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PRICING NOTES

These notes are going to cover three main topics. The three main topics are 1) the role of costs in pricing decisions, 2) skimming vs. penetration pricing and 3) segmented pricing. 

THE ROLE OF COSTS IN PRICING DECISIONS

I. Summary of the role of costs in pricing decisions
A. Discussion of the degree to which costs influence pricing decisions

In general, costs have a smaller impact on pricing decisions than both a) customer reaction to price and b) competitive reaction to price. As only one simple example, students often think that customer price should be increased whenever the costs of the product are increased. This view is incorrect. This attempt to pass a cost increase on to customers will fail if a) competition does not raise their price and/or b) customers who bought the product at the lower price react negatively by not purchasing the product at the higher price.

Although, as indicated above, costs have a lesser impact on price determination than the impact of customer reaction and competitive pricing decisions, costs still do have some impact on pricing decisions and the nature of the cost impact is summarized below. 
B. Summary of the nature of the impact of costs on pricing decisions
A key pricing principle is that an attempt should usually be made to set a price that provides a positive contribution margin. Having a positive contribution margin does not guarantee a profit, as enough units need to be sold at a given contribution margin to cover fixed costs before profits can be made. However, a negative contribution margin guarantees a loss, with the loss increasing with each and every unit sold. Retailers use this pricing principle through the concept of mark-up pricing, where they try to resell products to consumers at a higher price than what they paid for them, with the difference being their mark-up. At the same time, retailers sometimes end up selling products to consumers at less than the price they paid for them. One reason is the desire to clear inventory because it is not selling at a price that generates a positive contribution margin.
As a reminder from the beginning of the semester, contribution margin equals unit price – unit variable costs. Putting this another way, unit variable costs serve as a soft pricing floor. Pricing below unit variable costs provides a negative contribution margin, which guarantees a loss.

Note that the above paragraph makes no mention of using fixed costs to establish a pricing floor. This is not an oversight. In reality, fixed costs are ignored in establishing a minimum price. You may be wondering why fixed costs are ignored in determining contribution margin. Here is the reason. Since price is naturally a unit concept, the costs that are subtracted from price to determine contribution margin must be unit costs. Total fixed costs can be converted to unit or average fixed costs by dividing total fixed costs by the number of units sold. However, average fixed costs are very unstable across different sales volumes in the sense that they consistently decrease a lot as sales volume increases.  For example, assume a retailer pays $25,000 a month rent. If they sell 5000 units, average fixed costs are $5.00. However, if they sell $25,000 units, average fixed costs are $1.00. Thus, integrating average fixed costs into contribution margin would provide a very unstable pricing floor.

Even though a loss is guaranteed if a product is priced below unit variable costs, it is appropriate to price below unit variable costs in some instances, which are identified later in these notes, starting on page 4 with topic heading III. In other words, even the one role of costs in pricing decisions, namely the use of unit variable costs to establish a minimum price is not automatic. As we will see starting under III, both customer and competitive reaction need to be considered to determine when to price below unit variable costs, and pricing below unit variable costs is done rather frequently.
II. Description of fixed and variable costs

This is background material and it should be a review for most of you. However, I still recommend that you go over this topic in the notes carefully.
A. Variable costs
1. Definition of variable costs

Total variable costs increase, usually on a consistent basis, with each and every unit produced, purchased, or sold.
2. A key characteristic of variable costs
Unit variable costs tend to be fixed or constant as the number of units produced, purchased or sold changes. Some examples of this constancy of unit variable costs are presented below. The fact that unit variable costs tend to be constant is important as it means that these costs provide a stable contribution margin.
3. Examples of variable costs
a. The cost of acquiring inventory is a variable cost to a retailer or a merchant wholesaler. This cost increases in total with each unit purchased. 

Until quantity discounts are given to the retailers or wholesalers (and such quantity discounts are give very frequently although some retailers sell a quantity too limited to take advantage of purchasing quantity discounts), this cost of acquiring inventory increases in total at a constant rate with each and every unit purchased. If and when any variable cost increases in total at a constant rate with each additional unit produced, purchased, or sold, then unit variable costs will remain constant regardless of the number of units produced or sold.
b. Transporting goods when public transportation options are used

I think that all public transportation options base their prices partly on weight and/or volume shipped. Thus, the cost of transporting goods increases in total with each and every unit shipped, as each unit shipped takes up more volume or weighs more. 

This cost also increases at a constant rate until quantity discounts are provided by the shipper.
c. Production materials

For materials that enter directly into the production of a product, a certain amount of material is used for each and every unit produced. For example, an automobile manufacturer must purchase tires to include with each car produced. Thus, for each additional car produced, five (including a spare) tires need to be purchased. Thus, these tire material costs increase in total with each and every car produced.

These costs also tend to increase at a constant rate until quantity discounts are provided. As with inventory, such quantity discounts are given very frequently, although some producers’ production volume is too limited to take advantage of quantity discounts with materials purchased.
d. Production labor

It is easiest to see that labor costs are variable when labor is paid on a piecework basis. Here they are paid a certain amount for each and every unit produced that they are involved in. This means that total labor costs increase with each and every unit sold. Production labor will increase at a constant or linear rate unless and until overtime kicks in. Thus, just as was the case with the previous examples of variable costs, unit variable costs tend to be constant and stable.
e. Payment of a sales force on a commission basis

Commission rates usually are a percentage on the dollar value of merchandise sold by a salesperson. Obviously the total dollar value of commission payments to salespeople increases with each and every unit sold.

This cost also usually increases at a constant rate with each and every unit sold because the commission rate usually is constant.
B. Fixed costs
1. Definition of fixed costs

A fixed cost remains constant, in total, as the number of units produced, purchased or sold increases or decreases. However, as discussed previously, fixed costs vary by a substantial amount on a unit or average basis. More specifically, unit or average fixed costs decrease substantially as the number of units produced, sold, or purchased increases.
2. Examples of fixed costs
a. Some transportation costs when an organization has its own vehicles, such as trucks. 

For example, UPS has a big fleet of trucks that it has to pay for once it acquired this fleet. UPS’s cost of operating, maintaining, and financing its fleet of trucks does not increase with each and every unit sold/shipped.

Note that I previously listed transportation as a variable cost when public transportation options are used. This example with transportation costs demonstrates that the same cost category, such as transportation costs, can be fixed in some instances but be variable in other instances. 

b. Costs of production equipment

These costs stay the same in total whether the equipment operates at full capacity or whether the same equipment operates at 50% of full capacity. Thus, production equipment costs do not change in total with each and every unit produced, which makes it a fixed cost, by definition.
c. Costs of supplies that do not enter directly into production, such as the cost of paper

These costs vary depending on the amount used, such as toner, which would make it seem as if it is a variable cost. However, the costs of these supplies do not increase in total with each and unit produced or sold. Thus, by the definition employed here, this is a fixed cost.
d. Rent of a store for a retailer

This cost usually varies by square footage of a store and can also vary over time. This might make it seem that this is a variable cost. However, remember that a variable cost increases in total with each and every additional unit produced, purchased, or sold. Rent of a store does not increase in total with each and every additional unit produced or sold. Thus, this rent is a fixed cost.
III. Are there situations in which the price should fall below the pricing floor of unit variable costs?

