CHAPTER 1 1

Managing Pricing and Sales
Promotions
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Netflix has accompanied
a series of price hikes
with heavy investment
in developing original
content to complement
the extended array of
streaming programming
it offers.
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Price is the one element of the marketing mix that produces revenue; the other elements produce
costs. Price also communicates the company’s intended value positioning of its product or brand.
A well-designed and marketed product can still command a price premium and reap big profits.
But new economic realities have caused many consumers to reevaluate what they are willing to pay
for products and services, and companies have had to carefully review their pricing strategies as a
result. One company that has caught the attention of consumers and businesses is Netflix, with its
unorthodox pricing strategy.

>>> Founded in 1997 by Reed Hastings and Marc Randolph, Netflix provides a subscription-based
streaming service that offers online streaming of films and television programs. An over-the-top
video content provider, Netflix distributes programming as a stand-alone product directly to viewers
over the internet, bypassing traditional media carriers such as cable and broadcast television. Since
its inception, the company’s subscriber base has grown rapidly, reaching 58 million in the United
States and 130 million worldwide in 2018. Starting at the very beginning, two of the key decisions
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that Netflix had to grapple with were selecting (and later developing) content that customers would
be willing to pay for on an ongoing basis and setting a price that would appeal to customers while
enabling Netflix to secure the desired content. As the competition from other streaming services
(such as Amazon, Apple, and Hulu) intensified and licensing costs for original content increased,
Netflix began to invest heavily in developing original content. In 2018 alone, Netflix had approxi-

mately 700 original shows, with more in the pipeline. To pay for new content, Netflix had to augment
its services and pricing structure. Since the introduction of its streaming service in November 2010,
Netflix has extended the portfolio of service offerings, while at the same time raising the price. Three

years after the launch of the $7.99-a-month streaming service, it introduced a premium version
priced at $11.99. A year later, in May 2014, Netflix introduced a lower-tier basic service priced at
$7.99, while raising the price of its standard service to $8.99. The following year, Netflix raised the
price of the standard service to $9.99, followed by another price increase to $10.99 in 2017 that
was combined with raising the premium service price to $13.99. Then, in 2019, Netflix announced
another price hike—the largest since the inception of its streaming services—with the basic
subscription priced at $8.99, the standard subscription at $10.99 (increased to $12.99 in 2020),

and the premium subscription at $15.99. This pricing structure reflects the company’s belief that the

consumer benefits provided by its streaming service outweigh the corresponding costs. “Price is all
relative to value,” said CEQ Hastings. “We’re continuing to increase the content offering and we're
seeing that reflected in viewing around the world."!

Pricing decisions are complex and must take into account many factors—the company, the customers,
the competition, and the marketing environment. Holistic marketers know their pricing decisions must
also be consistent with the firm’s marketing strategy and with its target markets and brand positions.
In this chapter, we provide concepts and tools to facilitate setting initial prices and adjusting prices
over time and markets.

Understanding Pricing

Price is not just a number on a tag. The prices you pay for goods and services perform many functions
and come in many forms: rent, tuition, fares, fees, rates, tolls, retainers, wages, and commissions. Price
also has many components. If you buy a new car, the sticker price may be adjusted by rebates and
dealer incentives. Some firms allow customers to pay through multiple forms, such as using points,
frequent flier miles, and bitcoins.

DESIGNING VALUE

Learning Objectives After studying this chapter you should be able to:

11.1 Describe the role that pricing plays in marketing 11.4 Discuss how to respond to competitive prices

management. cuts.

11.2 Identify the key psychological factors that 11.5 Explain how to design and manage incentives.

influence how consumers perceive prices.

11.3 Explain the factors that a manager must
consider when setting prices.
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>> Via a daily deal to its
large subscriber base,
Groupon attempts to
help businesses, many
of them local, tap into
the burgeoning online
market in exchange for
a hefty percentage of
sales.

