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EDLP and Trade Promotion ROI: Measurement

T
rade promotion investment constitutes a single largest
investment item in the P&L for many Consumer Pack-
aged Goods (CPG) manufacturers, accounting for an
average of 13-20% of revenue or 67% of total market-

ing investment.1 Industry experts estimate that over $300 billion
dollars are spent in trade and retail promotions each year.2 Of
the trade promotion investments, many CPG companies spend
30-40% of their entire trade fund on buying down prices every-
day (“Every Day Low Price” – EDLP) or extended price reduc-
tions. With the growth in Walmart and recent retail phenomena
of everyday price reductions to cope with slowing economy, the
EDLP investment figures are only to grow.

The measurement of promotion effectiveness and efficiency con-
tinues to be recognized as one of the most critical issues faced by
CPG companies.3 Research suggests that CPG companies can
achieve up to a 10-20% increase in bottom-line profit through
improved trade promotion efficiency.4

Unfortunately, even with much advancement in the trade ROI
measurement, processes, and technologies, many CPG companies
are still struggling to understand the return on EDLP (Everyday
Low Price) and other types of trade promotion investments. To
make matters worse, utilizing traditional measurement of ROI
without fully accounting for investments made on everyday price
management could lead to misguided decisions.

This article addresses the ROI measurement of EDLP in relation
to other types of trade investments and key success factors for
institutionalizing ROI process in an organization.

What is EDLP and Hi-Lo Pricing Strategy?
EDLP pricing strategy is a retail practice of charging a constant,
low everyday price to consumers without any temporary price
promotions. Often times, the practice is supported by manu-
facturers making trade payments to retailers in the form of off-
invoice allowances. Hi-Lo pricing strategy, in contrast, charges
consumers relatively higher prices everyday, but runs frequent
promotion discounts below the EDLP level.

EDLP pricing strategy could help manufacturers reduce prod-
uct volatility and save supply chain cost from a more steady and
stable demand, while also saving retailers the time and expense
of periodic price markdowns. In contrast, Hi-Lo pricing strategy
could attract price sensitive switchers and build store traffic dur-
ing the temporary promotions while generating higher revenue
from loyal consumers on an everyday basis.

Walmart, Food Lion, and Cub Foods are a few examples of super-
markets that employ EDLP pricing strategy, while Kroger, Safe-
way, Albertson’s and Meijer are examples of Hi-Lo operators. In
recent years, however, the distinction between EDLP and Hi-Lo
operators has become rather blurred. There are hybrids of pricing
strategy where EDLP operators like Walmart run temporary price
roll-backs and occasional discounts while Hi-Lo operators also
run extended temporary price reductions (TPR) that are more
than a few weeks long.

Regardless of whether the pricing strategy is pure EDLP or ex-
tended TPR, it is critical for CPG companies to have a good
understanding of return on these investments. With an accurate
and consistent trade ROI measurement, CPG companies can im-
prove trade efficiency by re-allocating trade funds to promotion
tactics, products, retailers, and geographies that generate better
returns on investment.

What is the right ROI measurement?
Developing an organizational ROI capability involves many factors
working in concert, including strategy, process, technology, and
change management. These factors will be covered in the later section,
but the ROI capability building starts with defining an accurate and
consistent ROI measurement that is sanctioned by key stakeholders.
A generic definition of ROI is often expressed as a percentage:

ROI = (Return – Investment) / Investment
= (Return/Investment) -1

However, there are many variations of the definition of ROI de-
pending on what measure of return is being used. Commonly
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used measures of return are the following:

1. Volume
2. Revenue
3. Net Sales
4. Gross Profit or Margin
5. Gross Profit After Trade Investment
6. Operating Profit
7. Contribution Margin (recommended)

Depending on the need, one can argue for using any one of the
measures listed above, but if ROI is to reflect true profitability
of an investment, we recommend using contribution margin as
a measure of return. It excludes any fixed expenses (e.g. fixed
production cost, SG&A, etc.) that will be incurred regardless
of the investment. The key is to understand the “incremental”
profit from the investment that you wouldn’t have gotten with-
out the investment.

