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Chapter
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Defines the concept of price and demonstrates its importance in the marketing mix.
Differentiates between value-based, cost-based, and competition-based pricing.
Calculates selling price using cost-plus pricing and break-even analysis.

Describes the types of market structures and their impact on pricing discretion.

Lists the strategies for pricing new products, product mix pricing, and price adjustment.
Explains how to respond to competitors' price reductions.

Lecture Objectives
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* Pricing is the second major element of the marketing mix after product. Before addressing promotion and distribution, it is necessary to understand the

role of price in achieving marketing and profit objectives.

* Effective pricing begins with understanding the value that the company creates for customers through its products. The company then sets a price that
allows it to capture part of that value in the form of profit. Therefore, pricing is not limited to assigning a monetary amount to a product; it depends on
understanding customer value and translating that value into an appropriate price.

* The pricing process starts with analyzing customer value and then developing pricing strategies that balance the benefits received by customers with the
returns obtained by the company. In this sense, price becomes an important tool for managing the relationship between the company and the market,

because it reflects the value of the market offering and supports sales and profitability.
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Companies today face a fierce and fast-changing pricing environment. Pricing pressure represents a major challenge

-

for many companies, especially as consumers seek greater value during difficult economic times. The pricing power

of the internet and the competition created by value-driven retailers such as Walmart and Amazon also increase this $
pressure. As a result, many companies look for different ways to reduce prices. P%
However, reducing prices is not always the best answer. Unnecessary price reductions can lead to lost profits and e
damaging price wars. Lower prices may also send an undesirable message to customers by suggesting that price is Va'we

more important than the value delivered by the brand. Therefore, in both good and difficult economic times,

@ Pricing: No matter what the state
of the economy, companies should

companies should sell value rather than price. sell value, not price.

In some cases, selling value may mean offering lower-quality products at very low prices. In most cases, however, As e Ju\ e :):"“-“ﬂ\
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selling value means persuading customers that paying a higher price for the company’s brand is justified by the &= oAl e Y

) Y Al

greater value they receive.
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* Inits narrowest sense, price is the amount of money charged for a product. More broadly, price is the sum of all the values that customers give up in order to

gain the benefits of having or using a product or service.

* Historically, price has been the major factor affecting buyer choice. Although nonprice factors have gained increasing importance in recent decades, price
remains one of the most important elements determining a firm’s market share and profitability.

*  Price is the only element in the marketing mix that produces revenue; all other elements represent costs. Price is also one of the most flexible marketing mix

elements, because prices can be changed quickly, unlike product features and channel commitments.
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* At the same time, pricing is the number-one problem facing many marketing executives, and many companies do not handle pricing well. Some managers

view pricing as a major challenge and prefer to focus instead on other marketing mix elements.

* However, smart managers treat pricing as a key strategic tool for creating and capturing customer value. Prices have a direct impact on a firm’s bottom line,
and even a small improvement in price can generate a large increase in profitability.

* Price also plays a key role in a company’s overall value proposition. It helps create customer value and build customer relationships. Therefore, smart

marketers do not avoid pricing; they embrace pricing as an important competitive asset.

Qs predll ] cpeiall pany sl GUL Biser 8ygum naaill g0 JolaiS Y SIS (50 )l Y cipadl (3 0pdeditl cppetall oo S ol S Gutond pmndl oy el gl 33 @
(gl gl e 5y molie e 1S Oghaing (I laisall fuass 8uS Ui

o0 Bk e ($355 139 IS 2Ll Bl § Bl 3 i a6 Lgele Jgumndlly Joanl dasd 315§ Ly Aol 8131 diogy maedll o sLSH g0l Jolaty a3 oy *
Al 388 53 ) sl § cysndl

Oslelaty s ¢penill Eang0 LI 1585 umall Ly Y cllily Mol e by Jrand! dasd (385 (3 o 563 A5 o5 SUI Jaliad] Aol (oye 3 Lago 9o yaull S350 LS




Chapter Major Pricing Strategies M DOCEAIl
05 WJ"M‘ QW!J”W‘ UNIVERSITY

~

» Setting the right price is one of the difficult marketing decisions because price 55 a0 cdinall &gl GhLal dol canliel padl bdos Jres o
directly affects a company’s ability to generate profit. Successful pricing does not d,g, Y pnadl 3 388 s é_]j -CL.’JS” Gulizss e 3541 8)43 & Bl
depend only on choosing a price figure; it requires placing price within a dagd o sy )MMM‘&@OT%&‘M Bne 33, 433 o
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* The major pricing strategies are organized into three broad approaches: A Je @Sl pandl LY

1. Customer value-based pricing. Audliall e @Sl Y

2. Cost-based pricing.

Q Competition-based pricing. j
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Customer value-based pricing begins with the buyer’s perceptions of value

Customer Value-Based Pricing
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rather than with the seller’s cost. In this approach, the company uses buyers’
value perceptions as the key basis for setting price. Pricing decisions do not
begin with designing the product and calculating its cost; they begin with
understanding customer needs and the value customers perceive.

