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CHAPTER 21

LINDELL’S NOTES

DEVELOPING AND APPLYING A PRICING STRATEGY

CHAPTER OUTLINE

21-1    OVERVIEW
A.
These are the stages in developing and applying a pricing strategy (shown in Figure 21-1): 

1.
Objectives.

2.
Broad policy.

3.
Strategy.

4.
Implementation.

5.
Adjustments.

B.
A pricing strategy begins with a clear statement of goals and ends with an adaptive or corrective mechanism. It should be integrated with a firm’s overall marketing program.

C.
A pricing strategy needs to be reviewed when a new product is introduced or an existing one is revised, the competition changes, a product moves through its life cycle, costs change, a firm’s prices come under government scrutiny, etc.

21-2    PRICING OBJECTIVES
A.
A pricing strategy should be consistent with and reflect overall company objectives.

B.

A firm may select sales-based, profit-based, or status quo-based objectives (or a combination of these). See Figure 21-2.

21-2a    SALES-BASED OBJECTIVES
A.
Sales-based objectives are oriented toward high sales volume and/or expanding the share of sales relative to competitors. They are important for firms desiring to saturate or control the market, willing to trade low per-unit profits for larger total profits, or interested in lower per-unit costs.

1.
To achieve high sales volume, a penetration pricing policy is usually employed, whereby low prices are used to capture the mass market.

a.
It is a proper approach if customers are highly sensitive to price, low prices discourage competitors, economies of scale exist, and a large market exists.

b.
It is used by companies such as Compaq, Malt-O-Meal, and Kellwood.

c.
It may tap markets not originally anticipated.

21-2b    PROFIT-BASED OBJECTIVES
A.
Profit-based objectives orient the firm toward some type of profit goal.

1.
Profit maximization objectives stress high dollar profit.

2.
With a satisfactory-profit objective, a firm seeks stable profits over a period of time.

3.
Under a return-on-investment objective, profits are related to investment costs.

4.
With an early-recovery-of-cash objective, a firm desires high initial profit.

5.
Profit may be expressed in per-unit or total terms.

6. Skimming pricing uses high prices to attract the market segment more concerned with product quality, uniqueness, or status than price.

a.
It is a proper approach if competition can be minimized, funds are needed for early cash recovery or expansion, customers are insensitive to price, and unit costs remain equal or rise as sales increase.

b.
It is used by companies such as Genentech, Canondale, and British Airways.

c.
Firms sometimes employ skimming pricing and then apply penetration pricing, or they market both a premium-priced brand and a value-priced brand. There are many advantages to this practice, as listed in the text. 

21-2c    STATUS QUO-BASED OBJECTIVES
A.
Status quo-based objectives are sought by a firm interested in continuing a favorable climate for its operations or in stability, and seeks to minimize the impact of outside factors (government, competitors, and channel members). It should not be inferred that such objectives require no effort on the part of the firm.

21-3    BROAD PRICE POLICY
A.
A broad price policy sets the overall direction (and tone) for a firm’s pricing efforts and makes sure pricing decisions are coordinated with its choices regarding a target market, an image, and other marketing-mix factors.

B.
It incorporates short- and long-term pricing goals, as well as the role of pricing. The role of pricing can range from achieving customer loyalty via superior service, convenience, and quality to loyalty via low prices through extensive price cutting.

21-4    PRICING STRATEGY
A.
A pricing strategy may be cost-, demand-, and/or competition-based. When all three of these approaches are integrated, combination pricing is involved.

B.
The basic price strategies are identified in Figure 21-3. 

21-4a    COST-BASED PRICING
A.
In cost-based pricing, a firm sets prices by computing merchandise, service, and overhead costs and then adding an amount to cover the firm’s profit goal.

Cost-Plus Pricing
A.
With cost-plus pricing, prices are set by adding a pre-determined profit to costs. It is the simplest method of cost-based pricing.

B.
Price = (Total fixed costs + Total variable costs + Projected profit)/(Units produced).

C.
Shortcomings include profit being expressed in terms of cost and not sales, price not tied to demand, poor adaptability for rising costs, no plans for excess capacity, little incentive for efficiency, and weak marginal cost analysis.

