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12.5: Price

What you’ll learn to do: explain common pricing strategies and how organizations use them

In this section you’ll learn about some very specific, yet standard pricing strategies that organizations use to meet their objectives
and address consumer perceptions of value.

learning objective

o Describe the objectives businesses hope to achieve with product pricing
o Explain the methods businesses use for discounts and allowances

Customer Value and Price

Founders Jennifer Carter Fleiss (left) and Jennifer Hyman (right) at Rent the Runway
headquarters

Rent the Runway is a company that lets customers borrow expensive designer dresses
for a short time at a low price—to wear on a special occasion, e.g.—and then send them
back. A customer can rent a Theia gown that retails for $995 for four days for the price
of $150. Or, she can rent a gown from Laundry by Shelli Segal that retails for $325 for
the price of $100. The company offers a 20 percent discount to first-time buyers and
offers a “free second size” option to ensure that customers get the right fit.

Do the customers get a bargain when they are able to wear a designer dress for a special occasion at 15 percent of the retail price?
Does the retail price matter to customers in determining value, or are they only considering the style and price they will pay for the
rental?

What does value really mean in the pricing equation?
The Customer’s View of Price

Whether a customer is the ultimate user of the finished product or a business that purchases components of the finished product, the
customer seeks to satisfy a need through the purchase of a particular product. The customer uses several criteria to decide how
much she is willing to spend in order to satisfy that need. Her preference is to pay as little as possible.

PRICE-VALUE EQUATION
VALUE = PERCEIVED BENEFITS - PERCEIVED COSTS

In order to increase value, the business can either increase the perceived benefits or reduce the perceived costs. Both are important
aspects of price. If you buy a Louis Vuitton bag for $600, in return for this high price you perceive that you are getting a beautifully
designed, well-made bag that will last for decades—in other words, the value is high enough for you that it can offset the cost. On
the other hand, when you buy a parking pass to park in a campus lot, you are buying the convenience of a parking place close to
your classes. Both of these purchases provide value at some cost. The perceived benefits are directly related to the price-value
equation; some of the possible benefits are status, convenience, the deal, brand, quality, choice, and so forth. Some of these benefits
tend to go hand in hand. For instance, a Mercedes Benz E750 is a very high-status brand name, and buyers expect superb quality to
be part of the value equation (which makes it worth the $100,000 price tag). In other cases, there are tradeoffs between benefits.
Someone living in an isolated mountain community might prefer to pay a lot more for groceries at a local store than drive sixty
miles to the nearest Safeway. That person is willing to sacrifice the benefit of choice for the benefit of greater convenience.

When we talk about increasing perceived benefits, we refer to this as increasing the “value added.” Identifying and increasing the
value-added elements of a product are an important marketing strategy. In our initial example, Rent the Runway is providing
dresses for special occasions. The price for the dress is reduced because the customer must give it back, but there are many value-
added elements that keep the price relatively high, such as the broad selection of current styles and the option of trying a second
size at no additional cost. In a very competitive marketplace, the value-added elements become increasingly important, as
marketers use them to differentiate the product from other similar offerings.
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Perceived costs include the actual dollar amount printed on the product, plus a host of additional factors. If you learn that a gas
station is selling gas for 25 cents less per gallon than your local station, will you automatically buy from the lower-priced gas
station? That depends. You will consider a range of other issues. How far do you have to drive to get there? Is it an easy drive or a
drive through traffic? Are there long lines that will increase the time it takes to fill your tank? Is the low-cost fuel the grade or
brand that you prefer? Inconvenience, poor service, and limited choice are all possible perceived costs. Other common perceived
costs are the risk of making a mistake, related costs, lost opportunity, and unexpected consequences, to name but a few.

Viewing price from the customer’s point of view pays off in many ways. Most notably, it helps define value—the most important
basis for creating a competitive advantage.

Pricing Objectives

Companies set the prices of their products in order to achieve specific objectives. Consider the following examples.