Consider a product with the following simplified P&L:

The hypothetical product generates $5.00 revenue and $0.80 op-
erating profit after fixed expenses are allocated across expected
total units. However, each additional unit sold beyond the total
expected units contributes $2.80 directly to the bottom-line profit
($2.80 = $5.00 - $1.50 - $0.70). In this example, any additional
investment that generates incremental unit sales and that costs less
than $2.80 per unit will be considered a profitable investment. If
the measure of return used was operating profit, the investment
decision would have been too strict, not allowing investments
costing greater than $0.80 per unit, while it would have been to
lenient if the revenue measure of return were used.

Now, let’s consider a trade promotion investment decision. Sup-
pose that the product was promoted to $4.00 net price to retailers

after $1.00 trade investment was applied to each unit sold during
the promotion, and that the promotion generated total of 100,000
units instead of typical 60,000 base units without promotion. In
this example, the trade investment generated a benefit of 40,000
incremental units or $112,000 incremental contribution to the
bottom-line ($2.80 CM * 40,000 incremental units). The true
profitability measure of ROI is calculated as follows:

ROI = ($112,000 Incremental CM) / ($100,000 Trade Invest-
ment) - = 12%

Note that the total trade investment is $100,000 instead of
$40,000 because the trade dollar is spent against each and every
unit being sold on promotion.

What is the ROI of EDLP investment?
Now that we have established an accurate measure ROI, let’s
consider the ROI of EDLP investment. Conceptually, it should
be as simple as calculating the ROI as follows:

ROI of EDLP = [(Incremental units due to EDLP * CM )/(EDLP
Investment)] -1

However, the challenge is not in the calculation of it, but in the
estimation of incremental units due to EDLP investment. Sup-
pose $5.00 price to retailer was already net price after applying
$0.20 of EDLP investment on an everyday basis. Then what is
the incremental unit generated from the EDLP investment? The
question is a non-trivial one for most decision makers, but price
elasticity information helps estimate the benefit from the EDLP
investment. The price elasticity is defined as follows:

Price Elasticity = (% change in units)/(% change in price)

This measures how sensitive consumers are with respect to price
changes. Let’s assume that the price elasticity for this product is
known to be (-1.37). Then the base units without the $0.20 (or
3.8%) reduction from $5.20 can be calculated as follows:

-1.37 = (% change in units) / (-3.8% change in price) or % change
in units = 5.3% = (-1.37)*(-3.8%)

We now know that the 60,000 base units are due to 5.3% in-
crease in base units from 57,000 units and that the incremental
units due to EDLP spending are 3,000 units. The question then
is whether it was a profitable investment. The ROI of the EDLP
investment is calculated as:

ROI of EDLP = ($2.80 CM * 3,000 incremental unites due to
EDLP)/ (60,000 * $0.20)-1 = -30%

Thus, the EDLP investment in this example was not profitable.
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There may be many valid reasons for CPG manufactures to en-
gage in the EDLP program. Some examples include retailers’
pricing strategy requirements, cost savings in production and
supply chain economics, and gaining everyday share positions.
However, understanding the profitability of EDLP investment
will help redirect the investments to other better performing tac-
tics and products for both manufacturers and retailers.

investment?
The answer is conceptually simple. The incremental unit from the
EDLP investment should be “large” enough to justify the reduc-
tion in price on an everyday basis. How large is large enough and
what is the break even point? In the previous example, the EDLP
ROI would become positive if the incremental unit generated
from the EDLP investment was more than 4,286 units.

Breakeven Incremental Unit
= EDLP Investment/ Contribution Margin
= $120,000/$2.80 = 4,286 units

Note that the break even point depends on the contribution
margin. The less the contribution margin is, the more the in-
cremental units are required. Another important factor is how
sensitive consumers are with respect to everyday price changes.
Recall that the price elasticity measures consumers’ sensitivity
to price change. It is a critical element of ROI analysis involving
EDLP investment.

In the previous example, the price elasticity of (-1.37) suggests that
consumers were not sensitive enough to the price change generat-tt
ing only 3,000 incremental units from the EDLP investment. To
generate the breakeven incremental units of 4,286, it would have
required price elasticity of (-2.00) or larger in absolute value.