D.
Cost-plus pricing is best when price changes have little impact on sales and the firm can control price.

Markup Pricing
A.
In markup pricing, a firm sets prices by calculating per-unit production costs and then determining the markup percentages that are needed to cover selling costs and profit.

B.
Markup pricing is most commonly used by wholesalers and retailers.

C.
Price = (Product cost)/[(100 – Markup percent)/100].
D.
Markups are expressed in terms of selling price instead of costs.

1.
This allows costs and profits to be expressed in terms of sales.

2.
Prices to channel members are quoted as percentage reductions from final list prices.

3.
Selling price information is more readily available than cost data.

4.
Profitability appears lower; this can blunt criticism.

E.
Markup size depends on traditional profits, expenses, list prices, inventory turnover, competition, etc.

F.
In a variable markup policy, separate categories of goods and services receive different percentage markups.

G.
The advantages of markup pricing are that it is fairly simple to administer, offers channel members equitable profits, reduces price competition, enables resellers to compare their prices with manufacturers’ suggested list prices, can adjust prices to costs, and reflects cost differences.

Target Pricing
A.
In target pricing, prices are set to provide a specified rate of return on investment for a standard volume of production. To operate properly, the entire volume must be sold at the target price.

B.
Target pricing is employed by capital-intensive firms and public utilities.

C.
Price = [(Investment costs x Target return on investment)/Standard volume] + (Average total costs at standard volume).

D.
The limitations of target pricing are that it is not useful for firms with low capital investments, prices are not keyed to demand, production problems may hamper output, price cuts to handle overstocked inventory are not planned, and price would be raised under target pricing if standard volume is lowered because of poor sales performance.

Price-Floor Pricing
A.
Price-floor pricing is used to determine the lowest price at which it is worthwhile for a company to increase the amount of goods or services it makes available for sale.

B.
The sale of additional units can be used to increase profits or pay for fixed costs if marginal revenues are greater than marginal costs.

C.
Price-floor price = Marginal revenue per unit > Marginal cost per unit.

Traditional Break-Even Analysis
A.
Traditional break-even analysis determines the sales quantity in units or dollars that is necessary for total revenues (price x units sold) to equal total costs (fixed and variable) at a given price.

B.
When sales exceed the break-even quantity, profits are earned. When sales are less than the break-even quantity, a firm loses money.

C.
Break-even point (units) = (Total fixed costs)/(Price – Variable costs per unit).

Break-even point (dollars) = (Total fixed costs)/[1 – (Variable costs per unit/ Price)].

D.
Break-even analysis can be adjusted to take into account the profit sought by a firm.

E.
The limitations of break-even analysis are that it does not consider demand, it is difficult to divide costs into fixed and variable components, it assumes that variable costs per unit are constant, and it assumes that fixed costs are constant.

21-4b    DEMAND-BASED PRICING
A.
In demand-based pricing, a firm sets prices after studying consumer desires and ascertaining the range of prices acceptable to the target market. This approach is used by firms that believe price is a key factor in consumer decision making.

B.
A price ceiling is the maximum amount consumers will pay for a given good or service. 

C.
Demand-based techniques require consumer research regarding quantities that will be purchased at various prices, demand elasticity, the existence of market segments, and consumers’ ability to pay.

D.
Demand estimations may be more imprecise than cost estimations.

E.
Cost data must be considered in order to avoid low prices that would lead to losses.

F.
Highly competitive situations result in small markups and low prices. Noncompetitive situations allow firms to achieve large markups and high prices.

G.
The major demand-based techniques are shown in Figure 21-5. Table 21-3 contains numerical examples of them.

Demand-Minus Pricing
A.
In demand-minus (demand-backward) pricing, a firm finds the proper selling price and works backward to compute costs.

B.
It is used by firms selling directly to consumers.

C.
Maximum product cost = Price x [(100 – Markup percent)/100].

D.
Marketing research may be time consuming, complex, or inaccurate.

Chain-Markup Pricing
A.
Chain-markup pricing extends demand-minus calculations from resellers all the way back to suppliers.

B.
It determines the final selling price, examines markups for each channel member, and computes the maximum acceptable costs to each member.