A.  Why is this question being asked?

When price falls below the pricing floor of unit variable costs, a negative contribution margin exists. As discussed previously, losses are guaranteed when a negative contribution margin exists. In addition, when a negative contribution margin exists, then losses increase as more units are sold. Thus, the question above could be rephrased to ask, “Are their situations in which a product should be priced lower than unit variable costs, which means that a negative contribution margin exists, even though such a price guarantees a loss (with the losses increasing as more units are sold)?”

B. General answer to the above question about pricing below unit variable costs

Yes, there are a number of such situations in which a product is priced below unit variable costs, some of which are identified and explained below. Three general situations are discussed below, with more specific subsituations of the three general situations. Although these situations and subsituations are all discussed in some detail, I first will just give an overview of them immediately below.
1. as a short-term measure to minimize losses,
a. There is not sufficient demand for the product at a price above unit variable costs to clear inventory produced or purchased. Thus, price is reduced or discounted to clear excess inventory.

b. The unit variable costs of material used to produce a product increase temporarily to the point that a negative contribution margin exists at the current price. Although there is a big temptation to increase price to restore a positive contribution margin, this price increase can result in a significant reduction in the number of units sold, which would result in greater losses existing at an increased price than at the current price.

2. when it is estimated that temporarily pricing a product below unit variable costs will increase profits for the same product in the longer run,
a. A producer of a new product decides to introduce a new product at a price below unit variable costs in order to quickly generate demand and brand loyalty. Once sufficient demand is generated at this low introductory price, the price is increased to the point where a positive contribution margin exists. This pricing approach is called penetration pricing and is discussed in a lot of detail under a separate topic in these notes starting on page 15.
b. When faced with new product competition, a competitor with an established brand may reduce price below unit variable costs to try to prevent the new competitor from succeeding. If and when the new competitor fails, the established competitor can then raise price to a level that restores a positive contribution margin.

3. when a price below unit variable costs for one product will help generate revenue for other products sold by the same organization that are sold at prices above unit variable costs
a. When the two products are unrelated - Only retailers should consider pricing one product below unit variable costs to increase the sales of unrelated products sold by the retailer above unit variable costs. This pricing approach is called loss leader pricing. The concept is to use the low prices to get consumers in the store where they will buy a wide range of products once they are there, rather than just buying the loss leader products.

b. When the two products are related -The idea here is that once the customer buys the product below unit variable costs, then they will buy the related product above unit variable costs. Both retailers and producers should consider pricing one product below unit variable costs if a closely related product is involved. An example of this pricing tactic with retailers is casinos, letting big gamblers stay in a room for free, expecting that they will do all or most of their gambling at the same casino. The casino hopes to make enough money by the gambling to more than offset the loss of the room. An example if this pricing tactic with producers is HP pricing its printers at very low prices, hoping to make up this loss by increasing the sale of HP printing cartridges at a price above unit variable costs.
C. An important word of caution

Although each of the above situations and subsituations is one in which pricing below unit variable costs needs to be considered, this pricing option is not always the best option to use in each of the above situations and subsituations. As only one example, if the big gamblers stay at one casino for free but do their gambling at other casinos, obviously the casino that gave them the free room has lost money. Thus, there is a need to do a more specific analysis of how to price in each of the above situations and subsituations and this more specific analysis follows under IV (situation 1 above), V (situation 2 above) and VI (situation 3 above).

IV. Discussion of first situation in which price can be below the pricing floor of unit variable costs (which means a negative contribution exists that guarantees a loss)

A. Identification of this first situation

A product may be priced below unit variable costs, which guarantees a loss due to a negative contribution margin, as a short-term measure to minimize losses. 

There are two more specific subsituations, identified below, in which this first general situation can exist.

B. Discussion of the first more specific subsituation in which prices can be reduced below the unit variable costs to minimize losses
1. The excess inventory situation

A producer or retailer has substantially overestimated demand of a product at a price above unit variable costs and has manufactured (for a producer) or purchased (for a retailer) substantially more units than the number of units that can be sold at this price. Thus, the producer or retailer has excess inventory that must be cleared and is almost certainly not going to be cleared at the going price. Thus, price discounting is needed to get rid of the excess inventory. Such discounting often will result in a loss due to a negative contribution margin but less is lost by clearing inventory at a price that customers will purchase the product than the amount that would be lost by letting the product collect dust at a price above unit variable costs (while costs are accumulating) in storage or on the retailers’ shelves.

2. Discussion of a possible solution to the excess inventory situation along with an evaluation of this possible solution

a. Description of the possible “solution”

Since this first subsituation is triggered by excess inventory, a possible solution is to produce or buy less inventory than sales forecasts estimate should be purchased or produced. This obviously runs the risk of sales being reduced by the product being unavailable temporarily. This loss in sales problem tends to be greater with producers than with retailers. For example, if a retailer ran out of a particular brand of children’s toys, many customers would buy another toy from another producer from this retailer rather than going to another retailer (particularly if they are last minute shoppers). Thus, this sales loss would accrue to the producer but not the retailer in this situation.
b. What is needed for this solution to work?

This would make sense to do when very quick adjustments can be made in production of inventory or in quickly receiving purchased inventory. In other words, this possible solution would be a good one when just in time inventory systems realistically exist. These just-in-time systems sometimes exist with retailers with sophisticated and centralized physical distribution systems, such as Wal-Mart. However, these just-in-time inventory systems often do not realistically exist for producers. For example, just-in-time systems probably do not work very well for retailers or producers with Christmas gift purchasing. Here being out of inventory for even a day can significantly lower sales.
c. Wouldn’t more accurate sales forecasting be a good solution to the excess inventory problem?

In theory, this is a good solution, but it is difficult to realistically do, particularly with the short-term sales forecasts needed to make inventory decisions in production and purchasing.  Some of the reasons for this forecasting difficulty are discussed below.

· Sales of gift items is inherently difficult to accurately forecast due to the vast amount of indirect competition and the fad nature of many gifts. This is a difficult for both producers of gifts and for retailers who sell them.
·  Sales of specific fashion items is very difficult to forecast for both producers and retailers due to the difficulty of predicting rapidly changing fashion tastes.
· Sales of new products is difficult to forecast accurately in the short-term because there is no past sales history to use to help forecast future sales and because competitive reaction is hard to predict here. In addition, it is hard to predict how quickly sales will take off here, a prediction that is needed with short-term sales forecasts.

3. Description of two different discounting approaches that can be used to clear excess inventory
a. A LESS aggressive discounting approach

Here the seller starts with a small discount, usually at a price that is still above unit variable costs. Usually, this discount will stay in effect for a longer period of time even if it initially appears that inventory will not clear at this initial discount. After a longer period of time, then another small discount is tacked on. This process continues until all of the excess inventory is cleared. It is possible with this less aggressive discounting approach that the lowest price may not need to be below unit variable costs.
b. A MORE aggressive discounting approach

This approach starts with a larger discount, often, but not necessarily, at a price that is below unit variable costs. Even if sales increase some at this discount, but inventory does not clear quickly, then a second large discount is quickly tacked on. This process continues until all of the excess inventory is cleared.