With the knowledge of price elasticities, companies can determine
profitability of EDLP investment before the investment is made
and reallocate funds to profitable ones. One caution is that price
elasticity is not a simple calculation of price and volume relation-
ship because it requires factoring out seasonality, trends, and other
market activities that influence the volume change while price
is being altered. There are econometric techniques readily avail-
able to accurately measure price elasticities. Given the magnitude
of trade dollars spent in EDLP and upside on the bottom-line
profitability, it is strongly encouraged for CPG manufactures to
obtain retailer specific price elasticities to determine ROI before
an important investment decision is being made.

Incorrect ROI and Erroneous Decisions 
As noted earlier, the retail environment is becoming ever more
complex and there are hybrids of everyday price management
practices. In these incidences, utilizing traditional ROI measure-
ment without fully accounting these investments for everyday
price management could result in misguided investment deci-
sions.

For an illustration of a misguided decision, let’s go back to the
earlier example where the product was promoted to $4.00 that
generated incremental 40,000 units. Now, let’s assume that the
60,000 base units already included EDLP investment of $0.20
and that the investment boosted the base volume from 57,000
to 60,000. What is the ROI of the $4.00 promotion that is run
on top of the EDLP investment? Is the $4.00 promotion a right
decision?

Recall that the promotion generated $112,000 incremental con-
ribution, but total investment would be $120,000 compared
o $100,000 in the earlier example because it would cost $1.20
$1.00 on promotion and $0.20 on EDLP) for each of 100,000
nits sold during the promotion. Without fully accounting for
he benefits of EDLP investment, one could erroneously calcu-
ate the ROI as:

ncorrectROI=($2.80CM*40,000IncrementalUnits)/($120,000
Total Investment) -1 = -6.7%

With the incorrect ROI measurement, the $4.00 promotion does
ot seem to be a profitable investment. The total ROI calculation

below captures the benefits of both EDLP and the $4.00 promo-
tion investment during the weeks of promotion:

Total ROI = ($2.80 CM * 43,000 Inc Units)/($120,000 Total
Investment) -1 = 0.3%

Total ROI calculation suggests that this investment is only mar-rr
ginally profitable. However, if a decision maker is interested in
deciding whether to run the promotion on top of EDLP program
rather than on the ROI of total investment, he or she should con-
sider the following promotion ROI calculation:

Promotion ROI = ($2.80 CM * 40,000 Incremental Units due
to Promotion)/($108,000 Incremental Promotion Investment)
-1 = 3.7%

The promotion ROI calculation factors out EDLP investment
cost and corresponding benefits from it and focuses on incre-
mental benefits of running the $4.00 promotion and incremental
investment cost. Whether to use total ROI or promotion ROI
calculation depends on what type of decision is intended. If the
intention is to understand ROI of total investment and compari-
sons across multiple retailers, the total ROI calculation is recom-
mended, while the promotion ROI calculation is recommended
if the intention is to compare alternative promotion tactics.

For over a decade, improving trade spending efficiency has been
one of the top priorities for CPG companies. Much advancement
has been made in this field and there are tools and processes now
available to help improve trade investment efficiency.
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While most CPG companies still lack organizational ROI capa-
bility, a number of leading companies are beginning to utilize
ROI as an integral part of trade promotion planning, execution,
and evaluation.

Research and experience in working with numerous CPG com-
panies indicate key success factors in developing organizational
ROI capability. These factors include strategy, process, technol-
ogy, and people.

Strategic Focus: Understanding and improving trade ROI can
be a significant competitive advantage for many CPG manufac-
turers. By identifying and minimizing events that do not provide
a profitable return on investment, companies can better allocate
trade funds to support events that not only increase top-line sales,
but also bottom-line profits.

Unfortunately, increasing profit is of-
ten not one of the reasons for trade
promotion investments. According
to Nielsen’s trade promotion practice
survey5, only 24% of the manufactures
surveyed quote increasing profits as
one of their reasons for trade invest-
ment, while 82% cited increasing sales
and 63% cited generating market share
as the main reasons for trade invest-
ment.