In 2014 Nike initiated a new pricing strategy. The company determined from a market analysis that
its customers appreciated the value that the brand provided, which meant that it could charge a higher
price for its products. Nike began to raise its prices 4-5 percent a year. Footwear News reported on
the impact of their strategy:

“The ability to raise prices is a key long-term advantage in the branded apparel and
footwear industry—we are particularly encouraged that Nike is able to drive
pricing while most U.S. apparel names are calling for elevated promotional [and]
markdown levels in the near-term,” said UBS analyst Michael Binetti. Binetti said

Nike’s new strategy is an emerging competitive advantage. "

Nike’s understanding of customer value enabled it to raise prices and achieve company growth
objectives, increasing U.S. athletic footwear sales by $168 million in one year.

southwest airlines

In 2015 the U.S. airline industry lost $12 billion in value in one day because of concerns about
potential price wars. When Southwest Airlines announced that it was increasing its capacity by 1
percent, the CEO of American Airlines—the world’s largest airline—responded that American would
not lose customers to price competition and would match lower fares. Forbes magazine reported on
the consequences:

"This induced panic among investors, as they feared that this would trigger a price
war among the airlines. The investors believe that competing on prices would
undermine the airline’s ability to charge profitable fares, pull down their profits,
and push them back into the shackles of heavy losses. Thus, the worried investors
sold off stocks of major airlines, wiping out nearly $12 billion of market value of

the airline industry in a single trading day.'”"

Common Pricing Objectives

Not surprising, product pricing has a big effect on company objectives. (You’ll recall that objectives are essentially a company’s
business goals.) Pricing can be used strategically to adjust performance to meet revenue or profit objectives, as in the Nike example
above. Or, as the airline-industry example shows, pricing can also have unintended or adverse effects on a company’s objectives.
Product pricing will impact each of the objectives below:
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o Profit objective: For example, “Increase net profit in 2016 by 5 percent”
o Competitive objective: For example, “Capture 30 percent market share in the product category”
¢ Customer objective: For example, “Increase customer retention”

Of course, over the long run, no company can really say, “We don’t care about profits. We are pricing to beat competitors.” Nor can
the company focus only on profits and ignore how it delivers customer value. For this reason, marketers talk about a company’s
“orientation” in pricing. Orientation describes the relative importance of one factor compared to the others. All companies must
consider customer value in pricing, but some have an orientation toward profit. We would call this profit-oriented pricing.

Profit-Oriented Pricing

Profit-oriented pricing places an emphasis on the finances of the product and business. A business’s profit is the money left after
all costs are covered. In other words, profit = revenue — costs. In profit-oriented pricing, the price per product is set higher than the
total cost of producing and selling each product to ensure that the company makes a profit on each sale.

The benefit of profit-oriented pricing is obvious: the company is guaranteed a profit on every sale. There are real risks to this
strategy, though. If a competitor has lower costs, then it can easily undercut the pricing and steal market share. Even if a competitor
does not have lower costs, it might choose a more aggressive pricing strategy to gain momentum in the market.

Also, customers don’t really care about the company’s costs. Price is a component of the value equation, but if the product fails to
deliver value, it will be difficult to generate sales.

Finally, profit-oriented pricing is often a difficult strategy for marketers to succeed with, because it limits flexibility. If the price is
too high, then the marketer has to adjust other aspects of the marketing mix to create more value. If the marketer invests in the
other three Ps—by, say, making improvements to the product, increasing promotion, or adding distribution channels—that
investment will probably require additional budget, which will further raise the price.

It’s fairly standard for retailers to use some profit-oriented pricing—applying a standard mark-up over wholesale prices for
products, for instance—but that’s rarely their only strategy. Successful retailers will also adjust pricing for some or all products in
order to increase the value they provide to customers.

Competitor-Oriented Pricing

Sometimes prices are set almost completely according to competitor prices. A company simply copies the competitor’s pricing
strategy or seeks to use price as one of the features that differentiates the product. That could mean either pricing the product higher
than competitive products, to indicate that the firm believes it to provide greater value, or lower than competitive products in order
to be a low-price solution.

This is a fairly simple way to price, especially with products whose pricing information is easily collected and compared. Like
profit-oriented pricing, it carries some risks, though. Competitor-oriented pricing doesn’t fully take into account the value of the
product to the customer vis-a-vis the value of competitive products. As a result, the product might be priced too low for the value it
provides, or too high.

