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Is Groupon Good for Retailers?

For retailers offering deals through the 

wildly popular online start-up Grou-

pon, does the one-day publicity compen-

sate for the deep hit to profit margins? 

A new working paper, “To Groupon or 

Not to Groupon,” sets out to help small 

businesses decide and presents some in-

teresting insights for pricers considering 

the pros and cons of the group buying 

model. Benjamin G. Edelman, assis-

tant professor in the Negotiation, Orga-

nizations and Markets unit at Harvard 

Business School, discusses the paper’s 

findings. He can be reached by e-mail 

at bedelman@hbs.edu. Author Car-

men Nobel is the Senior Editor of HBS 

Working Knowledge. 

At first blush, the two-year-
old online start-up Grou-
pon seems a bit audacious. 
For starters, there’s the news 

that the deal-of-the-day website turned 
down a $6 billion acquisition offer from 
Google last month.

Then there’s the company’s business 
model: selling discount vouchers to res-
taurants, spas, paintball parties, etc., at a 
major markdown—up to 90 percent off 
a retailer’s usual prices—and then re-
quiring the retailer to pay a big chunk of 
the voucher revenues back to Groupon.

But the Chicago-based firm is “the fast-

est growing company in web history,” 
according to Forbes, and may file for 
an initial public offering by the end 
of 2011, according to the New York 
Times. “Groupon has attracted remark-
able interest,” says Harvard Business 
School professor Benjamin G. Edelman. 
“With the economy lagging, consumers 
are increasingly responsive to discounts. 
And Groupon has found a way to fea-
ture small businesses that haven’t tradi-
tionally advertised online.”

For consumers, there’s an obvious appeal 
to scoring a $50 meal for 15 bucks—es-
pecially in a recession. But for retail-
ers offering the deals through Grou-
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How to Ensure the Price is Right

22nd Annual PPS Spring Conference:  InterContinenal Chicago O’Hare Ho-
tel; May 3-6, 2011.  Workshops offered include:
•	 Influencing Customer Price Acceptance (May 3) – Tim Smith
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day workshop, May 3-4) – Reed Holden
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•	 Pricing to Stay Whole in Wholesale (May 4) – Alice Wachol & Oliver Griebl
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(May 4) – Frank Luby
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Swartz
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pon, does the publicity compensate for 
the deep hit to profit margins? A new 
working paper, “To Groupon or Not to 
Groupon: The Profitability of Deep Dis-
counts,” sets out to help small businesses 
decide whether offering large discount 
vouchers is a profitable decision.

HBS Working Knowledge recently dis-
cussed the topic with Edelman, who 
cowrote the paper with Harvard gradu-
ate students Sonia Jaffe (Department of 
Economics) and Scott Duke Kominers 
(Harvard Business School).

Carmen Nobel: How can a discount 
voucher service like Groupon benefit re-
tailers?

Ben Edelman: Our paper looks at two 
distinct benefits a discount voucher ser-
vice can offer. First, discount vouchers 
can provide price discrimination, letting 
merchants reach customers who value 
the merchant less than the merchant’s or-
dinary customers do. For instance, some 
customers are willing to pay full price 
for a given restaurant—great! The restau-
rant would like to keep charging those 
customers full price, while charging a 
lower price to new customers who aren’t 
willing to pay as much but who are still 
willing to pay something above the res-
taurant’s costs.

Second, vouchers can provide an adver-
tising benefit—announcing a merchant’s 
existence to thousands of consumers en 
masse, and potentially building buzz 
among consumers above and beyond 
sales to the consumers who actually buy 
the vouchers. This effect is more difficult 
to measure, but many merchants per-
ceive it to be real. Where it exists, it’s an 
important source of value that a discount 
voucher service can deliver.

Q: Explain the theoretical model you 
describe in your paper and how it can 
help retailers decide whether a vouch-
er service like Groupon makes sense 
for them.

A: We present a model of online dis-
count vouchers that [offer deals] to con-
sumers who may or may not value the 

merchant’s offering. Importantly, some 
consumers already know and patron-
ize the merchant, so a voucher discount 
combines multiple effects—it attracts 
new customers but it may also offer an 
unnecessary discount to existing custom-
ers.

We then extend the model to consider 
both the possibility of merchants rais-
ing their prices in anticipation of offering 
discounts and the possibility of consum-
ers buying multiple discount vouchers.