In the current economic environment
where every investment is scrutinized,
trade investment should not be viewed
as a cost of doing business or a neces-
sary evil to maintain goodwill with
retailers. Leading companies are track-
ing promotion performance with rigor,
focusing on both execution and result-
ing profits. In order to institutional-
ize ROI successfully, it is imperative
for executives to put forth a strategic
focus on making ROI one of the key
performance indicators in driving in-
vestment decisions.

Closed-Loop Process: We have seen
many ROI initiatives fail, not because
of lack of tools and technology, but
because they are treated as one time
ROI analysis projects. Often times, many trade ROI programs
become an exercise of generating insights from reviewing ROI of
past promotions. Unless ROI process becomes a part of existing
trade management process, the outcome of the ROI initiative is
only one of the dusty binders on the bookshelves of marketing
and sales managers.

To successfully institutionalize an ROI initiative, it is critical to
involve key stakeholders upfront and map out business process
steps involving ROI evaluation and trade investment decisions.
The key is to insert ROI measurement as an integral part of the
closed-loop trade management process including trade budgeting,
fund allocation, promotion planning, execution, and continuous

ROI evaluation to make necessary course corrections.

Technology: The measurement and calculation of ROI is rela-
tively straight forward, but conducting ROI analysis for thou-
sands of events can be a formidable task requiring much time
and dedicated resources unless the ROI calculation is automated.
The main obstacle is the fact that ROI measurement requires data
from multiple, often disparate, data sources, including trade event
data, syndicated data, financial data, as well as account specific
price elasticities to accurately account for EDLP investments.

Fortunately, there are tools and technologies available to alleviate
the time and resources required to calculate and track ROI in an
automated fashion. Leading companies are beginning to leverage
technology solutions that allow them to measure ROI automati-
cally before and after a promotion is run and gain insights into
drivers of performance from a database of event specific ROI.

One common misbelief is that technology alone will automati-
cally deliver organizational ROI capability and improve trade
efficiency. There is no such thing as “right out-of-the-box” so-
lution and the technology needs to be carefully configured to
meet company specific business process and IT infrastructure
requirements.

People: A successful ROI program always involves a structured
change management approach to transitioning people and busi-
ness processes from a current state to a desired future state. It starts
with clearly defining roles, responsibilities, and accountabilities
surrounding ROI evaluation and investment decisions.
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Experience suggests that a successful change management ap-
proach requires sponsorship, organizational alignment, commu-
nication and training to function in concert.

• Sponsorship must create the executive alignment and commit-
ment for the importance of the profitability of trade invest-
ment and relentless pursuit to improve return on every trade
investment being made.

• Organizational alignment must ensure that individual goals
are aligned with business goals. An ROI initiative will not
succeed unless there is an organizational alignment and re-
inforcement that “profitable” trade investment is critical and
corresponding incentive structure is in place.

• Communication should be directed to all individuals impacted
by the ROI program to build awareness and to foster desire to
participate and support the required change.

• Training must build in the required capabilities that individu-
als need to perform in the changed environment, including
using new processes and tools.

CPG companies spend billions of trade dollars on managing
everyday prices each year, and these investments will only grow
with the current economic environment. Many CPG compa-
nies recognize that that improving return on these investments
has a significant impact on both top-line and bottom-line per-
formance.

The journey of trade efficiency starts with having an accurate and
consistent ROI measurement that is management-sanctioned and
adopted by individuals making investment decisions. Technol-
ogy is one of the key enablers that facilitate the use of ROI mea-
surement in the closed-loop trade management process includ-
ing budgeting, fund allocation, promotion planning, execution,
evaluation, and course correction.

Leading companies are beginning to harvest both top-line and
bottom-line gains from on-going, rigorous reviews of return on
their trade promotion investments. As with many other organi-
zational capability developments, the ROI capability is not ac-
quired over night. Improving trade efficiency is a long journey
that requires involvement from many aspects of business opera-
tion. An accurate, consistent ROI measurement is an essential
tool that will serve well in that journey.
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