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How to Avoid
Discount Disaster

“JUST BECAUSE WE CHOSE TO DISCOUNT,
DIDN'T MEAN OUR SUPPLIERS REDUCED THEIR BILLS.”
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DISCOUNT DISASTER

“I'm planning on running a promotion this weekend.” It was a former client of
mine who owned a retail store in a university town.

“What sort of promotion?” | asked.

“I don't know. I've been thinking maybe a 25% percent discount on everything
in the store. There's a game this weekend and | want to pack ‘emin.”

“Are you open to discussion?” | asked.

“Sure, what do you have in mind?”

Discounting is a sign that we have not

Having no competitive advantage to exploit, we have to do something to attract

business, and, as with my former client, most of us default to a discount pricing
strategy.

The problem is that discounts, with only rare exceptions’, can quickly lead to
disaster.

‘Disaster?” you ask. “‘Everybody does it. What's so disastrous about picking up
more business?” That's a great question.

To answer it, we have to revisit the purpose of business.
We are NOT in business to work harder. We are in business to make a profit. If

working harder makes us more money, maybe we can live with that. If not, forget
about it.
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To know if discounts serve our purpose or not, we start with the question: "How
much more do we have to sell to pay for the cost of discounts?”

HOW MUCH MORE DO WE HAVE TO
SELL..?

That is a seldom asked, but very important question. The answer can change our
lives.

How can we know? By using gross profit to figure out just how much business
we would have to “pick up” in order to compensate for discounts.

Gross profit is the amount left over after subtracting cost of goods sold from
sales.

For example: Say we own a tool shop and pay $65 for a tool we sell for $100.
We have a $35 gross profit on each tool, which is another way of saying we
have a gross profit margin of “35% of sales.”
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Now let's find the effect of a 20% discount. How much more would we have to
sell just to recover the price reduction?

We might guess a 20% increase in sales would do it, but let's see.

Take a look at the table below. The percentages across the top row are gross
profit margins. The percentages down the left hand column are the discounts.

Look at the intersection of the 35% column and the 20% row. The number there
IS 133%, and that is the amount our sales would have to increase just to recover
the cost of the 20% discount.

30% Price
Reduction

YOUR SALES WOULD HAVE TO MORE
THAN DOUBLE...

Yikes!

Read that again: our sales would have to go up 133% - double plus another third
— just to keep the gross profit we had before the discount.

That is a high bar to hurdle. Even if we did it, we would find ourselves working
twice as hard for the same gross profit.

Now that would be a disaster!
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ALL DISCOUNTS COME FROM YOUR
SHARE OF THE SALES DOLLAR..

Such a dramatic effect might seem counter-intuitive, but it makes perfect sense.
Think of gross profit margin as our share of a sales dollar, because it is.

In the example, our share is $.35 and the remaining $.65 goes to pay the tool
supplier. The dramatic effect is due to the fact that the $.20 discounts come
entirely from our $.35 share.

After all, just because we chose to discount, didn't mean our suppliers reduced
their bills.

NO WAY WILL | DO THAT AGAIN

Understanding discounts gives us the incentive to find alternatives.

Take my former client for example. Instead of the 25% discount, he chose to give
away a free promotional item with every purchase. I'll save you the math, but his
weekend sales were up 30% to $6,000, his gross profit minus the cost of the gift
was $1,560.

Had he run the 25% discount, equivalent transactions would have generated
$4.500 of sales with gross profit of $600.

My client’s free gift offer outperformed a simple 25% discount, but the ultimate
answer to discounts and price competition is to create and claim a competitive
advantage, other than price, for your businesses.

My article * "and my download will
start you toward the day you say with confidence “No way, will | discount again.”



PAGE 6 HOW TO AVOID DISCOUNT DISASTER ANNEALBC.COM

To make calculations easy, download my . By entering three
numbers, it will show how much more you have to sell at any combination of
margins and discount.

WHEN DISCOUNTING COUNTS

Discounting is a legitimate tool for reducing obsolete inventory (in other words,
for correcting previous inventory mistakes).

Discounting can be an effective strategy to "buy” customers so long as the
lifetime value of the customer is significantly greater than the cost of discount.

In either case, it is always worthwhile to understand the effects of discounting
and to explore alternatives before resorting to price concessions.

HOW ABOUT YOU?

Are you getting busier but making less? Do you discount? Do you know how
much more you have to sell to pay for them?

If you have any further questions, please don't hesitate to mail me at
or visit
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Martin Holland

Martin Holland is the son of a successful entrepreneur. He grew up hearing about
margins and markets, R&D and sales, risk and return on investment. He learned to love
the language and rigors of business and grew to believe that business is both the most
human of all endeavors and the highest calling. After selling a company in 2011, Martin
became a coach in order to help other owners build profitable businesses that do not
require their day-to-day involvement.

A native of Norman, Martin earned a B.A. degree from Hastings College in Hastings,
Nebraska and a Masters in Business Administration degree from the University of
Oklahoma. Over the past 7 years he has written business plans that have raised over
$52.4 million in bank and investor financing. He has helped 157 (and counting) business
owners reduce stress and increase performance through clarity of purpose, better

marriages, more money, and more free time away from the business.