C.
The markup chain is composed of the following:

1.
Maximum selling price to retailer = Final selling price x [(100 – Retailer’s markup)/100].

2.
Maximum selling price to wholesaler = Selling price to retailer x [(100 – Wholesaler’s markup)/100].

3.
Maximum selling price to manufacturer = Selling price to wholesaler x [(100 – Manufacturer’s markup)/100].

D.
By using chain-markup pricing, price decisions can be related to consumer demand and each reseller is able to see the effects of price changes on the total distribution channel. The interdependence of firms becomes clearer; they cannot set prices independently of one another.

Modified Break-Even Analysis
A.
Modified break-even analysis combines traditional break-even analysis with an evaluation of demand at various levels of price.

B.
Traditional break-even analysis does not indicate the likely demand at a given price, examine how consumers respond to different price levels, consider the impact of the break-even point on the choice of a price, or calculate the profit-maximizing price.

C.
Modified break-even analysis does the following:

1.
Reveals the price-quantity mix that maximizes profits.

2.
Shows that profits do not necessarily rise as quantity sold rises (due to lower prices).

3.
Verifies that many price levels should be examined, with the profit-maximizing one selected.

4.
Relates demand to price, rather than assuming the same volume could be sold at any price.

Price Discrimination
A.
Under price discrimination, a firm sets two or more distinct prices for a product in order to appeal to different final consumer or organizational consumer market segments (that have different price elasticities).

B.
Customer-based price discrimination sets different prices by customer category for the same good or service. Price differentials may relate to a consumer’s ability to pay, to negotiate, or buying power.

C.
In product-based price discrimination, a firm offers a number of features, styles, qualities, brands, or sizes for each product and sets a different price for each one.

D.
In time-based price discrimination, a company varies prices by day versus evening, time of day, or season.

E.
With place-based price discrimination, prices differ by seat location, floor location, or geographic location.

F.
In yield management pricing, a firm determines the mix of price-quantity combinations that yields the highest level of revenues for a given period. It wants to sell as many goods and services at full price as possible. It is very popular with airlines and hotels, and widely used by Internet firms.

21-4c    COMPETITION-BASED PRICING
A.
In competition-based pricing, a firm uses competitors’ prices rather than demand or cost considerations as its main pricing guideposts.

B.
Prices are set below, at, or above the market based on the following:

1.
Customers.

2.
Image.

3.
Marketing mix.

4.
Consumer loyalty.

5.
Other factors.

Price Leadership
A.
Price leadership exists in situations where one firm (or a few firms) is usually the first to announce price changes and others in the industry follow.

B.
Price leaders generally have significant market shares, well-established positions, respect from competitors, and the desire to initiate price changes.

Competitive Bidding
A.
In competitive bidding, two or more companies independently submit prices to a customer for a specified good, project, and/or service.

B.
Bids are usually sealed and each seller has one chance to make its best offer.

C.
According to the expected profit concept, as bid price increases, the profit to a firm increases, but the probability of its winning the contract decreases.

D.
The probability of getting a contract can be hard to determine.

21-4d    COMBINATION PRICING
A.
In practice, cost-, demand-, and competition-based pricing techniques are combined.

B.
The cost method sets price floors and establishes profit margins, target prices, and/or break-even quantities.

C.
The demand approach determines the appropriate consumer price and the ceiling prices for each channel member. It develops the price-quantity mix that maximizes profits and allows a firm to reach different market segments.

D.
The competition approach examines the appropriate price level for the firm in relation to competitors.

E.
Table 21-4 provides a broad list of questions a firm should consider when setting prices.

21-5    IMPLEMENTING A PRICING STRATEGY
A.
Implementing a pricing strategy involves a wide variety of separate but related specific decisions. 

21-5a    CUSTOMARY VERSUS VARIABLE PRICING
A.
With customary pricing, a company sets good or service prices and seeks to maintain them over an extended period of time.

B.
With variable pricing, a firm intentionally alters prices to respond to cost fluctuations or differences in consumer demand.

21-5b    A ONE-PRICE POLICY VERSUS FLEXIBLE PRICING
A.
With a one-price policy, a firm charges the same price to all customers who seek to purchase a good or service under similar conditions. It builds consumer confidence, is easy to administer, eliminates bargaining, and permits self-service and catalog sales.

1.
Most retailers use one-price policies.

2.
In industrial marketing, a firm with a one-price policy wouldn’t let sales personnel differ from a published price list.