Customer value becomes a central element in the entire pricing process. A good
product alone is not sufficient, and price is not determined only by production
cost. The company first assesses customer needs and value perceptions, then
sets a target price based on customer-perceived value. After that, the company
determines the costs that can be incurred and designs a product that delivers
the desired value at the target price.

This logic differs from cost-based pricing. In cost-based pricing, the company
designs the product first, determines the product costs, adds a profit margin,
and then tries to convince buyers of the product’s value. In value-based pricing,
the process starts with the customer and with the question of what customers

consider valuable; then the company designs a product that fits the target value

\ and target price.
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Competition and other Consumer
Product external factors perceptions
o of value
Competitors' strategies and prices
If customers percelve thata pfoauct's price is greater | Marketing strategy, objectives,
than its value, they won't buy |l.kl1 the company prices A Price floor P Price ceiling
the product below its c?sts. Exohts will suffer. Between |~ No profits below Nat fth vt and d d No demand al
the two extremes, the “right” prcing strategy is one this orice ature oi the market and aeman this nvice
that delivers both value to the customer and profits L P
to the company.
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Cost-Based Pricing versus Value-Based Pricing MIDOC EAl
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Costs play an important
role in setting prices.

But like everything else

In marketing. good pricing
starts with the customer.
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Cost-based pricing

Design a * Determine *
good product product costs

~

: Convince buyers
Set price based l * of product‘);
on cost .
value

Value-based pricing

« | Assess customer Set target price to
needs and value * match customer- *
perceptions perceived value

: ' Design product
Determine costs ' ‘ to deliver desired

that can be value at target
incurred i ¢
price
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* Value-based pricing depends on
understanding  the  benefits  customers
perceive in a product. Within this approach,
two main strategies appear: Bag> ol Bl deadll aaudl L)
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service at a fair price.

2. Value-added pricing: adding features and
services that differentiate the offer and justify
a higher price.

* Thus, price is not merely a number. Price

becomes a way of expressing the value

received by customers, either through a fair

el ya g8 58
price for appropriate quality or through added @ Perceived value: Some owners consider a luxurious Patek Philippe
watch a real bargain, even at eye-popping prices ranging from

value that justifies paying more. $20.000 to $500,000
L ) .
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* Good value does not necessarily mean a low price.
Customers may perceive a product as highly valuable

even when its price is high, as long as the product

amount paid. Effective pricing therefore depends on
balancing the price paid by the customer with the value
received.

* Good-value pricing means offering the right
combination of quality and good service at a fair price.

This approach is not limited to reducing prices. Instead, it

focuses on delivering appropriate value to customers at a o T Sale pvelie
" ' 00t Sty Couge 3ol e 0t show citcul ol o B Cramalc denign and
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offerings that provide acceptable or strong quality at a ® Good-value pricing: Even premium brands can launch good-value versions.  2Uslae dl Jssosll 58 Gugll uary sl yau
The Mercedes CLA Class gives customers “The Art of Seduction. At a price

reduction.”
appropriate quality, good service, a fair price, and Axdy W dwbio Juoad! SHao

Qstomer—perceived value. j
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Value-Added Pricing
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* Companies do not always reduce prices in

order to compete. In many situations,
companies use value-added pricing by adding
features, services, or benefits to their market
offerings in order to differentiate them from
competitors’ offers and charge higher prices.

* This approach focuses on convincing
customers that a higher price is justified by
the additional benefits received. Competition
therefore does not depend only on price; it
also depends on the company’s ability to offer
a more distinctive product through quality,

features, service, or usage experience.

\-

® Value-added pricing: Philips uses R&D and innovation rather than low
prices to differentiate its lighting solutions.
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Whereas customer value perceptions set the price ceiling, costs set the price floor for the price a company can charge. Cost-based pricing involves setting prices

based on the costs of producing, distributing, and selling the product, plus a fair rate of return for the company’s effort and risk.

Types of Costs: A company’s costs take two main forms: fixed costs and variable costs.

1. Fixed Costs: Fixed costs, also called overhead, are costs that do not vary with production or sales level. Examples include monthly rent, heat, interest, and
executive salaries, regardless of the company’s level of output.

2. Variable Costs: Variable costs vary directly with the level of production. For example, each computer produced by Samsung involves costly inputs such as
computer chips, wires, plastic, packaging, and other materials. These costs may be similar for each unit produced, but they are called variable costs because
their total changes with the number of units produced.

Total Costs: Total costs are the sum of fixed and variable costs for any given level of production. Management wants to charge a price that at least covers total

production costs at a given level of production.