DESIGNING VALUE

Throughout most of history, prices were set by negotiation between buyers and sellers. Bargaining
is still a sport in some areas. Setting one price for all buyers is a relatively modern idea that arose with
the development of large-scale retailing at the end of the 19th century. F.-W. Woolworth, Tiffany & Co.,
John Wanamaker, and others advertised a “strictly one-price policy,” an efficient approach because they
carried so many items and supervised so many employees.

Traditionally, price has operated as a major determinant of buyer choice. Consumers and purchas-
ing agents who have access to price information and price discounters put pressure on retailers to lower
their prices. Retailers in turn put pressure on manufacturers to lower their prices. The result can be a
marketplace characterized by heavy discounting and sales promotion.

For over 25 years, the internet has been changing the way buyers and sellers interact. The internet
has enabled buyers to make instant price comparisons from thousands of vendors. Moreover, using
smart mobile devices, customers can easily make price comparisons in stores before deciding whether
to purchase, pressure the retailer to match or better the price, or buy elsewhere. Using promotional
platforms such as Groupon, customers can also pool their resources to get better pricing.

Groupon Groupon was launched in 2008 to help businesses leverage the internet and e-mail
to use promotions as a form of advertisement. Specifically, the company sends its large base

of subscribers a humorously worded daily deal—a specific percentage or dollar amount off the
regular price—for a specific client’s branded product or service. With these e-mailed discounts,
Groupon offers client firms three benefits: increased consumer exposure to the brand, the ability to
price-discriminate, and the creation of a “buzz factor.” Groupon takes 40 percent to 50 percent of
the revenues in each deal in the process. Many promotions are offered on behalf of local retailers
such as spas, fithess centers, and restaurants, but Groupon also manages deals on behalf of
some national brands. Some businesses have complained that Groupon attracts only deal-seekers
and is not effective in converting them to regular customers. One study found that 32 percent of
companies lost money and that 40 percent said they would not utilize such a promotion again, with
restaurants faring the worst among service businesses and with spas and salons being the most
successful. Groupon has tried to innovate in several ways. Leveraging its massive sales force to
sell Groupon Now, the company enlists local businesses to offer time- and location-specific deals
via the Web or smartphones. The iPhone app for the new service has two buttons, “I’m Bored” and
“I’'m Hungry,” to trigger deals in real time. For businesses, the service is a way to boost traffic at
otherwise slow times. Even a popular restaurant might still consider some mid-day and mid-week
discounts, knowing it is rarely full then. After a hyped IPO, Groupon’s stock has not performed well,
and the company is still struggling to find the right business formula.?

Source: seewhatmitchsee/Alamy Stock Photo
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In addition to empowering buyers, the internet also enables sellers to optimize their pricing. Thus,
sellers now can monitor market demand and adjust prices accordingly. For example, Uber is using “surge”
pricing, charging higher fares at times of high demand. In addition, companies are now able to offer
custom-tailored sales promotions based on the profile of a given market segment or an individual buyer.
Online retailers such as Amazon, Wayfair, and Target offer promotional incentives to consumers based
on their demographic, psychographic, and behavioral characteristics. Likewise, many brick-and-mortar
retail outlets use geolocation to offer promotions to customers who are in close proximity to the store.

Companies vary in the way they set their pricing. In many small companies, the owner sets prices.
In large companies, division and product line managers do. Even here, top management sets general
pricing objectives and policies and often approves lower management’s proposals.

Where pricing is a key competitive factor, companies often establish a pricing department to set,
or assist others in setting, appropriate prices. This department reports to the marketing department,
the finance department, or top management. Others who influence pricing include sales managers,
production managers, finance managers, and accountants. In B2B settings, pricing performance tends
to improve when pricing authority is spread horizontally across the sales, marketing, and finance
units and when there is a balance in centralizing and delegating that authority between individual
salespeople and teams and central management.