4. Evaluation of the less aggressive and the more aggressive discounting approaches

a. Identification of basic advantage of the less aggressive discounting approach

The basic advantage of the less aggressive discounting approach is that demand may be more elastic than anticipated (which would allow inventory to be cleared with only a small price decrease, perhaps one that still has a positive contribution margin). If inventory can be cleared with only a small discount, then revenue will be greater than using a larger discount. In other words, the less aggressive discounting approach is unlikely to use a greater discount than needed. In contrast, the more aggressive discounting approach could use a greater discount than needed to clear inventory.

It is difficult, particularly with a new product, to know how many more units can be sold with a small price reduction. If most remaining inventory can be cleared with a small price reduction, that may still allow a positive contribution margin, then this is often worth trying. If little remaining inventory is cleared with a small price reduction, then a larger reduction can be tried. 

b. Identification of basic advantage of the more aggressive discounting approach

The more aggressive discounting approach allows inventory to be cleared more quickly, which can reduce both real and opportunity costs of holding inventory. 

The three types of relevant costs, which can be reduced by clearing inventory quickly, are identified below. Note that the first two types are relevant to both retailers and producers while the third type below is relevant only to retailers.

i. Inventory carrying costs exist (relevant to both producers and retailers)

These costs include such things as special storage, maintenance, high insurance costs, and even debt maintenance. These costs continue to pile up until the excess inventory is substantially reduced.

These inventory carrying costs sometimes are high and sometimes are lower. An aggressive discounting approach is more likely to be used when these costs are high.

ii. Reduction in customer perceived value over time of the product in question, which sometimes decreases. (This is an opportunity cost relevant to both producers and retailers)

If this reduction in perceived value over time occurs, then the price that you can get customers to pay for the product will decrease over time. 

Perceived value can decrease very quickly with seasonable goods (such as Halloween candy or Christmas wrapping paper), fashion or fad goods (such as many types of clothing), and/or perishable goods (such as bananas).

Aggressive discounting is needed with products whose value can decrease quickly over time.

iii. Opportunity costs of having unsold inventory take up shelf space that could be used for high turnover merchandise that can be sold at a positive contribution margin (relevant only to retailers)

C. Discussion of the second subsituation in which prices may need to be below unit variable costs even though it guarantees a loss, with the goal of minimizing the loss involved
1. Description of this second subsituation in which prices may need to be below unit variable costs 

The price of materials used in the product, which is a variable cost, temporarily increases to the point where contribution margin is negative with the current price.

An example might be orange juice since the price of oranges can vary substantially and erratically over time.

2. Identification of the difficult pricing issue in this situation

The tough issue here is whether or not to temporarily increase price to maintain a positive contribution margin. As discussed below, this makes sense in some situations but does not make sense in other situations. The situations involved deal with the nature of both demand and competition.
3. Explanation of why it is difficult to decide whether to temporarily increase price in this situation

Although maintaining the current price guarantees a temporary loss, even more would be lost by increasing price if it results in a substantial reduction in sales volume, which certainly could happen in some situations.

4. Discussion of two situations in which it makes sense to increase price temporarily to restore a positive contribution margin.

a. A price increase will be matched by competitors and demand for the product category is inelastic
It is rather obvious why the increase in variable costs can be passed on to customers in this situation without a loss in sales volume. First, if competitors increase price, there should be no brand switching to competition. Second, if demand for the product category is inelastic, then sales volume of the product category will remain rather constant.

b. Competitors decide to not raise their price even if we raise our price, but our customers are brand loyal.

The reasoning here is that the main risk of a sales loss in this situation, namely a loss of market share, is unlikely to occur if our customers are brand loyal.

5. Discussion of two situations in which it does not make sense to increase price to restore a positive contribution margin when the variable cost of materials increases to cause a negative contribution margin at the current price

a. Competitors increase their price as we increase our price, but demand for the product category is elastic.

Although there will not be a reduction in market share in this situation, there will be a significant reduction in sales volume because demand for the product category will decrease significantly.

b. Competitors do not increase their price, and our customers are not brand loyal

Here we will lose a significant amount of market share in the short-run and possibly in the long-run if we increase price.
6. Summary of the difficult issue of deciding whether or not to increase price to maintain a positive contribution margin when the variable cost of materials temporarily increases

Note firstly that there is a situation in which it makes sense to increase prices even if competitors do not increase their prices but that there also is a situation in which it does not make sense to increase prices even if competitors increase their prices. Thus, the key issue is not so much whether competitors increase prices or not. The key issues are both demand related that already were mentioned above, but are discussed in more detail below.

One of the demand issues is whether demand for the product category is elastic or inelastic (when competitors do increase price in response to our price increase). Product category demand tends to be inelastic when the product category is a necessity with no close substitutes and when it is difficult to reduce the amount used of the product category when the average price of the product category increases. Demand for the product category of gasoline tends to be inelastic, for example. Note that even if the product category is a necessity, product category demand will still be elastic if it is easy to use less of the product category when the average price increases. One such example is air travel. Air travel is basically the only option for long distance travel, particularly across the ocean. However, many long distance trips are optional so product category demand for air travel is still more elastic than inelastic. 
The second demand issue (when competitors do not increase price if we increase our price) is the degree of brand loyalty of our customers. Brand loyalty tends to be higher with product categories within which it is a hassle or a risk to change brands (such as banks, computer software, and oncologists), and where there is an emotional attachment within a product category (restaurants when patrons become friends with an owner, or personal trainers). In terms of brand characteristics that impact the degree of brand loyalty, those positioned on quality tend to have more loyal customers than those brands positioned on price. Customers who are price conscious will tend to switch brands when there are price changes.
V. Discussion of the second situation in which price can be below the pricing floor of unit variable costs (which means a negative contribution exists that guarantees a loss)

A. Description of this second situation in which price can be below the pricing floor of unit variable costs

In some instances, temporarily pricing a product below unit variable costs will increase profits of the same product in the longer run. 

There are two subsituations, identified below (B and C), under this general situation.

B. Discussion of the first subsituations in which temporarily pricing a product below unit variable costs, may increase profits of the same product in the longer run. Note the use of the term “may.” This term is used because there is no guarantee that customers will continue to buy the brand once the price is increased.

This first subsituation exists with the introductory price of a new product with which high brand loyalty is thought to potentially exist and when it is important to quickly capture a big customer base for competitive reasons. It can be important to quickly establish a large customer base when a) strong competitors are about to quickly introduce a competitive brand of their own or when b) established competitors will quickly and aggressively react to try to minimize sales of the new product. If the potential for brand loyalty is high, then the large customer base will continue to purchase the new brand even when the price is increased to the point where a positive contribution margin exists.

This type of pricing is called penetration pricing and is discussed in more detail in the next major section of these notes, starting on page 15.
C. Discussion of the second of subsituation in which temporarily pricing a product below unit variable costs will increase profits of the same product in the longer run
1. Description and goal for temporarily reducing price in this second subsituation

This second subsituation exists when the producer of an established brand is faced with a new and strong competitive brand and penetration pricing is being used by the new competitive brand. 

In this second subsituation, just as with the first one, it may not improve long-run profits of the established brand. This issue is discussed in more detail under 2 immediately below.
2. Reasons why reducing price may be profitable in the longer run when an aggressive new competitor enters the market with penetration pricing

Two reasons are presented below.

a. First, the 
new competitor may need to get out of the market if they cannot quickly establish a customer base. If this happens, then the price of the established brand can be increased to a level above unit variable costs once the new brand is phased out. Aggressive pricing by an established competitor increases the chances that the new competitor may need to quickly exit the market.

