly, 
 Narasimhan, et al. (1996) found that pure price cuts have higher promotional elasticity for high-
 priced brands whereas displayed price cuts are associated with lower promotional elasticity for 
 these brands. However, this pattern may not be applicable to all product categories. 


Although  temporary  price  reductions  make  higher-priced  brands  more  salient  to 
 consumers, the risk of the higher cost is present as well. Prior studies identified that high-equity 
 brands  experience lower incremental  revenues during promotions  (Ailawadi,  et  al.,  2006) & 


(Srinivasan, et al., 2004). However, higher brand equity allows manufacturers to charge higher 
 premiums  and  thus  enjoy  higher  profit  margins  during  promotions  compared  to  low-equity 
 brands with lower profit margins (Sriram & Kalwani, 2007). 


2.4.3. Manufacturer’s Media Advertising 


The topic of media advertising has been researched from many different perspectives. 


There  is  broad  research  available  on  the  comparison  of  advertising  and  price  promotion 
elasticities. The authors found that, on average, price reduction leads to 20 times higher levels 
of  elasticity  compared  to  advertising  (Sethurman  &  Tellis,  1991).  Besides  the  cross-
relationship,  the  inter-relationship  of  these  two  marketing  activities  was  examined.  In  her 
research,  Bolton  (1989)  focused  on  the  impact  of  intensity  of  media  advertising  on  price 
promotion  elasticity.  However,  the  author  did  not  find  the  relationship  between  the  brand 
promotional elasticity and the level of media advertising. Therefore, this topic is of important 
value for future research and will be studied in this thesis. In general, advertising elasticity is 
much  smaller  in  absolute  magnitude  than  promotional  elasticity  (Sriram  &  Kalwani,  2007). 
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 Hence, linking media advertising together with price promotions, may generate higher levels 
 of price promotion elasticity. Other authors supported the hypothesis that brands with higher 
 media advertising levels experience higher sales volume response to price promotions (Keller, 
 et al., 2019).  


However,  due  to  low  advertising  elasticity,  the  cost  effect  may  end  up  prevailing. 


Therefore,  the  profitability  of  such  actions  may  be  examined.  On  the  other  hand,  the 
 manufacturers may follow other goals than pure profitability when launching media advertising 
 campaigns because they have a high impact on brand awareness and thus, their effect may be 
 visible in the long-run (Sriram & Kalwani, 2007). Alternatively, heavily advertised brands tend 
 to have a higher consumer pull, which may lead to better promotional deals with the retailers, 
 i.e., promotions are, at least partially funded by retailers (Ailawadi, et al., 2006). 


2.4.4. Manufacturer’s In-Store Promotional Support 


The main goal of in-store promotional support is to drive consumers to the store, leading 
 to  higher  elasticity  and  profitability  of  promotions  (Blattberg  &  Briesch,  2012).  Previous 
 analyses have already focused on in-store displays and their effect on sales volume response. 


The  authors  analyzed  and  proved  the  correlation  between  installed  in-store  displays, 
 promotional  banners  and  interactive  kiosks,  and  sales  volume  in  distribution  points  in  the 
 promotion periods (Narasimhan, et al., 1996) & (Samiya, et al., 2015). On the other hand, the 
 frequently  displayed  brands  proved  to  have  lower  promotional  elasticity  due  to  a  change  in 
 consumer perception (Bolton, 1989). However, this thesis’s focus  will be on the level of in-
 store promotional support of individual price promotion.  


The findings on the matter of price promotion profitability go in the opposite direction 
 to the promotional elasticity. Several studies identified that brands with displayed cuts and in-
 store features are associated with lower profit margins (Srinivasan, et al., 2004) & (Ailawadi, 
 et  al.,  2006).  Thus,  the  questions  arises  whether  incremental  sales  volume  offsets  the  costs 
 related to the in-store promotional support.   


2.4.5. Number of Brands 


Category  penetration  proved  to  contribute  to  the  differences  in  brand  promotional 
elasticity  and profitability. Several  authors found that brands  in  the categories  with  a higher 
number of brands experience lower price promotion elasticity due to higher segmentation of 
the market (Narasimhan, et al., 1996); (Srinivasan, et al., 2004) & (Ailawadi, et al., 2006). Such 
differentiation  leads  to  lower  brand  switching  among  consumers  and  thus  generates  a  lower 
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 effect  on  selective  demand.  Another  explanation  is  that  brands  in  low-penetrated  categories 
 may have a better advantage to seperate themselves from the competition during a promotion. 