As the airline example illustrates, competitor-oriented pricing can contribute to a difficult market dynamic. If players in a market
compete exclusively on price, they will erode their profits and, over time, limit their ability to add value to products.

Customer-Oriented Pricing

PRICE-VALUE EQUATION
VALUE = PERCEIVED BENEFITS - PERCEIVED COSTS

Customer-oriented pricing is also referred to as value-oriented pricing. Given the centrality of the customer in a marketing
orientation (and this marketing course!), it will come as no surprise that customer-oriented pricing is the recommended pricing
approach because its focus is on providing value to the customer. Customer-oriented pricing looks at the full price-value equation
(Figure 1, above; discussed earlier in the module in “Demonstrating Customer Value”) and establishes the price that balances the
value. The company seeks to charge the highest price that supports the value received by the customer.

Customer-oriented pricing requires an analysis of the customer and the market. The company must understand the buyer persona,
the value that the buyer is seeking, and the degree to which the product meets the customer need. The market analysis shows
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competitive pricing but also pricing for substitutes.

In an attempt to bring the customer voice into pricing decisions, many companies conduct primary market research with target
customers. Crafting questions to get at the value perceptions of the customer is difficult, though, so marketers often turn to
something called the Van Westerndorp price-sensitivity meter. This method uses the following four questions to understand
customer perceptions of pricing:

1. At what price would you consider the product to be so expensive that you would not consider buying it? (Too expensive)

2. At what price would you consider the product to be priced so low that you would feel the quality couldn’t be very good? (Too
cheap)

3. At what price would you consider the product starting to get expensive, such that it’s not out of the question, but you would
have to give some thought to buying it? (Expensive/High Side)

4. At what price would you consider the product to be a bargain—a great buy for the money? (Cheap/Good Value)

Each of these questions asks about the customer’s perspective on the product value, with price as one component of the value
equation.

Cost-Plus Pricing Method
Cost-Plus Pricing

Cost-plus pricing, sometimes called gross margin pricing, is perhaps the most widely used pricing method. The manager selects as
a goal a particular gross margin that will produce a desirable profit level. Gross margin is the difference between how much the
goods cost and the actual price for which it sells. This gross margin is designated by a percent of net sales. The percent chosen
varies among types of merchandise. That means that one product may have a goal of 48 percent gross margin while another has a
target of 33.5 percent or 2 percent.

A primary reason that the cost-plus method is attractive to marketers is that they don’t have to forecast general business conditions
or customer demand. If sales volume projections are reasonably accurate, profits will be on target. Consumers may also view this
method as fair, since the price they pay is related to the cost of producing the item. Likewise, the marketer is sure that costs are
covered.

A major disadvantage of cost-plus pricing is its inherent inflexibility. For example, department stores often find it hard to meet (and
beat) competition from discount stores, catalog retailers, and furniture warehouses because of their commitment to cost-plus
pricing. Another disadvantage is that it doesn’t take into account consumers’ perceptions of a product’s value. Finally, a company’s
costs may fluctuate, and constant price changing is not a viable strategy.

Markups

When middlemen use the term markup, they are referring to the difference between the
average cost and price of all merchandise in stock, for a particular department, or for an
individual item. The difference may be expressed in dollars or as a percentage. For example,
a man’s tie costs $14.50 and is sold for $25.23. The dollar markup is $10.73. The markup
may be designated as a percent of the selling price or as a percent of the cost of the
merchandise. In this example, the markup is 74 percent of cost ($10.73 / $14.50) or 42.5
percent of the retail price ($10.73 / $25.23).

Cost-Oriented Pricing of New Products

Certainly costs are an important component of pricing. No firm can make a profit until it covers its costs. However, the process of
determining costs and setting a price based on costs does not take into account what the customer is willing to pay at the
marketplace. This strategy is a bit of a trap for companies that develop products and continually add features to them, thus adding
cost. Their cost-based approach leads them to add a percentage to the cost, which they pass on to customers in the form of a new,
higher price. Then they are disappointed when their customers do not see sufficient value in the cost-based price.