If a company’s costs are higher than competitors’ costs for producing and selling a similar product, the company needs to charge a higher price or make less

profit, placing the company at a competitive disadvantage.
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plus a specified markup, as in the case of some aerospace companies with government contracts.
To illustrate markup pricing, suppose a toaster manufacturer has the following costs and expected sales:

hYgs ) - iBusgl) B psiell daSI Variable cost $10
Y9 Yoy &0l Yl Fixed costs $300,000
Bd>9 0+ye v+ 1daBgiall Olasl! Expected unit sales 50,000
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Then the manufacturer’s cost per toaster is given by the following:

A ' s - : fixed cost §10 $300,000 $16
Blgll dals it cos vanable cost + ———— M=o
iaes o ST unit sales 50,000 ’
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Now suppose the manufacturer wants to earn a 20 percent markup on sales. The
manufacturer s markup price is given by the following:’

L _ unit cost $16 $20
Vi | 48l | yaw Markup price . 2
ale)l Bk PF (1 = desired return on sales) 1
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Cost-plus pricing, also called markup pricing, is one of the simplest pricing methods. This approach involves adding a standard markup to the cost of the product.
Construction companies often use this method when they submit bids for projects by estimating the total project cost and adding a standard markup for profit.
Lawyers, accountants, and other professionals also typically price by adding a standard markup to their costs. Some sellers tell customers that they charge cost
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* Using standard markups to set prices does not always make sense. Any
pricing method that ignores demand and competitor prices is not likely to
lead to the best price. Nevertheless, markup pricing remains popular for
several reasons.

*  First, sellers are more certain about costs than about demand. By tying
price to cost, sellers simplify pricing and do not need to make frequent
adjustments as demand changes.

* Second, when all firms in an industry use the same pricing method, prices
tend to be similar, so price competition is minimized.

* Third, many people feel that cost-plus pricing is fairer to both buyers and
sellers. Sellers earn a fair return on their investment, but they do not take

advantage of buyers when buyer demand becomes strong.
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Break-even pricing, also called target return pricing, is a cost-based pricing approach. It involves setting a price that enables the company to break even on the
costs of making and marketing a product, or setting a price that allows the company to achieve a target return.
This approach depends on the relationship among fixed costs, variable costs, price, and sales volume. The company needs to determine the number of units it
must sell in order to reach the break-even point. At this point, total revenue equals total costs, and the company makes neither profit nor loss.
In the example presented, the unit price is $20, the variable cost per unit is $10, and fixed costs are $300,000. The break-even volume is calculated as follows:
o) dals|
fixed cost ~$300,000
price — variable cost ~ $20 — $10
ad| B piciol] Aokl

Thus, the company must sell 30,000 units to cover its costs at a price of $20 per unit. If the company wants to earn a target profit of $200,000, it must sell 50,000
units, because total revenue at this level is $1,000,000, while total costs are $800,000.

Joludl e=>  break-even volume = = 30,000
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At the break-even point, \

here 30,000 units, total Sty
revenue equals total cost. Total revenue

1,200

1,000 f—-—————c e Target return
14 ($200,000)

I L
800 ————————— e ————

Joladl dlags

Total cost

41 dassl

600 '
To make a target return of

$200,000, the company must

sell 50,000 units. But will
Fixed cost | customers buy that many units
Jol) aasey | At the $20 price? The company
) should consider different prices
and estimate break-even volumes
and probable demand at each
10 20 30 40 50 price. Take a look at Table 10.1.

(SYIL) wlu=>glb Glagell ex> Sales volume in units (thousands)

400

Iy AreC (HRKeD)

Cost in dollars (thousands)

200
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Break-Even Volume and Profits at Different Prices \
Jolaild a1 Cllall oo gl L)l EW PO 4 CadSal )
sl Unit Demand Needed Expected Unit Demand Total Revenue Total Profit
Price to Break Even at Given Price (1) X (3) Costs* (4) — (5)
$14 75,000 71,000 $994,000 $1,010,000 -$16,000
16 50,000 67,000 1,072,000 970,000 102,000
18 37,500 60,000 1,080,000 900,000 180,000
20 30,000 42,000 840,000 720,000 120,000
22 25,000 23,000 506,000 530,000 —24,000
*Assumes fixed costs of $300,000 and constant unit variable costs of $10.  .OhYgs )+ ylade susgl) Al § e CadBGg V9o Yo vye v+ )lade A0l Al 3929 (o AL
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Competition-Based Pricing
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* Competition-based pricing means setting
prices based on competitors’ strategies, prices,
costs, and market offerings. The company does
not consider only its own costs or only
customers’ perceptions of value. It also
examines what competitors offer and how
customers  compare  competing  market
offerings.

*  When customers compare the company’s
product with competitors’ products, they
evaluate price in relation to relative value. If the
company’s offering provides greater value than
competitors’ offerings, the company can charge
a higher price. If the company’s offering does
not provide superior value, a higher price
becomes less attractive to customers.

* Competition is therefore an important
element in pricing decisions. The company
needs to understand whether its price reflects
stronger, equal, or weaker value compared with
competing offers. Pricing is not only an internal
calculation; it is also a marketing decision
connected with the company’s market position
and the degree to which its offer differs from
competitors’ offers.

® Pricing versus competitors: Caterpillar dominates the heavy
equipment industry despite charging premium prices. Customers
believe that Caterpillar gives them a lot more value for the price over
the lifetime of its machines.
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1. Overall Marketing Strategy, Objectives, and Mix:

* Pricing decisions form part of the company’s
overall marketing strategy. Price does not work
independently from the other elements of the
marketing mix. The company sets price in relation to
the target market, the desired positioning, marketing
objectives, and the nature of the offering delivered
to customers.