There are two key questions to ask with this first reason. One is whether the new brand will be able to become established even if the existing brand reduces price. The new brand probably will be able to establish a large customer base quickly if it has higher quality than the established brand. However, even here, it still may be wise for the established competitor to temporarily reduce price. This is discussed in more detail under b below. The second key question is whether the new brand is likely to get customers of the established brand if the established brand does not respond by lowering price. In other words, the established brand should reduce price temporarily only if it thinks that the new brand is a serious threat to it.
b. Second, even if the new brand remains on the market it may be wise for the established brand to temporarily reduce price to the point where a negative contribution margin exists to buy time for the established brand to increase its quality, to better compete with the new brand without reducing price.

Of course, this second reason applies only when the new brand is of higher quality than the established brand and when the new brand can realistically increase quality in a relatively short period of time.

VI. Discussion of the third situation in which price can be below the pricing floor of unit variable costs (which means a negative contribution exists that guarantees a loss)

A. Description of this third situation in which price can be below the pricing floor of unit variable costs

Pricing a product below unit variable costs for one product can help generate additional revenue for other products sold by the same organization that are sold at prices above unit variable costs. 

Again, two subsituations exist that fall under this third general situation. The first subsituation is discussed under B below and the second subsituation is discussed under C below. The two subsituations differ in terms of whether the two products are related or whether they are unrelated.
B. Discussion of the first subsituations in which pricing a product below unit variable costs, might increase profits of different products of the same organization

The product that is priced below unit variable costs is expected to increase profits of  products sold above unit variable costs of unrelated products sold by the same organization. This pricing tactic should only be considered by a retailer and is called a “loss leader” pricing approach. Although the specific loss leader products may change over time, retailers that use this approach will have some loss leader items on an ongoing basis.

We tend to think of loss leader pricing being done by grocery stores and department stores, and this approach is used here. Another good example is casinos. Casinos often will give free rooms and drinks to high rollers, thinking that they will more than make up the money lost here with gambling revenue.

Although loss leader pricing is used by some retailers today, my view is that it is becoming less effective. My recommendation is that retailers should be quite hesitant to use loss leader pricing, largely because it probably will result in a competitive vulnerability if a competitor decides to use an alternative pricing approach of everyday low pricing. In other words, some consumers may be turned off by the loss leader pricing approach, thinking it is manipulative and results in them paying higher average prices. Some retailers, such as Home Depot, Rosses, and Trader Joes, tend to rely more on consistently low prices across the board rather than extremely low prices on a few selected products with higher prices on other products. 
C. Discussion of the second of subsituation in which pricing a product below unit variable costs might increase profits of different products of the same organization

The product priced below unit variable costs is related to other products sold above unit variable costs by the same organization. Using this pricing tactic with related products can be used by both producers and retailers. More specifically, this pricing tactic tends to involve pricing a less frequently purchased product below unit variable costs with pricing the more frequently purchased related product above unit variable costs.

For example Gillette might sell razors at a price below unit variable costs if it thought that this would result in substantially higher sales revenue for the more frequently purchased Gillette razor blades that are priced above unit variable costs. Another example mentioned earlier in the notes would involve a casino letting a big gambler stay in a room for free, hoping to make this up by the large amount of gambling these customers do, hopefully at the casino where they stay. Still another example mentioned previously is HP selling printers below unit costs, expecting to make up this loss with sales of the more frequently purchased printer cartridges above unit variable costs.

Although using this pricing tactic with related products is more effective than using it with unrelated products, it may not be effective even with related products. The major risk is that customers may not buy the combination of products expected from the same producer or retailer. For example, if consumers buy Gillette razors but also buy a competitor's razor blades to use with the Gillette razors rather than buying Gillette razor blades in our above example, then selling the razors below unit variable costs will backfire. To lessen this risk producers often try to make it difficult for competitors to offer a substitute for the related product sold above unit variable costs. For example Gillette can and does redesign its razors rather frequently to make it more difficult and costly for competitors to offer blades that are compatible with Gillette razors.
VII. A concluding qualifying point on pricing below unit variable costs

The basic point made in discussing each of the three general situations in which pricing below unit variable costs might be used is that pricing below unit variable costs should be seriously considered, but not necessarily used, in each of the above three general situations and the subsituations under each general situation. Note that all of the above situations had conditions attached to them, and some of the conditions might not even be known for certain.

We are now finished with the first of the three major pricing topics discussed in these notes, which was the role of costs in pricing decisions. This section of these notes focuses on skimming vs. penetration pricing, which are two different pricing approaches to consider using when introducing or launching a new product. Realize that penetration pricing was briefly discussed previously on page 12 under VB.
SKIMMING VS. PENETRATION PRICING

I. Description of skimming and of penetration pricing

A. Similarities between skimming and penetration pricing

1. Both skimming and penetration pricing involve pricing approaches with new products.
2. Both skimming and penetration pricing involve launching a new product with a price that is planned on being different than the normal price of the new product. In other words, it is expected that both skimming and penetration prices are meant to be temporary when first introducing a new product.
B. Description of skimming pricing

Skimming involves launching a new product at a price that is higher than the expected normal price of the brand and then usually lowering the high introductory price to the normal price within a reasonably short period of time. (It may take more than a year before price is reduced with some new products.) Although it is expected that price will be reduced, it should not be reduced if demand at the high initial price is significantly greater than predicted. Here, there will be no reason to reduce price, unless such a reduction is needed as a response to emerging competition. 

The price decrease often is done in combination with a differentiated market target strategy. In other words, the initial price is kept on the initial version and a new version is introduced at a lower price and a lower quality. A good example of this is Apple with the iPod Shuffle. Unless offering a new version at the lower price is done, customers who paid the higher price are likely to be upset once the price is lowered, feeling they were taken advantage of.

C. Description of penetration pricing 

Penetration pricing involves starting at a price that is lower than the normal price and then increasing the low introductory price to the normal price within a short period of time, with the time period usually being shorter than with skimming pricing. This lower price usually would be below unit variable costs, which means that the introductory sales are losing money, with the losses increasing as more units are sold at this price. Since penetration pricing does involve taking a short-term loss, it should be used for only a short time and it should be clear that the penetration price is only an introductory price that will not exist for very long.
D. Description of a third pricing option between skimming and penetration pricing

 Realize that skimming and penetration pricing are two extremes, with neither starting at a normal price. Thus, a third option exists that is between skimming (initially pricing above the normal price) and penetration pricing (initially pricing below the normal price). This third option involves initially pricing at the normal price.

II. An evaluation of skimming pricing

A. Basic reasons for using skimming pricing with a new product

1. Skimming pricing takes advantage of a somewhat common situation in which innovators and early adopters are willing to pay a higher price for the brand than later adopters are willing to pay for the same brand. This is particularly the case with technology or fashion products. With technology products, innovators often have a strong desire or need to have the latest technology and are willing to pay a high price to fulfill this strong desire or need. With fashion products, innovators often want to be one of the first who have a new fashion for status reasons, and this suggests that they are willing to pay a high price.