Similar  to  price  promotion  elasticity,  the  higher  number  of  brands  in  the  product 
 category is associated with lower manufacturer revenue (Srinivasan, et al., 2004).  


To  summarize,  brand  promotional  elasticity  plays  an  essential  role  in  designing  and 
 evaluating price promotion strategies. All of the analyses above are relevant to the current study 
 with regards to the examined variables, and several of them will be investigated in this thesis. 


Moreover,  they  demonstrate  the  usefulness  and  importance  of  the  undertaken  research.  The 
 synthesis and inter-relationship of these characteristics are of significant value for my analysis. 


However,  although  all  studies  describe  the  complex  relationship  and  correlation  of  a  large 
 number  of  variables,  the  analyses  are  purely  focused  on  plain  sales  data.  Another  potential 
 research gap in the topic of price promotion elasticity is the analysis of sales volume response 
 to  promotions  in  different  retail  channels.However,  this  relationship  will  be  analyzed  in  the 
 current thesis which brings uniqueness to the thesis’s findings. Incorporating the cost data might 
 help manufacturers and FMCG businesses to make a step forward towards optimal promotion 
 strategies  (Keller,  et  al.,  2019).  This  thesisdiverges  by  introducing  the  profitability  of  price 
 promotions by using the manufacturer’s cost data, which was omitted in all the studies above. 


Nevertheless,  price  promotion  elasticity  will  be  examined  to  assess  price  promotion 
 effectiveness in the current study. 


In  general,  there  is  little  empirical  evidence  showing  what  causes  price  promotion 
profitability for manufacturers, mainly due to data limitations. One explanation for this research 
gap may be the manufacturers’ unwillingness to share this type of data to prevent its possible 
misuse  by  competitors.  However,  one  may  assume  that  they  are  profitable  since  companies 
continue to utilize them. On the other hand, there may be reasons other than profitability that 
drive the use of  promotions.  In  the course of this thesis,  the collected data will allow me to 
analyze  both  the  retailer  data,  i.e.,  sales  volume  changes,  and  manufacturer  data,  i.e., 
promotional revenues, production costs, media investments and level of investments into in-
store  promotional  support.  The  differentiating  point  of  this  research  will  be  the  focus  on 
individual  price  promotions  of  specific  brands  that  have  different  market  power,  price, 
advertising and promotional support. The key objective of the profitability study is to identify 
what  drives  the  higher  profitability  of  price  promotions  and  assess  the  profitability  of  price 
promotions for a selected manufacturer. 
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3.  Objectives of the Thesis 


Since  this  thesis  focuses  on  both  price  promotion  elasticity  and  profitability,  the 
 objectives of this thesis may be divided into two sections. The first objective is to identify what 
 effect do brand characteristics, such as brand market share, brand equity, media advertising and 
 in-store promotional support, and category characteristics, such as a number of brands in the 
 product  category  and  category-event  association  have  on  price  promotion  elasticity  and 
 profitability.  The  second  goal  is  to  analyze  whether  the  price  promotions  of  a  selected 
 manufacturer are profitable.  



3.1.  Drivers of Price Promotion Elasticity  


Brand  Market  Share. Brand  market  leaders  usually  experience  high  but  flat  sales 
 volumes during non-promoted periods (Bolton, 1989). Thus, the prediction may imply that the 
 sales volume would be inelastic to the temporary change in these brands’ prices. This conjecture 
 has also been supported in the research of Srinivasan, et al. (2004), where their findings proved 
 that  small-share  brands  experience  more  elastic  sales  volume  during  price  promotions. 


Therefore, we can expect that: 


𝐇𝑨𝟏:  Brands  with  high  market  share  are  associated  with  lower  price  promotion 
 elasticity. 