* Some companies use price as a strategic tool for
building their competitive position. When a
company chooses to position itself around high
value, high quality, or an appropriate price level,
pricing decisions must support that positioning. Price
also needs to be coordinated with product,
distribution, and promotion so that the market
offering appears consistent to customers.

* Companies may also use different pricing
objectives, such as attracting customers, supporting
positioning, responding to competition, or achieving
profitability. These objectives influence the price
level chosen by the company and the way value is
presented to customers.

\_

@ Trader Joe's unique price-value strategy has eamed it an almost cult-like following of
devoted customers who love what they get for the prices they pay.
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Target Costing and Its Role in Pricing Decisions:

* Target costing is an important pricing approach in which the process begins with an ideal selling price and then targets the costs that make that price possible.
The company does not simply begin with cost and add a profit margin. Instead, the company starts with the price the market is willing to accept and then designs
the product and controls costs to fit that price.

* This approach becomes important when a company develops a new product within a specific marketing strategy. If a company decides to position a product
as high-performance, the seller usually needs to charge a higher price to cover higher costs. If the company seeks to support a lower-price positioning, product
and cost decisions must be aligned with that objective from the beginning. + il iy & Wy PN LTS
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@ Nonprice positioning: Sleep Number beds cost more than traditional

mattresses, but the brand’s highly satisfied customers are willing to pay more d £ ) . . 3
to get more. After all, it's hard to put a price on a good night's sleep. -d:“'U| ‘.9b d\.@ \5,9"') Sdxe = c"oﬁ ) ¢ dw‘ /
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2. Organizational Considerations in Pricing Decisions:

* Effective pricing management within the company is
essential because price is affected by the market,
customers, and competitors, as well as by the company’s
internal organization. Therefore, management must decide
who within the organization is responsible for setting
prices.

* Companies manage pricing in different ways. In small
companies, prices are often set by top management rather
than by marketing or sales departments. In large
companies, prices are often handled by divisional
managers or product-line managers. In industrial markets,
salespeople may be allowed to negotiate with customers
within certain price ranges, while top management sets
pricing objectives and policies and often approves prices
proposed by lower-level management.

* In industries where pricing is a key factor, such as
airlines, aerospace, steel, railroads, and oil companies,
firms often establish pricing departments. These
departments set the best prices or help other departments
set them, and they report either to the marketing
department or to top management.

* Pricing is also influenced by several internal parties,
including sales managers, production managers, finance

Qmagers, and accountants.
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3. The Market and Demand:

* The market and demand are major external factors that
affect pricing decisions. While costs set the lower limit for
prices, the market and demand determine the level of
price that customers may accept. Therefore, before setting
prices, a company needs to understand the relationship
between price and the value consumers perceive in the
product.

*  When customers buy a product or service, they give up
something of value, namely the price, in exchange for
another value represented by the benefits of having or
using the product. For this reason, the company must
balance the price it charges with the value customers
receive. If the price is higher than customers’ perceived
value, demand declines. If the price is consistent with

perceived value, customers become more willing to buy.
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Pricing in Different Types of Markets

* A company’s freedom in setting prices varies according to the type
of market in which it operates. In some markets, the company has
limited control over price, while in other markets it has greater pricing
power because of product differentiation or the nature of competition.

* In pure competition, the market consists of many buyers and sellers
trading in a uniform commodity. No single buyer or seller has a major
effect on the going market price. Therefore, sellers do not spend much
time developing complex marketing strategies, because pricing is largely
tied to the prevailing market price.

* In monopolistic competition, the market consists of many buyers
and sellers who trade over a range of prices rather than a single market
price. This happens because sellers can differentiate their offers to
buyers. Products may differ in quality, features, style, or accompanying
services, which allows different price levels to exist.

* In oligopolistic competition, the market consists of a few sellers who
are highly sensitive to each other’s pricing strategies and market moves.
If one competitor cuts prices, others may respond quickly. If one
competitor raises prices, others may not follow. Therefore, pricing
decisions in this type of market are highly sensitive.

* In pure monopoly, the market consists of one seller. This seller may
be a government monopoly, a regulated private monopoly, or a
nonregulated private monopoly. In each case, pricing behavior differs
according to the nature of the monopoly and the restrictions

Crounding it.
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Analyzing the Price-Demand Relationship

* Every company needs to understand the
relationship between price and demand for its
products. This relationship shows how demand
changes when price changes. It is presented
through the demand curve, which shows the
number of units the market will buy in a given
time period at different prices.

* In Figure the demand curve slopes downward
from left to right. This means that quantity
demanded is higher when price is lower, and
lower when price is higher. The figure shows that
price level P1 corresponds to quantity demanded
Q1, while the higher price P2 corresponds to the
lower quantity demanded Q2.

* The demand curve is defined as: A curve that
shows the number of units the market will buy in
a given time period at different prices that might
be charged.