If innovators and early adopters are willing to pay a higher price for a new product than later adopter groups, starting with a higher than normal price to attract the innovators and early adopters can be profitable. Then, after most innovators and early adopters have purchased the product, the price can be reduced to attract the early majority, then perhaps lower it still again to attract the later majority. The price reductions often are accompanied by adding new versions without some of the features of the higher priced initial version. The reason for adding a new version when lowering the price was mentioned in passing on the prior page and is discussed in more detail under B2 on the next page.

2. If the firm in question is the first entrant into the market or product category and the product category is a necessity with no close substitutes, then demand and profits can be relatively high even at a higher initial price. 

It usually is expected that competition will enter the market eventually and that prices then will need to be lowered. However, if competition does not enter the market for a long time, due perhaps to the first entrant having effective patent protection, then the high initial price can exist for a long time. For example, skimming pricing often is used for quite a long time with pharmaceuticals due to effective patent protection that prevents generic drugs from competing at a lower price for a long time.
B. Two risks with using skimming pricing with a new product
1. The biggest potential risk is that new competitors may enter the market faster than expected. This certainly often occurs when the first entrant does not have effective patent protection. 

Here, it is likely that the first entrant who is using skimming pricing will not even get very many innovators and early adopters to purchase the product. Although the innovators and early adopters may be willing to pay a high price if no comparable competitive options exist, they probably will not do so when they have the option of purchasing a competitive brand of similar quality at a lower price. 

In addition and more important, customers may perceive that the high price used by the first entrant was a rip-off which would make them less likely to purchase this brand than the competitive brands in the longer-run.

Even if the new competitor enters a little more slowly, and only after the first entrant has captured many of the innovators and early adopters, the new competitor may capture most of the later adopters. 

This first risk is heightened because the initial high price almost invites other competitors to quickly enter the market with a similar quality product but at a reduced price similar to the normal price that the skimming new product would eventually be reduced to. This risk is particularly common in product categories with lower barriers to competitive entry.

2. A second risk, although it is one that can be lessened through appropriate planning, is that the innovators and early adopters will feel ripped-off, particularly if the product is a durable one, once the price is reduced to the normal price. They then would realize that they paid a higher price than necessary.

This risk can be largely eliminated by using a differentiated market target strategy when the price is reduced. More specifically, the initial version with the higher introductory price can have some extra “bells and whistles” that are taken out of the later version introduced with the price reduction to the normal price. Here the people who paid the higher price can justify their purchase by thinking that they got some extra features with it.

III. An evaluation of penetration pricing

A. Basic reasons for using penetration pricing
1. Encourage a quick trial purchase of a new product

The idea here is that the early and later majority, as well as the innovators and early adopters, will quickly try the new product at the lower price, particularly if they realize that this lower price is temporary. Assuming that they are highly satisfied with the new product when they try it out at the low introductory price, they will repeatedly repurchase the brand at a higher price with a positive contribution margin once the price is increased.

2. Stimulate word of mouth communication

The idea here is to target the innovators and early adopters, who tend to be the opinion leaders, with the penetration pricing. If they are satisfied with the brand using penetration pricing, they will spread the word to the later adopters. Hopefully, they will purchase the brand at the normal price because they are confident that it is a good brand to buy based on the word of mouth communication.
This reason for using penetration pricing only makes sense in product categories in which there is a high potential for word of mouth occurring and when the innovators and early adopters are unlikely to make a trial purchase of the new product quickly without the low temporary price that goes along with penetration pricing. The product characteristics that tend to positively influence the amount of word of mouth communication are discussed immediately below.


a. The product is used in public. 

For starters, word of mouth communication can be nonverbal. If we see someone using a brand, we usually will assume that the person chose the brand. Thus, if we see a lot of people using the same brand, we will tend to think that it must be a good brand, particularly if the people we see using it are similar to us in terms of age, etc.

b. The product is related to a hobby or entertainment.

We tend to like to talk to others about our hobbies, and our entertainment experiences (such as vacations), as these things are fun for us to talk about (although they are not always fun for others to hear about).

c. The purchase of the product involves relatively high risk.

In this situation, people who have not yet made a purchase often will seek out word of mouth from other customers with experience or expertise. As one example, one will often seek out word of mouth about home improvement contractors.

B. Two potential risks in using penetration pricing

1. Purchasers of the product at the low introductory price will not continue to purchase the product when the price is increased. If this happens, penetration pricing definitely will be unprofitable because most of the sales are coming at a price that is generating a negative contribution margin. This can happen for a couple of reasons. 

a. First, some may be less than sufficiently satisfied with the new product to repurchase it at a higher price or they may be more satisfied with a competitive brand they were using prior to purchasing the new product at the low introductory price. 

b. Second, other competitors can introduce a highly competitive new product at a later date that lessens repeated purchase of the new product that uses penetration pricing. This reason is particularly likely to occur if the product is one that is purchased infrequently. Here, the longer period of time between purchases, such as with computer hardware, means that it is quite likely that new competitors will enter the market and that the customers buying the brand with penetration pricing below unit variable costs will never buy this brand at a price that could generate a profit for the firm unless it is a product category with which high brand loyalty is likely to exist. For example even though a specific computer software is not purchased frequently, the fact that there is high loyalty with some computer software, such as with word processing software, means that the brand using penetration pricing can have a high amount of brand repurchase at a higher price due to the brand loyalty.
Let me make sure I clarify the point made in the prior paragraph about brand loyalty. The point above is that with infrequently purchased products, penetration pricing should only be used if brand loyalty is thought to be high. Brand loyalty will tend to be high only if a) there is a hassle in changing brands, such as with banks and computer software, b) there is a risk in changing brands, such as with business purchasing of major capital equipment, which can malfunction and where a new supplier may not properly service the item or even deliver it on time, (Another example of loyalty due to high risk of switching brands would be with an oncologist.) or c) if there is the potential for an emotional attachment to the brand, probably because of a human service element being present, such as a personal trainer, or a bar where one can get to know the staff and owner.
Putting the point in the above paragraph another way, it makes sense to use penetration pricing with frequently purchased products, such as a new restaurant that targets a segment who eat out frequently, even if brand loyalty is not that high. Here, particularly if it is not expected that competitors will enter the market quickly, the brand using penetration pricing can experience significant sales levels at the normal price above unit variable costs.
2. Purchasers at the low introductory price may get upset when the price is increased

Unlike the above risk, this potential risk can be largely eliminated if potential customers are made aware that the initially low price is not the normal price and that it is good only for a rather short period of time that is clearly specified.

IV. Summary on when to use skimming pricing vs. when to use penetration pricing
A. When and why should penetration pricing be used?

The ideal situation in which it makes sense to use penetration pricing involves a combination of factors. The combination involves a) a product category that is repurchased frequently and at short intervals (which is most common with consumer convenience goods), b) there is the potential for high brand loyalty, c) a quick competitive response is expected, and d) there is a high potential for word of mouth communication. Let me explain below why this is the ideal combination of factors.