Brand  Equity. Many  academics  refer  to  brand  equity  as  the  difference  between  a 
 national  product’s  revenue  with  a  branded  name  and  a  private  label  (Slotegraaf  &  Pauwels, 
 2008);  (Narasimhan,  et  al.,  1996).  In  my  thesis,  I  consider  the  differences  in  brand  prices 
 relevant to the differences in price promotion elasticity. As Alba, et al. (1991) pointed out, high-
 equity brands  experience more beneficial consumer responses to  various visual displays  and 
 communication campaigns. Moreover, such pricing strategies may help them build a stronger 
 customer base and more loyal associations in consumers’ minds (Slotegraaf & Pauwels, 2008). 


Therefore, one can expect that: 


𝐇𝑨𝟐:  Brands  with  higher  brand  equity  are  associated  with  higher  price  promotion 
 elasticity. 


Manufacturer’s  Media  Advertising  Investment. Previous  studies  have  shown  that  a 
 correlation  exists  between  price  promotion  elasticity  and  manufacturer’s  media  investments. 


There has been discussion about whether the relationship is positive or negative (Naik, et al., 
2005).  As  an  argument  in  favor  of  positive  correlation,  advertising  may  help  manufacturers 
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 build  more  awareness  among  consumers  and  gain  a  differentiating  point  compared  to  non-
 advertised brands (Keller, et al., 2019). Thus, one can conclude that: 


𝐇𝑨𝟑:  Brands  with  higher  levels  of  media  advertising  investment  are  associated  with 
 higher price promotion elasticity. 


In-Store Promotional Support. Supporting in-store features,  such as  branded shelves, 
 activating banners  and displays,  may be  used  when price promotions are  executed. Previous 
 analyses  have  already  proven  the  positive  relationship  between  the  in-store  displays  and 
 features and sales volume response (Samiya, et al., 2015). One can argue that these activities 
 may increase brand visibility and allow brands to separate themselves from the competition by 
 inducing consumers to choose these products (Bolton, 1989). Therefore, one can expect that: 


𝐇𝑨𝟒: Brands with a higher level of in-store promotional investment are associated with 
 higher price promotion elasticity. 


Synergy  of  Media  Advertising  and  Promotional Support. Although  each  promotional 
 driver  independently  might  be  proved  to  be  insignificant  concerning  its  effect  on  price 
 promotion  elasticity,  the  potential  existence  of  synergy  among  them  may  contribute  to  the 
 positive effect in absolute magnitude when they are bundled together. In this context, I refer to 
 synergy as to the added value of one marketing medium due to the presence of another medium 
 (Naik & Raman, 2003). This effect has also been proven in previous studies (Lemon & Nowlis, 
 2002). The authors argued that promotional activities combined have a larger effect on sell-out 
 volume. Thus, I can conclude that: 


𝐇𝑨𝟓: The synergy of media advertising and in-store promotional support is associated 
 with higher price promotion elasticity.   


Number of Brands. The academics argue that product categories with a higher number 
 of brands  experience lower brand switching due to  higher product differentiation and  higher 
 market  segmentation  (Narasimhan,  et  al.,  1996)  &  (Keller,  et  al.,  2019).  However,  this 
 assumption  may  hold  true  in  the  case  of  other  brands  not  providing  similar  substitues. 


Alternatively, the brand price promotion in a category with a lower density of competition may 
 experience  a  higher  potential  to  stand  out  and  induce  the  shift  in  consumer  brand  choice 
 (Srinivasan, et al., 2004). Therefore, I may conclude that: 


𝐇𝑨𝟔:  Price  promotion  elasticity  is  higher  for  price  promotions  in  the  categories  with 
 fewer brands. 


Relevant Popular Events. Previous research found that price promotions in time periods 
around popular events have a stronger response than at non-event periods (Keller, et al., 2019). 
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 This  may be attributed to a stronger association between brands  and events  that may induce 
 consumers to purchase the particular branded product in promotion. Therefore, I suggest that: 


𝐇𝑨𝟕: Price promotions around relevant popular events are associated with higher price 
 promotion elasticity. 


To sum up, the analysis of price promotion elasticity consists of seven hypotheses. The 
 arguments  are  derived  from  the  existing  prior  research.  The  hypotheses  are  summarized  in 
 Table 2. 