*  This analysis helps the company estimate the
effect of different prices on expected demand.
Therefore, it is not enough for the company to
know its costs; it also needs to understand how
buyers respond to each price level.

\_

Demand curve

A curve that shows the number of units
the market will buy in a given time periocd,
at different prices that might be charged.

Price

Q. Q,
Quantity demanded per period
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pricing concept because it measures how sensitive
demand is to changes in price. If demand changes

greatly as a result of a small price change, demand
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* Price elasticity is defined as: A measure of the
sensitivity of demand to changes in price.
*  Price elasticity helps companies make more

accurate pricing decisions. If demand is elastic,

raising price may lead to a large decrease in
quantity demanded. If demand is less elastic, the
company may be able to raise price without losing

a large amount of sales.
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4. The Economy

* Economic conditions have a strong impact on a firm’s pricing
strategies. Economic factors such as economic boom or recession,
inflation, and interest rates affect pricing decisions because they
influence consumer spending, consumers’ perceptions of a
product’s price and value, and the company’s costs of producing
and selling the product.

* The most obvious response to new economic realities is to cut
prices and offer discounts. Thousands of companies follow this
response because lower prices make products more affordable
and help stimulate short-term sales. However, price cuts may
create undesirable long-term consequences. Lower prices reduce
margins, and deep discounts may weaken the brand in consumers’
eyes. Once a company cuts prices, it becomes difficult to raise
them again when the economy recovers.

* Rather than cutting prices on their main-market brands, many
companies maintain their price positions by redefining the value in
their value propositions. Other companies develop price tiers by
adding both more affordable product lines and premium lines that
meet the varied means and preferences of different customer
segments.

* Even in difficult economic times, consumers do not buy based
on price alone. They balance the price they pay against the value
they receive. Therefore, some brands can maintain strong
consumer loyalty even at higher prices when customers perceive
Qe products and the ownership experience as worth the price.
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5. Other External Factors Affecting Pricing Decisions

* Beyond the market and the economy, a company must consider
several other external factors when setting prices. Pricing decisions do
not affect the company alone; they also influence other parties within
the company’s external environment.

* The company needs to understand how its prices affect different
parties in its environment. One important group is resellers. The
company should set prices that give resellers a fair profit, encourage
their support, and help them sell the product effectively. Therefore,
price is not directed only toward final consumers; it must also consider
the interests of resellers who help bring the product to the market.

* The government represents another important external influence
on pricing decisions. Pricing may be affected by government-related
considerations, controls, or influences, so the company must take this
factor into account when developing its pricing policies.

* Social concerns also play an important role in pricing. A company’s
short-term objectives, such as sales, market share, and profit goals,
may need to be balanced with broader societal considerations.
Therefore, the company should not focus only on its immediate
business goals; it should also consider the wider social impact of its
pricing decisions.

* Thus, pricing decisions become part of a broader interaction
among the company, resellers, government, and society. Prices should
support the company’s objectives while also taking into account the
interests and expectations of external parties that influence the
w}duct’s success in the market.
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When companies introduce a new product, they face an
important pricing challenge, especially during the
introductory stage of the product life cycle. Pricing at this
stage is significant because the company needs to select a
pricing strategy that supports market entry and helps achieve
its marketing and profit objectives.

Two broad strategies appear in new product pricing: Market-
skimming pricing, Market-penetration pricing.

1. Market-Skimming Pricing: Market-skimming pricing
involves setting a high initial price for a new product in order
to generate maximum revenues from the segments willing to
pay a high price. The company then gradually lowers the price
to attract additional market segments.

Companies use this approach when they introduce new and
innovative products that have high value in customers’
perceptions. Under this strategy, the company starts with a
high price to capture revenue from buyers who want the
product early, and then reduces the price later to reach more
buyers.

Market-skimming  pricing works only under certain
conditions. The product’s quality and image must support the
higher price, and enough buyers must be willing to buy at
that price. The cost of producing a smaller volume should not
be so high that it eliminates the advantage of the higher
price. Competitors also should not be able to enter the
wrket easily and undercut the high price.
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2. Market-Penetration Pricing

*  Market-penetration pricing involves setting
a low initial price for a new product in order to
attract a large number of buyers quickly and
win a large market share. Instead of beginning
with a high price to skim small but profitable
segments, the company uses a low price to
penetrate the market quickly and deeply.

* The purpose of this strategy is to build high
sales volume in a short period. As sales volume
increases, costs may fall, allowing the company
to maintain a low price and strengthen its
competitive position.

* However, market-penetration pricing
requires several conditions. The market must be
highly price sensitive so that a low price
produces more market growth. Production and
distribution costs must decrease as sales
volume increases. The low price should also
help keep competitors out, and the company
must be able to maintain its low-price position;
otherwise, the price advantage may be only
temporary.
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@ Penetration pricing: An entry-level, 8-foot,
blue-and-white Wavestorm surfboard at
Costco sells for only $99.99.
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The strategy for pricing a product changes when the product is part of a product mix. In this o EMR L S b ks ki gl J) Al L5 Y Wbl ode
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mix. The objective is to set a set of prices that maximizes profits for the total product mix. .
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Table presents the main product mix pricing strategies and their descriptions: e
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Product Mix Pricing
Pricing Situation Description
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1. Product Line Pricing

*  Product line pricing involves setting the price differences among the various products
in a product line. The company establishes price steps that reflect cost differences
between products, customers’ evaluations of different product features, and
competitors’ prices.