Because penetration pricing usually involves temporarily pricing a brand below unit variable costs, it involves a short-term loss. Obviously, the only justification for having a short-term loss is if it results in a long-term gain. Two necessary conditions exist in order for a long-term gain to occur. One is that the product category is a frequently purchased one as this creates the potential for the new brand to be bought repeatedly at the normal price involving a positive contribution margin. At the same time, the brand will not be purchased repeatedly at the normal price unless high brand loyalty exists. Instances in which high brand loyalty will tend to exist were discussed previously on page 20. In addition to these factors, the new brand needs to be one with which most of those customers who buy it at the penetration price will be quite satisfied with the brand. This obviously is needed for repurchase of the brand at the normal price. When a quick competitive response is expected, it becomes very important to encourage quick trial of the brand before the competitive response occurs. If a quick competitive response is not expected, it often makes sense for the new brand to be initially priced at a normal price above unit variable costs to see if a lot of people are willing to make a trial purchase of the brand at this normal price. If not, then the price could temporarily be reduced.
The high potential for word of mouth communication, which was the fourth factor mentioned in the ideal situation for using penetration pricing, is not as important a factor as the three factors discussed in the prior paragraph. This is because penetration pricing makes sense to use if the three factors mentioned in the prior paragraph exist even if there is not a high potential for word of mouth to exist. However, a high potential for word of mouth communication makes it even more likely that the later majority will buy the brand at the normal price.
One example of a product category in which it would make sense to use penetration pricing is health clubs. Particularly when a new health club is opening, it would tend to offer free membership for a short period of time. Because people who join a club tend to be relatively loyal to the one joined for a variety of reasons, because it is a frequently purchased product category in the sense that most people will work out multiple times a week and possibly buy other products at the health club, such as private trainers, drinks, food, spa treatments, etc., along with paying monthly dues, there is a good potential of a long term gain resulting from the penetration pricing. In addition, since there are a log of existing health clubs, a quick competitive response might be expected.
B. When and why should skimming pricing be used?

For starters, it only makes sense for the first entrant into a product category to consider using skimming pricing as skimming. If there is reasonably strong existing competitors, then the innovators and early adopters already would have entered to market, and the main reason for using skimming pricing is to initially target the innovators and early adopters willing to pay a high price for the product in question. (Note that none of the factors relevant to penetration pricing that were discussed previously related to whether the brand in question was a first or a later entrant into the product category. This is because penetration pricing can be used by either a first or a later entrant.
As you might expect from the above discussion with penetration pricing, the ideal situation in which it makes sense to use skimming pricing also involves a combination of factors. The relevant combination here involves a) there is little or no direct competition at the time the new brand is introduced, b) the product category is one in which the innovators and early adopters tend to place heavy weight on quality and/or status, and c) it is expected that the competitive response will tend to be slow (due largely to patent protection and/or high barriers to competitive entry). Let me explain below why this is the ideal combination of factors in which it makes sense to use skimming pricing.
The whole idea of skimming is that it will first get the innovators and early adopters to buy at the higher price and then lower price to get the early and later majority segments to purchase. Innovators and early adopters will not be willing to pay a higher price unless a) there is little or no direct competition available at a lower price (the first condition in the prior paragraph), and b) innovators and early adopters are willing if not even eager to pay a high price because they place heavy weight on quality or status (the second condition in the prior paragraph). In addition, because skimming pricing involves a delay before targeting the later adopters, who are the majority of the market, there is a big risk of losing these customers if direct competition develops quickly.
A good example of the use of skimming pricing is Apple with the iPhone. Each of the three factors mentioned in the first paragraph under B, existed here. There was no smart phone like the iPhone at the time Apple launched this phone. In addition, innovators and early adopters tend to be quality or fashion conscious with electronic products, which means they will be willing to pay a higher price initially. Apple also knew that they had enough lead-time to bring the price down if needed. This also shows that it also may not be necessary to significantly reduce the price to attract the later majority of adopters. I may be wrong as I have not followed the pricing history of the iPhone closely, but I believe that it has been so popular that they have not had to reduce price much compared with the initial price in order to attract the later majority.

This section of these notes discusses segmented pricing. This is a very important topic that is not discussed adequately in your text.

I. Description of and background on segmented pricing

A. General description of segmented pricing

Segmented pricing charges different prices for the same basic product by the same organization in the same general time period where the higher price or prices involve targeting segments willing to pay a higher price (segments with low price sensitivity) while the lower price or prices involve targeting segments that are only willing to pay a lower price (segments with high price sensitivity).

B. Necessary background - Discussion of a fundamental customer reality that segmented pricing is designed to meet (This topic also could be labeled the basic reason for using segmented pricing.)

A fundamental customer reality is that some customers are willing to pay a higher price than the price that other customers are willing to pay for the same product. Having a single price in this situation will be a less than desirable compromise in the sense that any single price would be lower than what some customers are willing to pay but also higher than what other customers are willing to pay. Segmented pricing is basically designed to effectively deal with this fundamental customer reality without needing to develop a single compromise price.

C. Description of the underlying challenge involved when using segmented pricing

As mentioned above, the whole concept of segmented pricing is that we try to charge a higher price for less price sensitive market segments along with charging a lower price for the same product to more price sensitive segments. 

The underlying challenge involves the difficulty of identifying the less price sensitive purchasers. This difficulty exists because less price sensitive segments rarely will acknowledge that they are less price sensitive. They will not volunteer this information because they do not want to pay a higher price than necessary. For example, when negotiating prices, a less price sensitive customer often will use the negotiating tactic of saying that they will not pay as high a price as they actually are willing to pay. 

Two different ways of meeting this underlying challenge exist when using segmented pricing and they are discussed under II, after first describing four different types of segmented pricing below.

D. Description of four different types of segmented pricing

1. Customer-segment pricing

Four different subtypes of customer-segment pricing exist. Each is identified and discussed below. 

a. A first subtype of customer segment pricing uses an easily verifiable personal characteristic or characteristics to determine who pays higher prices and who pays lower prices. 

One example is disabled people getting discounts with transit.

Age probably is the characteristic most commonly used with this subtype. Seniors, students, and children often get discounts based on age. These discounts are given either because these segments are thought to be more price sensitive and/or because of good will. It is important to select the personal characteristics carefully. If not selected carefully, these discounts may be perceived as being unfairly discriminatory. For example, gender could be used as a personal characteristic here because it certainly is easily verifiable. However, regardless of whether this discount was given to males or females, it would be subject to charges of unfair or inappropriate discrimination. These charges are less likely to exist with age because most of us will be able to take advantage of age discounts at different times in our lives.

b. A second subtype of customer segment pricing is couponing. Coupons often are first targeted and distributed to segments that are more price sensitive (only willing to pay a lower price). Even if coupons are distributed to less price sensitive segments, they often do not bother with the hassle of collecting, organizing, and then using coupons.

c. A third subtype that can fall under customer-segment pricing is quantity purchased pricing. Here the segments are defined based upon the quantity purchased or consumed (heavy user segment vs. light user segment). The assumption is that heavy users are more price sensitive than light users because a small unit price difference will mean more to heavy users, as the small unit price difference will be quite large cumulatively when magnified over a large quantity.

d. A fourth subtype of customer segment pricing, particularly in business markets, is negotiated pricing. Here customers who claim they are very price sensitive will use their negotiating skill to try to obtain lower prices.

2. Product-form segmented pricing

This involves having different versions of the same brand sold by the same organization that differ in both price and quality with the higher priced versions also being higher in quality (and the lower priced versions being lower in quality). The idea here is that less price sensitive segments will select the higher quality version even if it is higher priced while the more price sensitive segments will select the lower priced version even though it is lower quality (or has fewer options).