Analysis  Independent Factor  Price Promotion Elasticity 


Elasticity 


𝐇𝑨𝟏:Brand Market Share  Negative Association 
 𝐇𝑨𝟐:Brand Equity  Positive Association 
 𝐇𝑨𝟑:Manufacturer’s Media Investment  Positive Association 


𝐇𝑨𝟒:Manufacturer’s In-Store Promotional Support  Positive Association 
 𝐇𝑨𝟓:Synergy between Media Advertising and In-Store 


Promotional Support  Positive Association 


𝐇𝑨𝟔:Number of Brands  Negative Association 


𝐇𝑨𝟕:Relevant Popular Events  Positive Association 
 Table 2. Hypotheses for Price Promotion Elasticity. Source: Author 



3.2.  Drivers of Price Promotion Profitability 


The topic of price promotion elasticity has been broadly researched by various scholars. 


This resulted in a large number of analyzed research problems that directed the hypotheses of 
 the current study. However, the topic of profitability of price promotions does not have such an 
 extent  of  literature  coverage  due  to  data  limitations,  such  as  manufacturer’s  cost  data,  what 
 brings  a  unique  value  to  the  findings  of  this  thesis.  Consequently,  the  hypotheses  provided 
 below do not have a strong literature background. Nevertheless, the drivers used in the analysis 
 of price promotion elasticity will be as well tested in the profitability framework. In addition, 
 the second study aims to evaluate the profitability of individual price promotions of a selected 
 manufacturer.  


Brand Market Share. Market leaders tend to seperate themselves from competition, and 
this can be attributed to the high brand awareness as well as consumer’s top-of-mind recognition 
(Keller, et al., 2019). This, in turn, allows them to achieve better visibility and gain more shelf 
space  (Hoch,  et  al.,  1994).  Such  an  advantage  gives  the  manufacturers  an  opportunity  to 
negotiate better trade terms regarding the level and cost of promotional activities as well as the 
level of retailer support (Ailawadi, et al., 2006); (Albion & Farris, 1987). On the other hand, 
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 high-share  brands  usually  experience  lower  immediate  promotional  elasticity  due  to  lower 
 selective demand effects (Bolton, 1989); (Fader & Schmittlein, 1993). However, I assume that 
 market power and preferential treatment from the retailer allows brands with high market share 
 to  enjoy  more  profitable  price  promotions  despite  the  lower  price  promotion  elasticity. 


Therefore, I can argue that: 


𝐇𝑩𝟏:  Brands  with  high  market  share  are  associated  with  higher  price  promotion 
 profitability.  


Brand Equity. Brands with higher pricing strategies tend to have higher brand equity 
 (Ailawadi,  et  al.,  2003).  These  circumstances  allow  them  to  be  distinguished  from  the 
 competitors, and thus to stand out during promotion periods. Additionally, consumers which 
 are  loyal  to  more  expensive  brands  are  less  likely  to  switch  to  other  lower-valued  brands. 


Previous studies have also proven that premium-priced brands usually experience lower costs 
 that are directly linked to price promotions (Gómez, et al., 2007). Thus, I can conclude that: 


𝐇𝑩𝟐:  Brands  with  higher  brand  equity  are  associated  with  higher  price  promotion 
 profitability.  


Manufacturer’s Media Advertising Investment. Although media advertising raises brand 
 awareness and may positively contribute to the price promotion elasticity, it comes with a price. 


In addition, media advertising has a larger long-term focus. In this case, the media advertising 
 elasticity plays an important  role, that is,  the higher the advertising elasticity, the higher the 
 manufacturer’s  revenues  for  a  particular  price  promotion.  However,  previous  studies  have 
 found that the advertising elasticity in the FMCG market is relatively low (Sethuraman, et al., 
 2011). Consequently, I suggest that: 


𝐇𝑩𝟑:  Brands  with  higher  media  advertising  support  are  associated  with  lower  price 
 promotion profitability. 


Manufacturer’s In-Store Promotional Support. Similar to the level of media advertising, 
 supporting in-store promotional activities contribute to the visibility of brands, but, at the same 
 time, bring extra promotional costs to the manufacturers. A few analyses found that although 
 display  features  are  associated  with  positive  net  unit  impact,  they  in  most  cases  reduce  the 
 promotional margins and, therefore, are associated with lower net profit impact (Ailawadi, et 
 al.,  2006).  Therefore,  negotiating  the  terms  of  trade  promotion  agreements  comes  with  high 
 importance for manufacturers. 


𝐇𝑩𝟒: Brands with higher in-store promotional support are associated with lower price 
promotion profitability. 
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