By demonstrating the importance of 
these factors, and exploring the relation-
ship between these factors, we hope to 
help retailers predict whether a discount 
voucher promotion is likely to be prof-
itable for them. Our approach can also 
help retailers design discounts that better 
serve their objectives.

Q: You recommend that retailers dis-
allow the purchase of multiple dis-
count vouchers from a single cus-
tomer, or else run the risk that the 
customer will never come back and 
pay full price. Are there some practical 
steps that merchants can take to pre-
vent multiple purchases?

A: In practice, it’s not easy to prohibit 
the purchase of multiple vouchers. A 
voucher service can configure its systems 
so that a single account only lets a user 
purchase a given offer once. But then 
users can open multiple accounts—a 
tactic that consumers have already used 
at many online retailers. And industry 
norms let consumers find ways around 
almost any rule intended to block mul-
tiple purchases. For example, even when 
consumers are limited to a single vouch-
er, they are typically permitted to buy 
additional vouchers as gifts for others. 
So if three customers each want three 
vouchers, each can buy one for himself 
and one for each of his two friends, com-
plying with the rules but obtaining mul-
tiple vouchers.

Q: What are some of the other risks 
that businesses run when deciding to 
participate in a discount voucher pro-
gram like Groupon? What steps can 

they take to mitigate those risks?

A: Stories abound of consumers who 
try to game the system. Consider 
a customer who wants to dine on a 
weekend using a voucher valid on 
weekdays only. Some consumers sure-
ly make that error by accident, failing 
to read all the terms and conditions. 
Sophisticated consumers might try 
to game the system by posing as cus-
tomers who failed to read the “small 
print.” What exactly is a merchant to 
do when a consumer violates one of 
various small-print rules? Requiring 
customers to present vouchers before 
ordering is one solution, but they un-
derstandably dislike this approach, 
finding it especially tacky.

One first step is for merchants to review 
the exact text to be shown to consum-
ers. Be wary of vague language: “ex-
cludes special offers” invites disputes over 
whether the chef ’s special and a child 
portion are eligible; “not valid on major 
holidays” raises the question of which 
days are “major.” We’ve been surprised 
to see such imprecise wording on vouch-
ers, and we think merchants and voucher 
services can do better.

Merchants should also confirm their le-
gal obligations when accepting discount 
vouchers. Once customers prepay, they 
often enjoy consumer protections with 
regard to gift certificates-including spe-
cial rules as to expiration and partial 
refunds. In Massachusetts, for example, 
a gift certificate that is 90 percent used 
may be redeemed in cash if the customer 
so requests.

Even sales tax can be complicated: if a 
customer pays $20 to eat food that costs 
$35 at a restaurant’s menu prices, should 
the customer pay sales tax on $20 or 
$35? (In Massachusetts, the Department 
of Revenue has confirmed the former—
though in my experience, few restaurants 
follow that rule.)

As retailers gain experience with dis-
count vouchers, these matters may be-
come routine. But for now, there’s ample 
room for error, creating important risks 
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for retailers that fall short of applicable 
consumer protections.

Q: How does the service affect busi-
ness with existing customers who his-
torically have paid full price?

A: We’ve seen two main effects. First, 
some discount voucher services send us-
ers to merchants en masse. The day af-
ter a Groupon is released, hundreds of 
buyers tend to swamp a small business 
unprepared for the rush. That barrage 
of customers can disrupt service to full-
price customers, who may end up wait-
ing for service. That said, we don’t think 
this kind of disruption is inevitable; 
other services have found ways to spread 
customers over time. For example, Res-
taurant.com sends customers on an on-
going basis rather than all at once.

Second, full-price customers may be un-
happy when they realize others are get-
ting large discounts. We’ve all had the 
experience on an airplane of talking to a 
nearby passenger whose fare was vastly 
different. But that’s a new experience at 
local retailers. Existing customers might 
“revolt,” becoming less willing to pay full 
price once they realize that others are 
paying less.

Q: When Groupon first came on the 
scene, most of the participating re-
tailers were small, local food- or ser-
vice-oriented businesses. Eventually, 
though, we started seeing Groupons 
from national retailers such as The 
Gap, which sold some 400,000 Grou-
pons in a single day. Based on what 
you’ve learned, do you think discount 
vouchers make sense for large retail-
ers?