For example, at one time, Apple had a 60GB iPod Photo priced at $599, a 40GB iPod Photo priced at $499, a 40GB iPod priced at $399, a U2 special edition 20GB iPod autographed by U2 band members at $349, a 20GB iPod priced at $299, an iPod mini priced at $249, and an iPod Shuffle priced at $99. (Note: These prices are not current ones. Since this is only an example, I see no need to update and change the specific prices or options from semester to semester.)

If this sounds like a differentiated market target strategy to you, you would be correct. Having different versions of a brand at different quality-price levels is the most common type of a differentiated market target strategy with the goal being to separate less price sensitive potential buyers from more price sensitive ones.

3. Location segmented pricing

This involves charging different prices for the same brand in different locations, where a higher price is charged in locations where it is assumed that consumers are less price sensitive than customers in other locations.

Airlines tend to use this type of segmented pricing (and they also use each of the other three general types of segmented pricing). Because people flying for business tend to be less price sensitive than people flying for recreation, airlines tend to charge higher prices for same distance flights to business and nonrecreation locations (such as Chicago in the wintertime, where very few people would elect to vacation in Chicago in the wintertime) than they would charge to nonbusiness and recreation locations (such as Hawaii).

 It is important to realize that some types of location pricing do not involve segmented pricing. It should be viewed as segmented pricing only if the objective is to separate more price sensitive segments from less price sensitive segments. Often differing competitive conditions (more aggressive competitive pricing in some locations than in other locations) and different variable costs in some locations, such as tariffs in international markets, can cause prices to be higher in these locations. When these competitive and/or cost conditions exist then location pricing is not segmented pricing.
4. Time segmented pricing

As with location segmented pricing, this one is a little tricky in the sense that some variations in pricing across time involve segmented pricing while other price variations across time do not involve segmented pricing. We need to know the specific time periods and the specific motivations for varying price across time to know if it involves segmented pricing. If the time period is longer, such as from year to year, it does not involve segmented pricing. The longest time period with segmented pricing would be from season to season (and the time can be a lot shorter such as hour to hour within a day, which movie theatres do with matinee discounts). In addition, if the motive for varying prices over time is based on competition (such as a new competitor entering the market or an established competitor lowering their price), or charging higher prices during peak demand time periods (such as charging higher tolls on the Bay Bridge during commute hours), then it is not segmented pricing, regardless of the length of the time period involved.

With time segmented pricing, the general concept is to charge lower prices at less convenient or less attractive times, such as airlines often charging lower fares on “red-eye” flights, or resorts offering “off-season” discount. More price sensitive buyers are likely to buy or use the product at these less attractive times because of the lower price. However, less price sensitive buyers are likely to opt for paying a higher price to use or buy the product at a more attractive and/or convenient time. 

Phone companies often use time segmented pricing when they charge lower rates during the weekend and evening than during weekdays. Many necessary business calls are made during weekdays and low price sensitivity exists here while weekend and weeknight calls made for personal reasons often are optional and thus more price sensitive. 

II. Discussion of two different ways of meeting the underlying challenge with segmented pricing, which is trying to accurately separate the more price sensitive customers from the less price sensitive ones. 

This underlying challenge was first discussed and explained on page 23 under IC. 

A. Description of two basic ways of trying to meet the underlying challenge of identifying and separating less price sensitive purchasers from more price sensitive purchasers.

1. Give people a choice of options where there is a tradeoff between price and quality, between price and convenience, or between price and probability of access. (This way can be called the choice tradeoff approach.)

The whole idea here is that the less and more price sensitivity segments will reveal themselves through the choices made involving a tradeoff between price and something else. More specifically, the idea is that the less price sensitive segments will choose to pay a higher price if they get something else in return, such as more quality or more convenience. In contrast, more price sensitive segments when faced with the same tradeoff will select the lower priced option even if they have to give up quality or convenience for it.

Product form segmentation always uses this choice tradeoff concept and time pricing sometimes use this concept (with lower prices for vacation spots in off-seasons when the weather is not as desirable, for example). The couponing option with customer-segment pricing also sometimes uses this choice tradeoff concept where it is somewhat inconvenient to clip, store and organize, and then retrieve coupons. I use the term “sometimes” with couponing because it depends on how and when the coupons are distributed. For example, with retail coupons that are in a flyer that is available in the store, it is easy for anyone to use these coupons. Thus, this specific couponing approach would not involve the choice tradeoff approach.

2. Select characteristics of people, locations, or times thought to separate more price sensitive segments from less price sensitive ones and use these characteristics to determine who pays higher prices and who pays lower prices, often for exactly the same product. (This way can be called the nonchoice approach.)

This nonchoice approach is usually the approach used with location pricing. For example, if prices are lower with a hotel in a location that primarily would attract families on a driving vacation (such as Disneyland), the price might be lower than charged by the same hotel in another location that mostly attracts business conventioneers with the reasoning being that families on driving vacations will tend to be more price sensitive than business conventioneers. 

This nonchoice approach also sometimes exists with time pricing. An example is airline reservations, where lower fares often exist when reservations are made well in advance of the flight and where there is a weekend layover. The rationale here is that business flyers are less price sensitive and that they realistically find it hard to have weekend layovers (not really a realistic choice). In addition, they often need to reschedule flights at the last minute so booking well in advance is not a realistic option for them. 

The nonchoice approach also usually is used with the first subtype of customer-segment pricing. An example would be a family discount, assuming that families tend to be more price sensitive than singles. Those without families obviously do not have the choice to get this discount.

The nonchoice approach also often is involved with the customer-segment approach involving purchase quantity, particularly in business markets. Here smaller businesses do not sell enough of a product to have the choice of buying larger quantities needed to qualify for a quantity discounts.

3. An important qualification of the two basic ways of meeting the underlying challenge involved with segmented pricing

It sometimes is difficult to determine whether a form of segmented pricing is truly a choice tradeoff approach or a nonchoice approach, partly because choice can exist to varying degrees. 

A good example is with airfares being higher at prime flying times, such as around Thanksgiving. Is flying home for Thanksgiving more of a true choice or is it more of a family obligation? 

As another example, it is difficult to say whether the tying of lower airfares to a Saturday layover is a choice tradeoff approach or a nonchoice approach. Actually, this probably is a choice tradeoff approach to some business flyers, who have a meeting on a Friday or Monday and can layover another day or two or arrive a day early to get a lower fare. On the other hand, this would not be a true choice with other business trips in the middle of the week.

B. A comparative evaluation of choice tradeoff and the nonchoice segmented pricing approaches

1. A summary evaluation

Let me begin with a summary evaluation. The nonchoice approach has a number of potential problems, that are discussed below and that are avoided with the choice tradeoff approach. At the same time, the one type of segmented pricing that always involves a choice tradeoff, namely product-form segmented pricing is expensive. In addition, three of the below potential problems with the nonchoice approach can be avoided with some specific types of the nonchoice approach (the bad will problem, the legal problem, and the fraud problem). Given this cost, sometimes it makes sense to go with a nonchoice approach. In addition, even if product-form segmentation is used as a choice tradeoff approach, it often is combined with a nonchoice approach for a number of reasons. One basic reason is that there may not be enough realistic product form versions used to capture all the different degrees of price sensitivity. A good example is with the airline industry. They use first class seating as a type of product-form segmented pricing, which again is a choice-tradeoff approach. However, they have a relatively small number of first class seats because they cannot get nearly as many people on a flight if they had a large number of first class seats. Thus, they need to use other approaches of segmented pricing to get those who travel coach class but are less price sensitive to pay a higher price than those who are more price sensitive. Another basic reason for using some nonchoice methods is that they need to be done to match competition. A very good example is the very common policy of senior discounts. Although many seniors are not that price sensitive these days, they have come to expect discounts and probably would not buy a product or use a retailer who does not give a senior discount.
2. Comparative potential problems of the nonchoice approach (Note that since these are comparative problems with the nonchoice approach, each of these problems is eliminated with the choice tradeoff approach. In addition, as discussed in many instances below, these potential problems are more likely to exist with some types of nonchoice segmented pricing than with other types of nonchoice segmented pricing.)
a. It can create bad will. 