* In this strategy, the focus is not on one product alone. The focus is on arranging prices
across a group of products so that each product has a clear price position within the line.
These price differences help customers recognize different levels of quality, features, or

value.
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2. Optional-Product Pricing

* Optional-product pricing involves offering
additional products or features that customers
may buy along with the main product. The
customer pays a basic price for the core product
and may then pay extra for additional options.

* This strategy becomes important when the
company has a main product that can be
enhanced through optional features, accessories,
or services. It allows the company to serve
different customer preferences, because some
customers choose the basic product, while others

pay more for extra features.
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3. Captive-Product Pricing

* Captive-product pricing applies when a main product requires other products in
order to be used fully. In this case, the main product may be priced relatively low or at

an acceptable level, while the company earns an important part of its revenue from

the captive products required for use.
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* Thus, pricing in this strategy does not depend only on the main product. It
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depends on the continuing relationship between the main product and the products

required to use it.
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fe] Captive-product pricing: Amazon makes little profit on its Kindle readers
and tablets but makes up for the close-to-cost prices through sales of content
for the devices.
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4. By-Product Pricing

* By-product pricing occurs when the production process creates by-products in
addition to the main product. These by-products may have limited value, or they may
create a disposal burden for the company.

* In this strategy, the company seeks to obtain value from by-products rather than
leaving them unused. Selling by-products may help cover some costs or allow the

company to make the main product’s price more competitive.
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*  Product bundle pricing involves combining several products and offering them at
a single price. Companies use this approach when they want to encourage customers
to buy a group of products instead of buying each product separately.

* Bundle pricing can stimulate demand for the group of products and may give
customers the perception of receiving better value than if the products were
purchased separately. At the same time, it helps the company increase sales volume

for the products included in the bundle.
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After setting the base price for a product, a company often needs to adjust that price to
account for customer differences and changing market situations. Therefore, price does not
always remain fixed across all situations. Companies usually adjust their basic prices to
reflect differences in customers, purchase quantities, purchase timing, and market

conditions. Table 11.2 presents the major price adjustment strategies and their

Ve P
descriptions:
Price Adjustments
duze | )|
Strategy Description Cauo gl
BaS OleSs sl Jio esDhaadl Sblawiun 8K Hlawdl (aiss 1Ol gaunlly Gloguasdl aaud  Discount and Reducing prices to reward customer responses such as volume
C’::"‘“’U C‘;’ﬁﬂ‘ﬁi ‘)S.mj\ &é_;,]lji allowance pricing purchases, paying early, or promoting the product
231gall 91 el 9 esDhanl WY (B39 Hlawdl Jodka3 :Tmedl_paudll Segmented pricing Adjusting prices to allow for differences in customers, products,

or locations
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21 8 puad lasel! p.c..\.l G350 Sl gL :@93_,0!;3*.“;\)\ Promational pricing Temporarily reducing prices to spur short-run sales
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1. Discount and Allowance Pricing

*  Most companies adjust their basic prices to reward customers for
certain responses, such as paying bills early, buying in large quantities, or
buying out of season. These price adjustments are called discounts and
allowances, and they can take several forms.

* Discount: A discount is a straight reduction in price on purchases during
a stated period of time or for larger quantities. One form is a cash discount,
which is a price reduction given to buyers who pay their bills promptly. For
example, the term “2/10, net 30” means that although payment is due
within 30 days, the buyer can deduct 2 percent from the bill if payment is
made within 10 days.

* Another form is a quantity discount, which is a price reduction given to
buyers who buy large volumes. A functional discount, also called a trade
discount, is offered to trade-channel members who perform certain
functions such as selling, storing, and record keeping. A seasonal discount
is a price reduction given to buyers who purchase merchandise or services
out of season.

* Allowances: Allowances are another type of reduction from the list
price. One example is trade-in allowances, which are price reductions given
for turning in an old item when buying a new one.

* Trade-in allowances are most common in the automobile industry, but
they are also used for other durable goods. Another form is promotional
allowances, which are payments or price reductions that reward dealers for
participating in advertising and sales-support programs.
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2. Segmented Pricing

* Segmented pricing means selling a product or service at two or
more prices, even though the difference in prices is not based on
differences in costs. Companies use this strategy when they adjust
their basic prices to reflect differences in customers, products, or
locations.

* Segmented pricing takes several forms. In customer-segment
pricing, different customer groups pay different prices for the same
product or service. For example, museums, movie theaters, and
retail stores may offer discounts to students and senior customers.