A: Discount vouchers seem to be most 
compelling for merchants with a low 
cost of goods sold and with a highly 
perishable product. Restaurants fit the 
bill in that ingredients are often just 30 
percent of menu price, and every hour 
a table sits empty is lost revenue that 
can never be recovered. So too for spas, 
gyms, hotels, and many other services.

Retailers of durable products, like man-

ufactured goods and clothing, are in a 
somewhat different position. Typically, 
their business requires a higher cost of 
goods sold, giving them less room to dis-
count. And if they don’t sell a product 
one day, they can hold it in inventory for 
future sale. So marginal business is less 
urgent for them.

We’re not prepared to say Gap’s Groupon 
was a mistake. Getting customers into 
Gap stores with a Groupon might lead to 
big sales—above and beyond the voucher 
value. Plus, those customers might tell 
their friends. And we suspect that Grou-
pon charged Gap less than its usual fee. 
Still, Gap might have been able to run 
a similar promotion itself, without go-
ing through Groupon; Gap’s established 
brand would have attracted substantial 
consumer interest. Other large mer-
chants can also handle their own offers; 
the Groupon-style brand and infrastruc-
ture are most valuable to smaller firms.

Q: Explain how the efficacy of Grou-
pon will change in the future, espe-
cially if more and more consumers 
continue to use these vouchers. How 
do you expect Groupon and its com-
petitors to respond to these changes?

A: One natural change is for fees to 
drop. Groupon has charged merchants 
a remarkable 50 percent of voucher pur-
chase price, but it seems that competi-
tion is already driving fees down.

A major problem for discount voucher 
services is that as they grow, their cus-
tomers necessarily come to resemble the 
general population. So long as discount 
voucher users tend to be low-end cus-
tomers who are unwilling to pay full 
price, voucher services can offer retail-
ers the ability to price discriminate-
charging some customers more than 
others. But once discount voucher ser-
vices become known to most consum-
ers, price discrimination will become 
considerably more difficult.

In principle, discount offers can be cus-
tomized for—indeed, targeted to—in-
dividual users. For example, a restaurant 
could tell a voucher service that it wants 

to offer a discount only to customers 
who live more than a mile from the res-
taurant’s location, on the view that cus-
tomers in the immediate vicinity already 
know about the restaurant’s offerings.

Furthermore, since spas and gyms know 
their customers’ names, they could give 
discount voucher services a list of con-
sumers to exclude, preventing an offer 
from reaching existing customers. On 
one hand, this kind of targeting would 
make voucher services less attractive to 
users. But if merchants are confident that 
existing customers won’t receive dis-
counts, then they can offer larger dis-
counts, which will increase consumer in-
terest in voucher services. We think these 
targeting innovations are feasible, and if 
Groupon doesn’t offer them, a competi-
tor may.

Q: A decade ago, Microsoft cofound-
er Paul Allen threw millions behind 
a start-up called Mercata, through 
which online customers would sign up 
en masse to buy the same product, and 
the price of the product would fall as 
more and more customers signed up. 
After about a year and a half, Merca-
ta shut its doors. Other than timing, 
what is it about Groupon that would 
make it succeed where a company like 
Mercata failed?

A: Mercata focused on general merchan-
dise, where retailers have a high cost of 
goods sold and where low perishabil-
ity lets merchants hold inventory for an 
extended period. In contrast, recent dis-
count voucher services have focused on 
sectors with low cost of goods sold and 
high perishability. We think this altered 
focus has been the key to success of cur-
rent discount voucher services.

Q: Do you have any plans to continue 
researching this subject?

A: Absolutely. We’re currently talking 
to merchants that have used discount 
voucher services, and we hope to conduct 
empirical analyses of discount voucher 
profitability and demographics.
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Fact: A sandwich in an airport 
terminal costs more than in the 
same deli downtown. Region-
al price differentiation means 

that a business offers the same product 
or service in different locations for dif-
ferent prices. It enables that business to 
more effectively tap into its customers’ 
varied willingness to pay and thereby 
generates a clear increase in revenue and 
profits; gains of up to several percentage 
points are within reach. 

This is already common practice in the 
“real” world. A sandwich tends to be 
more expensive at the airport than at 
the downtown location of the same deli. 
Similarly, if you pick up your rental car 
at the airport, you will likely be charged 
an extra fee. A subway ticket in down-
town New York City costs more than a 
light rail ticket in downtown Portland, 
OR. And that’s only the tip of the ice-

berg. 