Many companies do not handle pricing well and fall back on “strategies” such as “We calculate
our costs and add our industry’s traditional margins.” Other common mistakes are not revising prices
often enough to capitalize on market changes; setting prices independently of the rest of the marketing
program, rather than as an intrinsic element of market-positioning strategy; and not varying prices
enough for different product items, market segments, distribution channels, and purchase occasions.

For any organization, effectively designing and implementing pricing strategies requires a thor-
ough understanding of buyers’ pricing psychology and a systematic approach to setting, adapting, and
changing prices.

Consumer Psychology and Pricing

Many economists traditionally assumed that consumers were “price takers” who accepted prices at
face value or as a given. Marketers, however, recognize that consumers often actively process price
information, interpreting it in the context of prior purchasing experience, formal communication
(advertising, sales calls, and brochures), informal communication (friends, colleagues, or family mem-
bers), point-of-purchase or online resources, and other factors.*

Purchase decisions are based on how consumers perceive prices and what they consider the cur-
rent actual price to be—not on the marketer’s stated price. Customers may have a lower price threshold,
below which prices signal inferior or unacceptable quality, and an upper price threshold, above which
prices are prohibitive and the product seems not to be worth the money. Different people interpret
prices in different ways.

Consider the consumer psychology involved in buying a simple pair of jeans and a T-shirt. Why
does a black T-shirt for women that looks pretty ordinary cost $275 from Armani but only $14.90
from the Gap and $7.90 from Swedish discount clothing chain H&M? Customers who purchase the
Armani T-shirt are paying for a more stylishly cut T-shirt made of 70 percent nylon, 25 percent poly-
ester, and 5 percent elastane with a “Made in Italy” label from a luxury brand known for suits, hand-
bags, and evening gowns that sell for thousands of dollars. The Gap and H&M shirts are made mainly
of cotton. Choices abound for pants to go with these T-shirts. The Gap sells its “Original Khakis” for
$44.50, whereas Abercrombie & Fitch’s classic button-fly chinos cost $70. But that’s a comparative
bargain compared to Michael Bastian’s plain khakis for $480 or Giorgio Armani’s for $595. High-priced
designer jeans may use expensive fabrics such as cotton gabardine and require hours of meticulous
hand-stitching to create a distinctive design, but equally important are the image and the sense of
exclusivity they come with.”

Understanding how consumers arrive at their perceptions of prices is an important marketing
priority. Here we consider three topics pertaining to the psychology of pricing—reference prices,
image pricing, and pricing cues.

Reference Prices. Although consumers may have fairly good knowledge of price ranges, surprisingly
few can accurately recall specific prices. When examining products, however, they often employ reference
prices, comparing an observed price to an internal reference price they remember or an external frame

267



268 PART 4 DESIGNING VALUE

>> Abercrombie &
Fitch’s consumer image
enables it to charge
higher prices than many
of its rivals.

Source: Mark Waugh/Alamy Stock Photo

of reference such as a posted “regular retail price.” Possible reference prices include “fair price” (what con-
sumers feel the product should cost), typical price, last price paid, upper-bound price (reservation price,
or the maximum most consumers would pay), lower-bound price (lower price threshold, or the minimum
most consumers would pay), competitor price, expected future price, and usual discounted price.”

Sellers often attempt to manipulate reference prices. For example, a seller can situate its product
among expensive competitors to imply that it belongs in the same class. Department stores will dis-
play women'’s apparel in separate departments differentiated by price; dresses in the more expensive
department are assumed to be of better quality.® Marketers also encourage reference-price thinking
by stating a high manufacturer’s suggested price, indicating that the price was much higher originally,
or by pointing to a competitor’s high price.

When consumers evoke one or more of these frames of reference, their perceived price can vary
from the stated price. Research has found that unpleasant surprises—when perceived price is lower than
the stated price—can have a greater impact on purchase likelihood than pleasant surprises.” Consumer
expectations can also play a key role in price response. On internet auction sites such as eBay, when con-
sumers know similar goods will be available in future auctions, they will bid less in the current auction. '

Clever marketers try to frame the price to signal the best value possible. For example, a relatively
expensive item can look less expensive if the price is broken into smaller units, such as a $600 annual
membership for “§50 a month,” even though the totals are the same.!!

