The Marketing Mix: Price

Price can be defined as: a measure of the value exchanged by the buyer for the value offered by the seller.

The definition above indicates that what a selling price represents is rarely as simple as an amount of money.  

· From the customer’s point of view, price represents the value placed on the benefits offered. The customer will weigh up the potential benefits of an offering against the price and decide whether it is worth paying.

· From the seller’s perspective price provides the basis for recovering costs and creating profit (Profit = Total Revenue – Total Cost).

External influences on the pricing decision

 External influences on pricing decisions can be grouped into five categories:

1. Customers

2. The relationship between price and demand

3. Channels of distribution 

4. Competitors

5. The legal and regulatory framework

1.
Customers

Pricing cannot be considered without taking into account the feelings and sensitivities of the end buyer.  Different market segments react to price levels and price changes differently depending on the nature of the product, its desirability and the level of product loyalty established. 

	Example:  

The discerning coffee drinker who likes the taste of Nescafe and always buys that brand may not notice when the price rises, but even if they do spot the price rise, they might still continue to purchase Nescafe because they value the brand’s benefits so highly.  A segment that perceives coffee as a commodity and does not mind what it tastes like as long as it is hot and wet might be more inclined to be price sensitive: if price rises then they will certainly notice and switch to something cheaper.


The marketer has to be careful to set prices within an area bounded at the bottom end by costs and at the top end by what the market will tolerate. The bigger that area, the more discretion the marketer has in setting price.  The organisation can increase its pricing discretion either by reducing costs or by raising the consumers’ threshold (by better targeted communication or by improving the product offering).

2.
The relationship between price and demand (price elasticity)

In classical economic theory, price is the major determinant of demand.  For most products the quantity demanded goes up as the price goes down, and demand goes down as the price goes up (an inverse relationship). 

Demand however, will be influenced by a range of factors other than price: changing consumer tastes and needs, for example, might make a product more or less desirable regardless of the price. The economic ability to pay may still be there, but the willingness to buy is not. In a recession, cuts in discretionary income may cut demand for luxury items such as foreign holidays: the willingness to pay exists, but the ability to pay does not. The availability and price of close substitutes will also change the responsiveness of demand, e.g. the introduction of the CD player had a disastrous effect on the demand for record players.

· However, for prestige products, as price goes up so can demand. Designer fragrances fall into this category.  The fragrance houses have been careful to price them sufficiently highly to position them well away from ordinary toiletries.

	Some factors influencing price sensitivity

	1. The unique value effect
	The better differentiated the product, the lower the price sensitivity

	2. The substitute awareness effect
	The greater the number of substitutes available, the greater the price sensitivity

	3. The difficult comparison effect
	The more difficult it is to make a direct comparison between different products, the lower the price sensitivity, e.g. private cosmetic surgery

	4. The total expenditure effect
	The smaller the proportion of total spend this product represents, the lower the price sensitivity, e.g. buying a chocolate bar when you are supermarket shopping

	5. The end benefit effect
	The greater and more valued the end benefit of the product, the lower the price sensitivity

	6. The price-quality effect
	The higher the perceived quality and image of the product, the lower the price sensitivity

	7. The shared cost effect
	A buyer bearing only part of the cost of a product will be less price sensitive

	8. The inventory effect
	Buyers who hold stocks of the product are more likely to be price sensitive than are those who purchase for immediate consumption


3.
Channels of distribution

Long channels of distribution tend to increase costs as each intermediary needs to make a profit.  This increase in cost tends to be reflected by an increase in price.
4.
Competitors

The level and intensity of competition and the pricing decisions that other organisations make in the market will influence any producer’s own pricing.  This concerns strategic decisions about the extent to which the organisation wishes to use price as an aggressive competitive weapon, i.e. price versus non-price competition.

5.
Legal and regulatory framework

Some organisations, such as public utilities, tend to have their pricing policies regularly scrutinised by the government (through ‘watchdogs’ such as Ofwat) to make sure they are in the public interest, especially when a near monopoly is operating.  Some manufacturers and retailers are obliged by law to include duty or tax as part of their pricing (alcohol and tobacco being extreme examples).