These examples all exist in so-called 
“real” marketplaces where the custom-
er is at a physical location and is con-
fronted with the prices of the regional 
provider(s). A hungry traveler waiting to 
board a flight doesn’t have time to leave 
the airport to buy a (cheaper) sandwich. 
Yet in the digital world we face a dif-
ferent situation: the World Wide Web 
is a global market. If you can overcome 
the language barrier, you’ll have access 
to products and their prices around the 
world. Regional differences are obso-
lete… aren’t they? 

Regional price differentiation on the 
Internet can work—under certain con-
ditions. 

Internet retailers have a hard time pric-
ing their products and services by re-
gion—but why? Regional pricing is 
not only possible in the digital world; 
it makes a lot of sense. Regional pric-
ing transcends the real marketplace and 
“real” products. There are several condi-
tions that, when met, can help an Inter-
net retailer to successfully price by re-
gion. 

1. Do your homework to determine 
how much customers are willing to 
pay.

The number one prerequisite for suc-
cessful regional price differentiation is 
that, from region to region, customers 
are willing to pay different prices for 
the same product. These days, several 
tools are commonly used to measure an 
individual customer group’s willingness 
to pay and the potential of regional price 
differentiation. Typical means of mea-
surement include conjoint measurement, 
the van Westendorp methodology and 
transaction data analyses (before and af-
ter price changes). 

In our airport deli example, the airport 
location can demand higher prices than 
the city deli because of its strong market 
position. At the point of sale, the cus-
tomer experiences a scarcity of goods; 
he or she has limited options and a 
higher willingness to pay. Such a scar-
city is seldom found online, as the point 
of sale encompasses the entire Internet.

In the real world, price thresholds 
amongst a region’s residents are driven 
by factors such as differences in income, 
relative affluence and the competitive 
situation. For example, taking into con-
sideration the various national and inter-
national income situations, you can as-
sume that the average North American is 
willing to pay more for a good or service 
than the average African. To maximize 
and exploit the varying levels of willing-
ness to pay, many companies are success-
fully practicing Internet price differentia-
tion that goes beyond country borders. 

Airlines are a good example of this prac-
tice: If you’re booking a flight from New 
York to Beijing on a particular airline 
website, you will find significant price 
deviations depending on your home 
country (and not only because of the 
exchange rate). Internet retailers also use 
this practice to their advantage: Ama-
zon sells the DVD “Scott Pilgrim vs. the 
World” in the UK for £9.99, in the US 
for $23.99 and in Germany for €17.99. 
The American and German prices repre-
sent an increase of over 50% above the 
price in the UK. Even purely digital ser-
vices can be priced selectively. Just look 
at Apple’s iTunes store: Rihanna’s cur-
rent album “Loud” sells for $9.99 in the 
US—about 40% less than in the Ger-
man iTunes store. 

2. Access to international portals is 
nearly impossible for Internet shop-
pers.

How to Regionally Differentiate 
Prices for the Internet

For many companies, regional price dif-
ferentiation is nothing new. Yet in the 
world of Internet sales, the topic is just 
starting to gain attention. Contrary to 
what many believe, regional price dif-
ferentiation does work online, although 
the customer—at least in theory—has 
access to the prices of anything around 
the world. It’s becoming increasingly 
clear to Internet vendors that regional 
price differentiation, when practiced 
effectively, can offer immense profit 
potential, as the authors explain. Sebas-
tian Voigt is a Senior Consultant, and 
Gosia Schweizer is a Director in the 
Online Services & Media Competence 
Center of the international consulting 
firm Simon-Kucher & Partners, Strat-
egy & Marketing Consultants, headed 
by Frank Bilstein.  
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Figure 1: Prerequisites for Regional Price Differentiation in the Internet

Still, companies run the risk of jeopar-
dizing their revenues with regional price 
differentiation on the Internet. If a Ger-
man iTunes shopper could access the US 
iTunes store and buy Rihanna’s “Loud” 
for considerably less, this would cause 
major problems for Apple. Businesses 
with regionally differentiated prices ab-
solutely must ensure that their buyers are 
regionally categorized and offered the 
appropriate price. A common practice 
on websites is to identify the IP address 
of the customer’s computer, determine 
its country (and, if possible, the region 
within a country) and re-direct the cus-
tomer to the appropriate offers and pric-
es. Ideally, the customer is unable to 
view the prices because he is automati-
cally re-directed to the website intended 
for him. 