Image Pricing. Many consumers use price as an indicator of quality. Image pricing is especially
effective with ego-sensitive products such as perfumes, expensive cars, and designer clothing. A $100
bottle of perfume might contain $10 worth of scent, but gift givers pay $100 to communicate their
high regard for the recipient.

Price and quality perceptions of cars interact. Higher-priced cars are perceived to possess high
quality. Higher-quality cars are likewise perceived to be higher priced than they actually are. When
information about true quality is available, price becomes a less significant indicator of quality. When
this information is not available, price acts as a signal of quality.

Some brands adopt exclusivity and scarcity to signify uniqueness and justify premium pricing.
Luxury-goods makers of watches, jewelry, perfume, and other products often emphasize exclusivity
in their communication messages and channel strategies. High prices may actually increase demand
among luxury-goods customers who desire uniqueness, because they then believe fewer other custom-
ers can afford the products.!?

To maintain its air of exclusivity, Ferrari deliberately restricts sales of its iconic, $200,000-plus
Italian sports car to below 7,000 despite growing demand in China, the Middle East, and the United
States. But even exclusivity and status can vary by customer. Brahma beer is a no-frills light brew in
its home market of Brazil but has thrived in Europe, where it is seen as “Brazil in a bottle.” Pabst Blue
Ribbon is a retro favorite among U.S. college students, but its sales have exploded in China, where an
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<< Despite booming
demand, Ferrari limits
production and the
number of sports cars
that it sells to maintain
the brand’s exclusivity.
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upgraded bottle and claims of being “matured in a precious wooden cask like a Scotch whiskey” allow
it to command a $44 price tag.!?

Pricing Cues. Pricing cues are also important in the psychology of pricing. Many sellers believe
prices should end in an odd number. Customers perceive an item priced at $299 to be in the $200 rather
than the $300 range; they tend to process prices “left to right” rather than by rounding. Price encoding
in this fashion is important if there is a mental price break at the higher, rounded price.

Another explanation for the popularity of “9” endings is that they suggest a discount or bargain,
so if a company wants a high-price image, it should probably avoid the odd-ending tactic. One study
showed that demand actually increased when the price of a dress rose from $34 to $39 but was
unchanged when it rose from $34 to $44.14

Prices that end with 0 and 5 are also popular and are thought to be easier for consumers to process
and retrieve from memory. “Sale” signs next to prices spur demand, but only if not overused. Thus total
category sales are highest when some—but not all—items in a category have sale signs; past a certain
point, sale signs may cause total category sales to fall.'”

Pricing cues such as sale signs and prices that end in 9 are more influential when consumers’ price
knowledge is poor; when they purchase the item infrequently or are new to the category; and when
product designs vary over time, prices vary seasonally, or quality or sizes vary across stores.!® They
are less effective the more they are used. Limited availability (for example, “three days only”) also can
spur sales among consumers actively shopping for a product.!”

Setting the Price

A firm must set a price for the first time when it develops a new product, when it introduces its regular
product into a new distribution channel or geographic area, and when it enters bids on new contract
work. The firm must decide where to position its product on quality and price.!8

Most markets have three to five price points or tiers. Marriott Hotels is good at developing different
brands or variations of brands for different price points: JW Marriott (highest price), Marriott Marquis
(high price), Marriott (high-medium price), Renaissance (medium-high price), Courtyard (medium
price), TownePlace Suites (medium-low price), and Fairfield Inn (low price). Firms devise their branding
strategies to help convey to consumers the price—quality tiers of their products or services.!

The firm must consider many factors in setting its pricing policy. The pricing process involves six
main steps: defining the pricing objective; determining demand; estimating costs; analyzing competi-
tors’ costs, prices, and offers; selecting a pricing method; and setting the final price.
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DEFINING THE PRICING OBJECTIVE

An offering’s price is determined by a firm’s overall pricing objective. The clearer a firm’s objective,
the easier it is to set price. Four common pricing objectives are current profit, market penetration,
market skimming, and quality leadership.