Customers paying the higher price are a lot more likely to be upset with the nonchoice approach than with the choice tradeoff approach. These customers may think that this policy is unfair or discriminatory to them because they are forced to pay the higher price.

For example, small retailers often get upset when they are not able to take advantage of quantity discounts, particularly because being forced to pay higher prices for merchandise they sell makes it harder to compete against the WalMarts of the world who get quantity discounts.

To qualify this potential bad will problem of the nonchoice approach of segmented pricing, it will occur only if those paying the higher price are aware that others pay a lower price for the same product. This awareness often does not exist. For example, this awareness often does not exist with location pricing because those who live in one location rarely are aware of prices in other locations. On the other hand, awareness is high when the nonchoice method involves the subtype of customer segmented pricing based on easily verifiable characteristics. Here these prices virtually always are posted for everyone to see, such as senior discounts. As another qualification, bad will is unlikely to exist when there is sympathy and understanding for those who get a discount, such as transit discounts for disabled people or for seniors, who we may not want driving for safety reasons.
b. Somewhat similar to the above, the nonchoice approach is more likely to encounter legal problems than the choice tradeoff approach.

I said above under “a” that the nonchoice approach could be perceived as being unfair or discriminatory. In addition, the nonchoice approach could be legally discriminatory. 

For example, dry cleaners may be tempted to charge higher rates for women’s blouses than for men’s shirts, assuming that women may be less price sensitive than men when it comes to cleaning clothes. However, this practice is expressly illegal in California because it is thought to be gender discrimination. As another example, some quantity discounts used in business markets are illegal under a law designed to promote competition by protecting small businesses from having to pay higher prices for the same products than larger businesses.

This problem is most likely to exist with the subtype of customer segment pricing based on easily verifiable characteristics. However, even here it will tend to only exist when the higher prices are being paid by a segment that is thought to be discriminated against, such as women. This problem is not going to exist when nonseniors and those without children have to be higher prices than seniors or families or disabled people.

c. The nonchoice approach is less likely to accurately separate the more price sensitive buyers from the less price sensitive buyers than the choice tradeoff method will (Remember that this separation is the underlying challenge with segmented pricing so this is a very significant potential problem.).

The nonchoice method makes a simplistic and stereotypical assumption about who is and who is not price sensitive. It is simplistic and stereotypical to assume that most or all heavy users, families, senior citizens, business flyers, etc. are highly price sensitive. In contrast, giving people a choice when a tradeoff exists between price and something else is an excellent test of how price sensitive a person is. For example, as discussed previously those willing to pay a higher price for a higher quality version of a brand (such as a higher priced iPod) are, basically by definition less price sensitive than those who opt to buy the lower priced and lower quality version of the brand (such as the iPod Shuffle).

Unlike the prior potential problems with the nonchoice approach, which apply more to some specific nonchoice approaches than to other specific nonchoice approaches, this one exists with each and every nonchoice approach.

d. The nonchoice approach is more subject to abuse and fraud.

People who are not given a choice of buying the product at the lower price may do dishonest things to try to take advantage of the lower price. For example, most transit agencies give discounts to senior citizens. A nonsenior citizen may try to claim to be a senior and even get forged documents to take advantage of the discount. This type of fraud also is most likely to apply to the subtype of consumer segmented pricing based on easily verifiable customer characteristics. Even here, this problem often can be largely eliminated with careful monitoring to check for verification.

Another type of fraud here is people who buy the product at the lower price and then resell it at an in-between price to people who do not have the choice of buying it at the lower price from the original seller. This can happen with location pricing where people buy it in a low priced location and resell it in a higher priced location for a price between that at the lower priced location and the price at the higher priced location. This problem is most likely to occur with location segmented pricing, as is the case in this example. It would not occur with time segmented pricing. Here the purchaser must use the product during the time that the discount is offered rather than selling it to someone else to use it at a different time. For example, someone cannot buy a discount ticket for a movie matinee and then sell it to someone at a higher price to use it during a time when there is no matinee.
e. The nonchoice approach is easier for competitors to copy than the primary type of the choice tradeoff approach (and the primary type is product-form segmented pricing as discussed previously).

Because segmented pricing can be viewed as selective discounting of the price of a product (since a lower price is offered to more price sensitive purchasers), competitors may view it as a threat and quickly respond with a similar discount. This is basically what has happened with senior discounts. Because seniors tend to like these discounts, and now even expect them, it is difficult for one competitor to not offer a senior discount if their competitors are doing so. The end result is that many seniors end up paying lower prices than what they are willing and able to pay which reduces profits for sellers.

It is easy for competitors to 
quickly copy nonchoice segmented pricing because all they need to do is charge lower prices for some customers and state the conditions needed for the lower prices. It is harder for competitors to quickly copy choice tradeoff segmented pricing, at least when it involves product form segmentation, because this type of segmented pricing involves designing, producing, and distributing a new version of the product sold by the same organization, none of which can be done all that quickly.

This is probably the most important disadvantage of the nonchoice approach compared to the choice tradeoff approach. It is a such an important problem because it always exists with each type of the nonchoice approach. However, even this disadvantage does not prevent use of the nonchoice approach as it often needs to be done to match competition.
3. Comparative potential problems of the choice tradeoff approach

a. The choice tradeoff approach tends to be a more costly approach.

As stated previously, the most common form of the choice tradeoff approach is product-form pricing. Product form pricing is one type of a differentiated strategy that we focused on prior to the first exam. We stated repeatedly that a differentiated strategy involving multiple versions of the same product is quite costly. I will not repeat the reasoning for this conclusion but you will need to provide the reasoning if this is asked on the exam. Thus, you should briefly review the discussion of these market target strategies from the first set of notes for the first exam.

b. The choice tradeoff approach is more likely to result in cannibalized sales than the nonchoice approach.

If the choice tradeoff approach involves a specific tradeoff with price that is unimportant to less price sensitive customers, they will tend to choose to purchase the lower priced option, which would generate less revenue for the seller. For example, if a baseball team charges a lot more for box seats far down the right field or left field lines than they do for bleacher seats, they may end up with all bleacher seats sold but few of these box seats sold. Because the team generates less revenue with each bleacher seat sold than with each box seat sold, this would result in cannibalized sales.

In other words, the choice tradeoff approach is difficult to implement properly. The specific price differences need to be carefully determined and the nonprice component of the tradeoff also needs to be carefully determined. It is easy to make mistakes, which will result in imbalanced demand, with the demand often tilted too much for the lower priced option, which again means cannibalized sales.