Beyond that, there are other ways of 
leading customers to country-specific 
offers and prices, e.g. exchange rate or 
cross-border disadvantages or fees, lan-
guage barriers and, if necessary, payment 
options or (with non-digital goods) high 
shipping costs. To purchase the “Loud” 
album in the American iTunes store, 
German Apple users must have a credit 
card registered in the US. It is extremely 
critical to minimize regional price differ-
entiation. If a company is unable to put 
up similar barriers, cherry-pickers and 
gray importers will be quick to exploit 
the prices. 

3. Regionalize services and offer them 
to the “right” customer group.

Many Internet services can be regional-
ly customized to capitalize on a custom-
er’s willingness to pay. Two men, Rick 
and Michael, are interested in joining 
an online dating service for which the 
monthly price is $29. Rick lives in Los 
Angeles, CA and Michael, in Redding, 
CA. Assuming that a high number of us-
ers from L.A. are registered at this site, 
the value for Rick is relatively high. Red-
ding, however, is a smaller city in a low 
population density region. As such, there 
are fewer potential partners registered in 
the region and Michael might find the 
monthly fee too expensive as a result.

On the other hand, the platform might 
offer Michael a new means of meeting 
women, thereby carrying greater value 
than if he lived in an urban metropo-
lis like Los Angeles. In other words, it’s 
imperative for the online dating com-
pany to identify the regional value (and 
thereby the willingness to pay, see point 
one). Only then is a regional custom-
ization possible: If you want to interact 
with singles in Los Angeles, you should 
choose the “Los Angeles” package. Want 
to meet Northern Californians? Then 
choose the “Northern California” pack-
age. The prices of the packages are there-
by dependent on the respective customer 
value.

The advertising industry dove into price 
differentiation early on. The cost per 
mille (CPM) for an ad in the New York 
Times costs significantly more than the 
CPM for a newspaper in Fargo, ND. It 

took the Internet many years to make 
this distinction. How were you to know 
whether your website’s visitor came from 
New York City or Fargo? 

Today, this distinction is made with the 
help of personal customer information 
collected by sites such as Facebook, Ya-
hoo!, and Google. With just a few clicks, 
a cellular provider in New York City can 
place an ad on Facebook and ensure that 
it is only seen by residents of New York 
City. The NYC advertiser pays a different 
price for this option.

Craigslist.com is another platform with 
differentiated advertising. You’ll pay $75 
to place a job advertisement in the San 
Francisco Bay Area; in NYC and eight 
other cities, only $25. Elsewhere in the 
US? It’s free. Real estate ads are free as 
well—except in New York, where agents 
pay $10 per listing.

What drives customers’ willingness to 
pay? Market strength.

A customer’s willingness to pay for a ser-
vice can vary significantly depending on 
the region. A region is not only defined 
by the customers’ regional income lev-
el, but also by the value of the services 
rendered. In the example above, Rick, 
the single man in Los Angeles, prob-
ably gains more from the online dating 
service than Michael in Redding. This 
has a positive effect on his willingness 
to pay. As in any business environment, 
the competitive situation in the region 

- 1 -

Prerequisites for regional price differentiation in the Internet

1 2

3

The regional 
willingness to pay 
varies and must be 
identified.

Customers either have a hard time 
accessing an international portal or 
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and offered to a specific and 
isolated customer group.

and / or
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must also be taken into consideration. If 
a strong regional dating service is active 
in Redding, it could weaken the other 
providers. 

In our example, an online dating plat-
form provider could utilize several indi-
cators to measure its regional competitive 
strength: e.g. the number of singles cur-
rently registered in the region, the num-
ber of daily clicks on a profile, the 
average number of messages sent, 
etc. What’s critical then is not how 
well a product performs, but rather 
how well the customer perceives its 
performance. If Rick or Michael 
feels he’s getting top value for his 
money, he’ll be less likely to switch 
providers. It’s imperative that com-
panies be aware of how customers 
perceive the price-performance rela-
tionship.