* Segmented pricing also appears in product-form pricing, where
different versions of a product are priced differently, even when the
price differences are not based on cost differences. For example, a
small bottle of perfume may cost $100 or more in a store, although
the fragrance itself may cost only a few dollars. The price reflects
how the product is presented and perceived, not cost alone.

* Inlocation-based pricing, a company charges different prices for
different locations, even when the cost of offering the service in
those locations is similar. A theater may vary seat prices because
audiences prefer certain locations. Universities may charge higher
tuition for out-of-state students, and sports venues may set
different ticket prices according to seat location.

* In time-based pricing, prices vary by season, month, day, or
even hour. Movie theaters may charge different prices for daytime
and evening showings, and resorts may offer weekend or seasonal

Qscounts.
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2. Segmented Pricing

* For segmented pricing to be effective, certain conditions must exist.
The market must be segmentable, and the segments must show
different degrees of demand. The cost of segmenting and monitoring
the market must not exceed the extra revenue obtained from the
price difference.

* Segmented pricing must also be legal and should reflect real
differences in customers’ perceived value. If customers who pay
higher prices do not feel that they receive extra value, segmented
pricing may cause dissatisfaction and weaken customer relationships.

* Companies must be careful when using segmented pricing because

some forms may be perceived as unfair.
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3. Psychological Pricing

* Psychological pricing considers the psychology of prices, not
simply the economics of prices. Price is not always viewed only as a
number that reflects cost or monetary value. It may also carry
psychological meanings for consumers and influence how they
perceive product quality and value.

* Many consumers use price to judge product quality. For
example, a $100 bottle of perfume may contain scent worth only a
few dollars, yet some consumers may be willing to pay the higher
price because price functions as a signal of quality, status, or
perceived value.

*  When sellers use psychological pricing, they do not consider
only economic factors. They also consider how consumers perceive
prices. Some consumers interpret a higher price as a sign of higher
quality, especially when they cannot judge product quality through
direct inspection or previous experience.

* Price becomes especially important as a quality signal for
products that are difficult to evaluate before purchase. When
buyers lack enough information about product quality, price helps
them form an expectation of quality. As a result, consumers may
assume that the higher-priced product is better, even without direct
evidence.
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3. Psychological Pricing

* Reference Prices: Reference prices are also important in
psychological pricing. They are prices that buyers carry in their
minds and refer to when looking at a given product. A reference
price may be formed by noting current prices, remembering past
prices, or assessing the buying situation.

* Sellers may use this idea when presenting products. For
example, a company may place its product next to more expensive
products so that its price appears more acceptable. Sellers may also
use higher stated prices or former prices beside current prices to
create the impression of savings or a better deal.

* Examples include advertisements that show a previous price
and then present a lower current price, such as an offer of $299
instead of $379. Some stores may also use high prices for certain
products so that other products appear less expensive or more
attractive.

* Small differences in price can signal product differences to
consumers. A price ending in 9, such as $0.99, may suggest a
bargain or a saving. In contrast, prices ending in 00 may suggest
quality or prestige.

* Some high-end retailers favor whole-number prices, such as $50
or $200, because they do not want to communicate a discount
image. Other retailers use prices ending in 9 to strengthen the
impression of a lower price or an attractive deal. ‘m
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3. Psychological Pricing

* The Effect of Psychological Pricing on Buying
Decisions

* Some price differences may appear very
small, yet they can influence consumer behavior.
A difference between $3.00 and $2.99 may be
mathematically minor, but it can have a stronger
psychological effect than its actual size suggests.

* Companies use these price differences
because consumers do not always process prices
in a purely mathematical way. Consumers may be
influenced by how the price is displayed, how the
price is framed, and how the price compares with
other prices. Therefore, psychological pricing
becomes a tool for shaping customer perceptions
of value and making the price appear appropriate
or attractive.

* However, this effect does not work in the
same way in all situations. In some cases, the
number 9 may strengthen the perception of a
bargain. In other cases, rounded prices may
create a stronger impression of quality or
prestige. Thus, the use of psychological pricing
depends on the nature of the product, its market
position, and the image the company wants to
\create in customers’ minds.
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4. Promotional Pricing

* Promotional pricing involves temporarily pricing products
below the list price, and sometimes even below cost, in order
to increase short-run sales. Companies use this approach to
create buying excitement, generate urgency, and encourage
customers to make purchase decisions quickly.

* Promotional pricing takes several forms. Sellers may offer
discounts from normal prices to increase sales and reduce
inventories. Companies may also use special-event pricing
during certain seasons to attract more customers. For example,
retailers promote seasonal products in November and
December to attract holiday shoppers.

¢ Limited-time offers, such as online flash sales, are also
forms of promotional pricing. These offers create buying
urgency and make buyers feel that they have obtained a good
deal.

* Manufacturers sometimes offer cash rebates to consumers
who buy products from dealers within a specified period. The
manufacturer sends the rebate directly to the customer.
Rebates are common in the automobile industry, but they are
also used with durable goods and consumer packaged goods.

* Some manufacturers also use other promotional tools,
such as: low-interest financing, longer warranties, free
maintenance.