Discounting Strategies

In addition to deciding about the base price of products and services, marketing managers must also set policies regarding the use
of discounts and allowances. There are many different types of price reductions—each designed to accomplish a specific purpose.
The major types are described below.
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Quantity discounts are reductions in base price given as the result of a buyer purchasing some
predetermined quantity of merchandise. A noncumulative quantity discount applies to each
purchase and is intended to encourage buyers to make larger purchases. This means that the
buyer holds the excess merchandise until it is used, possibly cutting the inventory cost of the
seller and preventing the buyer from switching to a competitor at least until the stock is used. A
cumulative quantity discount applies to the total bought over a period of time. The buyer adds to
the potential discount with each additional purchase. Such a policy helps to build repeat
purchases.

Both Home Depot and Lowe’s offer a contractor discount to customers who buy more than $5,000 worth of goods. Home Depot
has a tiered discount for painters, who can save as much as 20 percent off of retail once they spend $7,500."

Seasonal discounts are price reductions given for out-of-season merchandise—snowmobiles discounted during the summer, for
example. The intention of such discounts is to spread demand over the year, which can allow fuller use of production facilities and
improved cash flow during the year.

Seasonal discounts are not always straightforward. It seems logical that gas grills are discounted in September when the summer
grilling season is over, and hot tubs are discounted in January when the weather is bad and consumers spend less freely. However,
the biggest discounts on large-screen televisions are offered during the weeks before the Super Bowl when demand is greatest. This
strategy aims to drive impulse purchases of the large-ticket item, rather than spurring sales during the off-season.

Cash discounts are reductions on base price given to customers for paying cash or within some short time period. For example, a 2
percent discount on bills paid within 10 days is a cash discount. The purpose is generally to accelerate the cash flow of the
organization and to reduce transaction costs.

Generally cash discounts are offered in a business-to-business transaction where the buyer is negotiating a range of pricing terms,
including payment terms. You can imagine that if you offered to pay cash immediately instead of using a credit card at a
department store, you wouldn’t receive a discount.

Trade discounts are price reductions given to middlemen (e.g., wholesalers, industrial distributors, retailers) to encourage them to
stock and give preferred treatment to an organization’s products. For example, a consumer goods company might give a retailer a
20 percent discount to place a larger order for soap. Such a discount might also be used to gain shelf space or a preferred position in
the store.

Calico Corners offers a 15 percent discount on fabrics to interior designers who are creating designs or products for their
customers. They have paired this with a quantity-discounts program that offers gift certificates for buyers who purchase more than
$10,000 in a year.

Personal allowances are similar strategies aimed at middlemen. Their purpose is to encourage middlemen to aggressively promote
the organization’s products. For example, a furniture manufacturer may offer to pay some specified amount toward a retailer’s
advertising expenses if the retailer agrees to include the manufacturer’s brand name in the ads.

Some manufacturers or wholesalers also give retailers prize money called “spiffs,” which can be passed on to the retailer’s sales
clerks as a reward for aggressively selling certain items. This is especially common in the electronics and clothing industries, where
spiffs are used primarily with new products, slow movers, or high-margin items.

When employees in electronics stores recommend a specific brand or product to a buyer they may receive compensation from the
manufacturer on top of their wages and commissions from the store.

Trade-in allowances also reduce the base price of a product or service. These are often used to help the seller negotiate the best
price with a buyer. The trade-in may, of course, be of value if it can be resold. Accepting trade-ins is necessary in marketing many
types of products. A construction company with a used grader worth $70,000 probably wouldn’t buy a new model from an
equipment company that did not accept trade-ins, particularly when other companies do accept them.

Price bundling is a very popular pricing strategy. The marketer groups similar or complementary products and charges a total price
that is lower than if they were sold separately. Comcast and Direct TV both follow this strategy by combining different products
and services for a set price. Similarly, Microsoft bundles Microsoft Word, Excel, Powerpoint, OneNote, and Outlook in the
Microsoft Office Suite. The underlying assumption of this pricing strategy is that the increased sales generated will more than
compensate for a lower profit margin. It may also be a way of selling a less popular product—like Microsoft OneNote—by
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combining it with popular ones. Industries such as financial services, telecommunications, and software companies make very
effective use of this strategy.
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