In the telecommunications sector, prices 
are differentiated more and more often 
based on an operator’s market share. In 
Germany, for instance, the operator E-
Plus slashed its prices by 50% in Munich 
to boost its regional market shares. In 
return, its main competitor o2 (strong 
in Munich) cut its prices in Cologne, E-
plus’ home turf. In a similar move, the 
Internet service provider 1&1 offered its 
customers in large cities a low DSL flat 
rate over a long period of time. Custom-
ers in non-urban regions, where there are 
fewer competitors, did not receive the 
special flat rate. 

In essence, the regional willingness to 
pay of customers depends primarily on 
these three factors:

•	 General willingness to pay in the 
region. The higher the regional will-
ingness to pay (due to higher average 
incomes and other factors), the easier 
it is to push higher prices.

•	 Regional performance perceived 

by customers. The better the cus-
tomers perceive the performance in a 
certain region, the easier it is to push 
higher prices.

•	 Your company’s regional market 
share. The higher your own mar-
ket share, the more assertively you 
should pursue a high-price strategy 
to levy potential.

Customers should be able to easily un-
derstand regional prices.

Even if you are aware of the customer’s 
price threshold in various regions and 
have met the above criteria, a regional 
price strategy will still fall flat without 
intelligent regional customization and 
a strong communication strategy. As 
a basic principle, the regions should be 
tailored to the willingness-to-pay criteria 
(listed above) and then bundled into ap-
propriate regional packages. 

On top of that, customers should clearly 
understand the pricing system. A region-
al pricing system with several categories 
is hard to communicate and difficult for 
customers to grasp. In the world of on-
line dating, a single woman whose search 
is restricted to single men from only one 
zip code wouldn’t have a very high suc-
cess rate nor would she feel very satisfied. 
Online dating services would be wiser to 
bundle neighboring cities, areas or states. 

Despite its potential for success, regional 

price differentiation can still go wrong. 
Customers might feel unhappy at be-
ing grouped into an “expensive” region 
or feel they’ve been handled unfairly; 
they might complain or even switch 
platforms. To avoid this, Internet com-
panies must work hard to avoid being 
overly transparent about prices with 
their customers, although this isn’t al-
ways feasible. 

If price differences are communi-
cated openly on the website, then 
customer service and sales must be 
prepared to deal with ensuing com-
plaints. Customers typically ask 
about the price model’s complexity 
(“What belongs to a region? What 
doesn’t?”) or fairness (“Why is my 
region more expensive than X re-
gion?”). In B2C business, Internet 
retailers should set up a FAQ page 
for customers; on the B2B side, 

sales team members should be given ar-
gumentation guidelines to handle com-
mon inquiries with confidence.

Conclusion: Think globally, 
price locally—if the 
conditions are right.

The regional differentiation of prices in 
the Internet is not limited to domains 
or countries. If you can regionally group 
customers by their willingness to pay, 
and thereby ensure that they do not want 
or are not able to buy specific services 
from other regions, then you have ful-
filled the prerequisites for regional price 
differentiation. 

In the “real” marketplace, price differ-
entiation is a common means of tapping 
your customer’s willingness to pay. Yet if 
you can master regional price differentia-
tion in the Internet, including the chal-
lenges of complexity and communica-
tion, the payoff could be substantial.

If you can master regional price 
differentiation in the Internet, 
including the challenges of 
complexity and communication, 
the payoff could be substantial.
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When I started working as 
a pricing consultant more 
than 20 years ago, I be-
came really excited about 

the development of “conjoint analysis.”

The word “conjoint,” which is short for 
“consider jointly,” is a method of mea-
suring price elasticity. While most of us 
learned about price elasticity in univer-
sity, it was a purely theoretical concept 
that we assumed (with some relief) we 
would never see again, let alone use!

But in recent years, price elasticity has 
moved from the classroom to the board-
room in a big way. It is now a source 
of competitive advantage, and is being 
used in industries as diverse as consumer 

goods, financial services, construction, 
high technology and aerospace. Today’s 
executives ignore price elasticity at their 
peril!

Conjoint analysis, in a nutshell, is a 
method of doing research in which you 
simulate a buying experience for the 
customer in which they are put in the 
position of making tradeoffs. Let’s say, 
for example, he or she was buying a car. 
We could identify various attributes the 
customer is trading off, such as brand, 
safety, reliability, comfort, etc., and then 
measure how much he or she is willing 
to pay for each one.

In the past, pricing researchers would 
simply ask: “How much would you be 
willing to pay for this new product/ 
service?” This approach is tremendous-
ly flawed, however, because there is no 
incentive for respondents to answer hon-
estly.