B.
With flexible pricing, a firm adjusts prices based upon the consumer’s ability to negotiate or on the buying power of a large customer. It encourages sales personnel to solicit higher prices.

1.
Flexible prices to resellers are subject to the Robinson-Patman restrictions.

2.
Flexible pricing is much more prevalent outside the United States, as this practice (sometimes known as “haggling”) may be culturally ingrained.

3.
Flexible pricing has resulted in consumers gathering information from full-service sellers, shopping for the best price, and challenging discounters to “beat the lowest price.”

21-5c    ODD PRICING
A.
With an odd-pricing strategy, selling prices are set at levels below even dollar values.

B.
Odd pricing is popular due to the following reasons:

1.
Customers like getting change.

2.
Employers ensure that transactions are recorded.

3.
Consumers believe firms set prices as low as possible.

4.
Consumers believe odd prices represent price reductions. See Figure 21-6.

C. Odd prices encourage consumers to stay within their price limits and still buy the best items available.

D. Sales tax (in 45 states) raises odd prices into higher dollar levels and may reduce odd pricing’s impact as a selling tool.

21-5d    THE PRICE-QUALITY ASSOCIATION
A.
According to the price-quality association, consumers believe high prices connote high quality and low prices connote low quality.

1.
The price-quality association may be less valid if brand names are well known and/or consumers are able to compare different brands in terms of nonprice factors.

2.
Prices should reflect both the quality and the image companies seek.

B.
According to prestige pricing, consumers do not buy certain goods or services at prices that are considered too low. See Figure 21-7.

21-5e    LEADER PRICING
A.
With leader pricing, a firm advertises and sells key items in its product assortment at less than their usual profit margins.

1.
The wholesaler’s or retailer’s goal is to increase customer traffic.

2.
The manufacturer’s goal is to gain greater consumer interest in its overall product line.

B.

These are the two kinds of leader pricing:

1.
Loss leaders.

2.
Prices higher than cost but lower than regular prices.

21-5f    MULTIPLE-UNIT PRICING
A.
With multiple-unit pricing, a company offers consumers discounts for buying in quantity.

B. These are the four major benefits of multiple-unit pricing:

1.
It may increase consumers’ immediate purchases.

2. Long-term consumption may be boosted.

3. Customers of competitors may be attracted by the firm’s discounts.

4. Slow-moving merchandise may be cleared out.

21-5g    PRICE LINING
A.
With price lining, products are sold at a range of prices, with each price representing a distinct level of quality (or features).

21-5h    PRICE BUNDLING
A.
With bundled pricing, a firm offers a basic product, options, and customer service for one total price.

21-5i    GEOGRAPHIC PRICING
A.
Geographic pricing outlines the responsibility for transportation charges. Generally, it is not negotiated, but depends upon traditional industry practices. 

B.
In FOB mill (factory) pricing, a buyer selects the transportation form and pays all freight charges. The seller pays the costs for loading goods.

C.
In uniform delivered pricing, all buyers pay the same delivered price for the same quantity, regardless of their location. The seller pays the shipping.

D.
In zone pricing, all buyers within a geographic zone pay a uniform delivered price.

E.
In base-point pricing, firms in an industry establish basing points from which costs of shipping are computed.

21-5j    PURCHASE TERMS
A.
Purchase terms are provisions of price agreements, including discounts, timing of payments, and credit arrangements.

B.
Discounts are reductions from final selling prices that are available to resellers and consumers for performing certain functions, paying cash, buying large quantities, purchasing in off-seasons, or enhancing promotions.

C.
Payment timing must be specified in a purchase agreement. Terms of net 30 mean full payment in 30 days. Terms of 2/10, net 30 mean a buyer gets a 2 percent discount if the full bill is paid in 10 days; full payment is due in 30 days.

D.
When marketing internationally, sellers must sometimes be prepared to wait an extended period to receive payments.

E.
With an open credit purchase, the amount due must be paid in full each month. Under a revolving credit purchase, minimum monthly payments (including interest) are made until the debt is paid off.

21-6    PRICE ADJUSTMENTS
A.
Prices need to be continuously fine-tuned to reflect changes in costs, competition, and demand.
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