AS BS 

It’s all in a price?

With Christmas fast approaching the race for the ‘big’ Xmas gift is on. It is probable that it will be a mobile phone, especially the models that receive pictures. But what will the manufacturers do with their models that do not receive pictures? They must have considerable stocks of these but in a fast moving market they might get stuck with costly stock. They might hope that the new picture versions start as a niche and then move into everyone’s pocket range and so becomes a mass market product. This would allow them to premium price the new models and possibly discount the older versions. Next time you visit the shops why not look and see how price, elasticity and demand changes are being played out in the High Street.

The theory

We all think that we understand what price is – it is the amount of money charged for a product or service. But it has a different meaning to:

· buyers – they tend to put value high on their list of priorities

· sellers – who want to establish the right price within their marketing mix

· government – who want to raise tax but also need to watch changes in the Retail price Index

So, what does price have to cover? Well, we need to make certain we earn enough to:

· cover research and development

· raw materials

· labour

· administration

· marketing

· any other business activity

In addition the product must create funds in excess of costs to meet company profit objectives. Price is only one element of the marketing mix and has to be seen in relation with the other P’s.

There are various influences on price and these include:

· the marketing objectives, which often include survival, profit maximisation, market share targets

· The marketing mix strategy – which can include the target market, the position of the product and the marketing mix.

· The covering of costs – fixed, variable and total

· Organisational objectives – who sets prices within the business, does any outside body monitor prices e.g. the regulatory Bodies who watch the privatised industries.

· The type of market within which you operate – more on monopolistic, oligopolistic and monopoly later in the course. 

· The customer perception of your product. Do you have intangibles, why do they purchase; do you offer a rage of prices?

So, pricing depends on a wide-range of factors that influence how your customer perceives the product.

We cannot ignore elasticity and whether your product is price responsive (elastic) or less responsive (inelastic). And the role of competitors will also have an influence on how you price your product.

Different pricing policies

There are a number of different pricing methods open to management. These include:

· cost-plus, which involves setting a price at average cost plus an agreed level of profit

· Contribution pricing, which is a price set at covering variable costs and making a contribution to fixed costs and profits.

· Price discrimination, which is setting a higher price for some customers than others.

· Skimming, which is setting a high price to soak up as higher profit as quickly as you can

· Penetration pricing, which is setting prices low in order to build a market share

· Price leadership pricing, which is where a company copies the price set by the market leader

· Predator pricing, which is when you deliberately set a low price to force rivals out of the market.

To this we need to add tactics and some producers will set prices of some low so as to attract in customer, which is called a loss-leader and the use of psychological pricing, which is where rounded numbers are used to give an impression of value e.g. 99p or £4.99p.

Questions

1. What is meant by (a) skimming and (b) penetration pricing ( 4 x 2 marks)

2. When might a company use market skimming pricing? ( 10 marks)

3. How might you price an imitative product? ( 10 marks)

4. What problems might a firm encounter if it used cost-plus pricing? ( 12 marks)

Suggested Answers

1. (a) Skimming is when you set a high price with high margins. Normally this is for a new product and one which has little competition

(b) This is when a low price is set to try and build a market share. It might be that the product is faced with established rivals or is what is known as a ‘me too’ product.

2. A company might use skimming to launch an innovative new product. There is little, if any competition and so demand is relatively inelastic. Customers have little knowledge of the new product and so the price can be set high and initial returns can be high. This removes the risk of under-pricing the product and as market share builds and/or rivals arrive in the market so the price can be reduced.  An example of this was computers 20 years ago, which were aimed at big corporations but with the arrival personal computers the prices of ‘big’ computers tumbled. So, skimming has to be thought through carefully and decisions made as to when to reduce prices and therefore individual margins.
3. An imitative product or me too line is similar to existing products in the market place. Care will need to be taken as to the ‘position’ of the product in the market. There are FOUR basic positions a product can adopt. These are: aiming for a premium strategy, which is when you launch a high quality/high price product that has ‘snob appeal’. Next you could go for economy pricing, which is where you price at the lower end of the market and offer a lower quality product. You could decide on Good value pricing, which is where you attack the premium price, or go for an over-charging strategy, where the firm over prices in relation to quality. This tends not to be a long -term strategy!

4. This is the most straight-forward of the pricing strategies. It takes the cost and adds a profit margin to come up with a price. For example, cost =£75, profit = £25, so price is £100. This results in a 25% gross profit margin.  It appears to be a simple and effective strategy but it has flaws. Both the variable and fixed costs can change over a year or given time period. It may not be possible, given the state of any market, to achieve the price originally set. Market situations could arise in which costs are higher, the price is lower and the product falls into a break-even or loss-making situation. Cost-based pricing takes little into account of the value of the product or service as perceived by the customer.