Internal influences on the pricing decision
1.
Organisational objectives
Using price as a tool to achieve organisational objectives. For example, lowering price to increase demand in order to make use of excess capacity and gain the benefits of economies of scale.

2. Marketing objectives

Using price as a tool to achieve marketing objectives. For example, having different prices across a range of products to suit segment needs, gaining customer loyalty.

3. Costs

From a marketing perspective, price is primarily related to what the customer will be prepared to pay for a particular product offering.  However, organisations cannot ignore the cost of producing goods and services, as they want to retain the customer at a profit.

Pricing Strategies

1.
New product pricing strategies

In addition to all the risks inherent in new product development, it is important to get the launch price right as it can be difficult to change it later.
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Rapid skimming - the high price provides high profit margins and the heavy promotion creates high levels of product awareness, e.g. Sony Walkman had a honeymoon period as the only product of its type, and could thus price itself high

Slow skimming - combines high price with low levels of promotional expenditure. High prices mean big profit margins but high levels of promotion are believed to be unnecessary, perhaps because word of mouth is more important and the product is already well-known (Rolls-Royce) or because heavy promotion is thought to be incompatible as with cult products.

Rapid penetration - combines low prices with heavy promotional expenditure. The aim is to gain market share rapidly, e.g. Daewoo, the ‘One-to-One’ mobile phone company.

Slow penetration - combines low price with low promotional expenditure, e.g. retailers own-label brands. Promotion is not necessary to gain distribution and low promotional expenditure helps to maintain high profit margins.

Some typical conditions necessary to charge high price (skimming):

· Buyers are relatively insensitive to price changes

· Product provides high differential value, e.g. perfume

· Customers have high ability to pay, (cash rich segments).

· Consumer and bill payer are different, e.g. rail travel segmented by price sensitivity, early morning customers are often businesspeople whose fares are paid by the firm.

· Lack of competition, e.g. monopolies

· High pressure to buy, e.g. emergency situations.

Some typical reasons for charging low price (penetration):

· Only feasible alternative (can’t charge a high price because the conditions for skimming are not available – see above)

· To gain market presence, increase market share or domination

· To discourage new entrants to the market

· To gain economies of scale (increase output and bring down costs)

· Make money later (e.g. through after-sales service/spare parts)

2.
Product mix pricing strategies

Pricing the product to fit in the product range you already have, e.g. Ford cars in different value brackets, Ka/Fiesta/Escort/Mondeo.

3.
Demand-based pricing strategies (customer-centred)

The product is priced according to the demand that marketing creates for it (also called psychological pricing):

· Prestige pricing: using high price to position goods at high prestige levels.

· Odd-even pricing: using odd figures such as £4.99 (to convey value) or even figures such as £5 (to convey quality).

· Bundle pricing: assembling a number of products in a single package to save the consumer the trouble of searching out and buying each one separately, e.g. personal computers have all the hardware, software and peripherals bundled together

· Promotional pricing: used to reinforce perceptions of value in the short term, e.g. ‘buy one get one free’.

· Price differentiation: charging different prices to different segments. The same basic product is offered but the associated services differ. For example, first-class compared to second class train journeys. Price discrimination occurs when the same product or service is offered to different segments but at different prices, (which are not based on cost).  For example, travelling at different times of the day, you will pay different train fares for the same second-class service.

4.
Competition-based pricing (production-centred)

Pricing products in relation to the prices that the competition charge for their products. Differentiation decides the price.  If the product has many perceived differences it may be possible to charge a premium price. If there is no difference then you have to price at the going rate. This is the case with petrol filling stations – within a local area, the prices charged by different companies will be much the same. Firms may be price leaders (those who establish the price in the market), or price followers (those who follow the price of the price leader).

5.
Cost-based pricing strategies

Cost plus pricing: is the most straightforward of the pricing strategies. It works out the cost of producing the good or service and then adds the desired level of profit, for example, 15%, to produce the selling price.
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