On the contrary, there is an incentive 
for them to answer dishonestly, think-
ing that if they tell the researcher a low 
price, then the company might price the 
product or service lower and the custom-
er will get a better deal.

Conjoint analysis does not suffer from 
this flaw, because it asks customers to 
trade off quality 
and price without 
creating a situation 
in which the cus-
tomer can “game” 
the system.

Over the past 20 
years, conjoint 
analysis has be-
come an impor-
tant tool for price 
optimization. Ini-
tially, it was used primarily by consumer-
goods and pharmaceutical companies, 
but it is now used in virtually every in-
dustry, ranging from manufacturing to 
services to high technology.

Conjoint analysis enables companies to 
answer questions such as: 

•	 Are you leaving money on the table? 

•	 What is the optimal price for a new 
product? 

•	 What price gap can you sustain ver-
sus the competition? 

•	 What is the optimal price gap be-
tween various versions of a product 
within our product line? 

•	 What if the competition lowers its 
price in response to the change we 
implement? 

•	 What attributes drive the most and 
least value? 

•	 What is the correct frequency and 
depth of discounts?

The deliverable from a conjoint study is 
an optimization model that enables you 
to test the impact of making changes 
to the price and the attributes of your 
product or service. In fact, you can even 
ask the model to optimize for market 
share, volume, and profit, or you can set 
constraints — for example, maximize 
profit but don’t let volume decline by 

more than 5%.

The model will 
then automati-
cally run up to 
30,000 combina-
tions and provide 
the optimal solu-
tions. 

The following 
case studies pro-
vide some insight 

into the power of this methodology.

Case study 1: Chemicals 
A chemical company with a plant in 
North America  was selling at a price 
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Conjoint analysis ... asks 
customers to trade off 
quality and price without 
creating a situation in 
which the customer can 
“game” the system.
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Unfortunately, many executives still do not recognize the 
potential rewards of measuring price elasticity.

virtually identical to that of its Japanese 
competitor (who did not have a plant in 
North America). The company wondered 
if there was value in being located locally 
and if that translated into a premium 
price versus the competitor. 

They conducted a conjoint study with 
existing and potential customers, inter-
viewing two key decision-makers: pur-
chasing agents and technical buyers.

The research indicated that the purchas-
ing agents placed no value on the prod-
uct being supplied locally and based 
their decisions strictly on pricing.

The technical buyers, however, indicated 
they would pay 15% more for local pro-
duction, as they could not afford to run 
out of this product, and so local supply 
was very important. 

Armed with this information, the com-
pany implemented a guaranteed supply 
clause in contracts and raised prices by 
15% for clients who wanted that cer-
tainty. The result: no lost business and a 
much greater profit.

Case study 2:  
Consumer packaged goods 
A leading consumer-goods brand was 
under attack. The largest retailer in Can-
ada planned to launch a private-label 
product that was aimed directly at the 
brand’s leading product.

The private-label product would be 
priced at a 50% discount and placed on 
the shelf right beside the branded prod-
uct. Debates raged internally about what 
the company should do.

Some staff advocated for price reductions 
in excess of 30%, while others thought 
the price should not be lowered by more 

than 5%, and still others thought the 
company should pull the product off 
that retailer’s shelf and sell exclusively in 
other channels.

Fortunately, the company undertook 
a conjoint study and tested the impact 
of the new competitor at different price 
gaps. The findings were very interesting. 
While the company had to accept that 
there would be some share loss, it was 
much less than feared; consumers really 
trusted this brand and were not going to 
switch just because the new product was 
cheaper. As a result of the conjoint study, 
the company invested heavily in the 
brand to reinforce the value.

Meanwhile, another competitor pan-
icked, lowering its price significantly. 
Both its market share and profit dropped 

dramatically.

Unfortunately, many executives still do 
not recognize the potential rewards of 
measuring price elasticity. I remember 
one senior manager saying: “I don’t be-
lieve you can measure price elasticity.”

Ironically, he was an economics major, 
and yet his educational background was 
precisely why he felt that way — he had 
learned the theory but had never seen it 
applied in practice.

Therefore, I encourage you to open your 
mind to the idea that measuring price 
elasticity/ optimization is possible within 
your business, and get busy figuring out 
how to do it. Otherwise, you are missing 
out on a major opportunity for competi-
tive advantage and superior profits.