* These offers reduce the consumer’s perceived price and
Q\courage purchase in the short run.
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4. Promotional Pricing Flash sales

* Promotional pricing can help move customers through the
buying decision process. It creates short-term incentives and

encourages consumers to try or buy the product within a

specific time period.

* However, promotional pricing may also have negative

15

CASH REBATE’

nd and at Departmae

effects when used excessively or improperly. Constant price

reductions can start price wars among competitors. Frequent

discounts may also reduce the perceived value of a brand in

MJM\ 4,aail) ul.agmﬂ\

customers’ eyes.
Cash rebates

* Promotional pricing can also train customers to wait for
sales before buying. In this case, the challenge is not only
price; it is also how customers perceive the brand and how

they develop buying habits around discounts.
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5. Geographical Pricing

* Geographical pricing means setting prices for customers
located in different parts of the country or the world. A
company must decide how to price its products when
customers are located in different places and shipping costs
vary. The company may lose distant customers if it charges
higher prices to cover higher shipping costs. It may also lose
profitability if it absorbs shipping costs in order to attract
distant customers.

* Therefore, the company needs to choose a pricing policy
that balances price fairness, shipping-cost coverage, and
competitiveness in different markets. presents five main
geographical pricing strategies: FOB-origin pricing, uniform-
delivered pricing, zone pricing, basing-point pricing, and
freight-absorption pricing.

* The Peerless Paper Company Case

* The Peerless Paper Company is located in Atlanta, Georgia,
and sells paper products to customers all over the United
States. Freight costs are high and affect companies that order
paper from Peerless. Therefore, Peerless must determine how
to price a $10,000 order to three specific customers:

* Customer Ain Atlanta.

e Customer B in Bloomington, Indiana.

e Customer Cin Compton, California.

* This case illustrates how customer location and freight
Qsts affect the choice of geographical pricing strategy.
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6. Dynamic and Online Pricing

* Dynamic pricing involves adjusting prices continually to meet
the characteristics and needs of individual customers and changing
situations. In this approach, the company does not rely on one
fixed price for all customers at all times. Instead, it changes prices
according to demand conditions, purchase timing, customer
characteristics, and market circumstances.

* The internet expands the use of dynamic pricing because the
digital environment allows companies to monitor customer
behavior, track demand levels, observe competitors, and adjust
prices more quickly. Online pricing also enables companies to offer
different prices or special offers according to different purchasing
situations.

* Companies use dynamic pricing when the value of a product or
service varies according to time, customer type, or demand
intensity. This approach appears clearly in industries where
capacity or demand changes rapidly, such as air travel, hotels, and
online services. In these settings, price becomes a flexible tool that
helps the company match supply with demand and improve
revenues.

* However, dynamic pricing requires careful management.
Customers can compare prices easily and may notice that prices
differ from one time to another or from one customer to another.
Therefore, price changes should be connected to factors that
customers can understand, such as booking time, demand level,
Qat availability, or the nature of the offer.
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7. International Pricing

* Companies that market their products internationally must
decide what prices to charge in different countries. In some cases,
a company can set a uniform worldwide price. For example, Boeing
sells its jetliners at about the same price everywhere, whether the
buyer is in the United States, Europe, or a third-world country.

* However, most companies adjust their prices to reflect local
market conditions and cost considerations. International pricing is
not based on one fixed rule. Instead, it is shaped by many factors
that cause prices to differ across markets.

* The price a company charges in a specific country depends on
many factors, including: economic conditions, competitive
situations, laws and regulations, the development of the
wholesaling and retailing system, consumer perceptions and
preferences, and the costs of producing and selling in different
markets.

* A company may also have different marketing objectives in
different world markets. It may use a market-skimming strategy in
mature markets in developed countries, while using a different
strategy in developing markets where consumer purchasing power
is lower. Therefore, pricing must fit income levels, demand
conditions, product image, and purchasing power in each market.
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Figure presents a decision path for responding to a competitor’s price cut. The process begins with the question: Has the competitor cut price? If the answer is
no, the company holds its current price and continues to monitor the competitor’s price. If the answer is yes, the company then asks: Will the lower price
negatively affect our market share and profits? If the price cut does not create a negative effect, the company continues to hold its current price and monitor the
competitor. If the effect is negative, the company evaluates whether it can take effective action: Can effective action be taken, and will the cost of action exceed
the recovered share and profits? If action is not effective or is too costly, the company continues to hold its current price. If action is appropriate, the company
may choose among several strategic responses :Reduce price, Raise perceived value, Improve quality and increase services, Launch a low-price “fighter brand.”
Thus, the response to a competitor’s price cut is not limited to lowering price. The company may also respond by strengthening value, improving the offer, or
introducing a lower-priced alternative.

Has competitor No

: in :
cut price? continue to monitor

Hold current price;
competitor’s price

Will lower price No
negatively affect our
market share and profits? -

Reduce price

value

Can/should effective
i ? =
action be taken? s N [ Improve quality

and increase price

4 (7 Raise perceived ]

Launch low-price
“fighter brand”™

price—value equation.
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