« Short-term profit. Many companies try to set a price that wiliximize current profits. They esti
mate the demand and costs associated with alternative prices and choose the price that produces
maximum current profit, cash flow, or rate of return on investment. This strategy assumes the firm
knows its demand and cost functions, but in reality, these are difficult to estimate. Furthermore, in
emphasizing current performance, the company may sacrifice long-run performance by ignoring
the effects of other marketing variables, competitors’ reactions, and legal restraints on price.

» Market penetration. Companies that choose penetration pricing want to maximize their market
share. They believe a higher sales volume will lead to lower unit costs and higher long-run profit, so
they set a very low price, assuming the market is price sensitive. Texas Instruments fameusly prac
ticed this market-penetration pricing for years. The company would build a large plant, set its price as
low as possible, win a large market share, experience falling costs, and cut its price further as costs fell.

The following conditions favor adopting a market-penetration pricing strategy: (1) the market
is highly price sensitive, and a low price stimulates market growth; (2) production and distribu
tion costs fall with accumulated production experience; and (3) a low price discourages actual
and potential competition.

» Market skimming. Companies unveiling a new technology favor setting high prices to maximize
market skimming. In market skimming, a company is setting a relatively high price in an attempt
to “skim the cream” off the market by making the offering affordable only to customers with the
highest willingness to pay. Sony has been a frequent practitioner of market-skimming pricing, in
which prices start high and slowly drop over time.

Market skimming is beneficial under the following conditions: (1) a sufficient number of
buyers signal a high current demand; (2) the high initial price does not attract more competitors
to the market; and (3) the high price communicates the image of a superior product.

* Quality leadership. A company might aim to be the quality leader in the market. To maintain quality
leadership, a company must charge a relatively high price in order to be able to invest in research and
development, production, and service delivery. Brands such as Starbucks, Aveda, Victoria’s Secret,
BMW, and Viking have positioned themselves as quality leaders in their categories, combining quality,
luxury, and premium prices with an intensely loyal customer base. Grey Goose and Absolut carved
out a super-premium niche in the essentially odorless, colorless, and tasteless vodka category through
clever on-premise and off-premise marketing that made the brands seem hip and exclusive.

Nonprofit and public organizations may have other pricing objectives. A university aims for par
tial cost recovery, knowing that it must rely on private gifts and public grants to cover its remaining
costs. A nonprofit hospital may aim for full cost recovery in its pricing. A nonprofit theater company
may price its productions to fill the maximum number of seats. A social service agency may set a
service price geared to client income.

Whatever the specific objective, businesses that use price as a strategic tool will profit more than
those that simply let costs or the market determine their pricing. For art museums, which earn an aver
age of only 5 percent of their revenues from admission charges, pricing can send a message that affects
their public image and the amount of donations and sponsorships they receive.

DETERMINING DEMAND

Each price will lead to a different level of demand and have a different impact on a company-s market
ing objectives. The normally inverse relationship between price and demand is captured in a demand
curve: The higher the price, the lower the demand. For prestige goods, the demand curve sometimes
slopes upward. Some consumers take the higher price to signify a better product. However, if the
price is too high, demand may fall.

To estimate the demand for a company’s offering, marketers need to know how responsive, or elas
tic, demand is to a change in price. Price elasticity of demand reflects the degree to which a change
in price leads to a change in quantity sold. The lower the price elasticity, the less sensitive consumers
are to price increases, and the more likely it is that raising the price can increase sales?evenues.

Consider the two demand curves in Figure 11.1. In demand curve (a), a price increase from $10
to $15 leads to a relatively small decline in demand from 105 to 100. In demand curve (b), the same
price increase leads to a substantial drop in demand from 150 to 50. If demand hardly changes with a
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