Chapter 16—Developing Price Strategies and Programs       

Overview

Price has become one of the more important marketing variables. Despite the increased role of nonprice factors in the modern marketing process, price is a critical marketing element, especially in markets characterized by monopolistic competition or oligopoly. Competition and buyers that are more sophisticated has forced many retailers to lower prices and in turn place pressure on manufacturers. Further, there has been increasing buyer awareness of costs and pricing, and growing competition within the channels, which in turn provides the consumer with even more awareness of the pricing process. 

In setting the price of a product, the company should follow a six-step procedure. First, the company carefully establishes its marketing objective(s), such as survival, maximum current profit, maximum current revenue, maximum sales growth, maximum market skimming or product-quality leadership. Second, the company determines the demand schedule, which shows the probable quantity purchased per period at alternative price levels. The more inelastic the demand, the higher the company can set its price. Third, the company estimates how its costs vary at different output levels, production levels, different marketing strategies, differing marketing offers, and target costing based on market research. Fourth, the company examines competitors’ prices as a basis for positioning its own price. Fifth, the company selects one of the following pricing methods: markup pricing, target return pricing, perceived-value pricing, value-pricing, going-rate pricing, and sealed-bid pricing. Sixth, the company selects its final price, expressing it in the most effective psychological way, coordinating it with the other marketing mix elements, checking that it conforms to company pricing policies, and making sure it will prevail with distributors and dealers, company sales force, competitors, suppliers, and government.

Companies will adapt the price to varying conditions in the marketplace. Geographical
pricing is one marketplace adjustment based on a company decision related to pricing distant customers. Price discounts and allowances are a second area for adjustment where the company establishes cash discounts, quantity discounts, functional discounts, seasonal discounts, and allowances. Promotional pricing provides a third marketplace option, with the company deciding on loss-leader pricing, special-event pricing, cash rebates, low interest financing, longer payment terms, warranties and service contracts and psychological discounting. Discriminatory pricing, the fourth option, enables the company to establish different prices for different customer segments, product forms, brand images, places, and times. Lastly, product-mix pricing, enables the company to determine price zones for several products in a product line, as well as differential pricing for optional features, captive products, byproducts, and product bundles.

When a firm considers initiating a price change, it must carefully consider customer and competitor reactions. Customer reactions are influenced by the meaning customers see in the price change. Competitor reactions flow either from a set reaction policy or from a fresh appraisal of each situation. The firm initiating the price change must also anticipate the probable reactions of suppliers, middlemen, and governments.

The firm encountering a competitor-initiated price change must attempt to understand the competitor’s intent and the likely duration of the change. If swiftness of reaction is desirable, the firm should preplan its reactions to different possible competitor price actions.

To summarize, pricing XE "Pricing"  involves the customer demand schedule, the cost function, and competitors’ prices. The question is how should a company integrate cost-, demand-, and competition-based pricing considerations? In setting a price the firm, for example Kodak, will have to consider the following cost-, demand-, and competition-based pricing decisions:

Cost-based pricing decisions: Marginal analysis and break-even analysis are the two primary methods in cost-based pricing decisions:
· What is the impact of a 5 percent cost increase in the price of silver on film costs?

· Should Kodak attempt to purchase silver futures to reduce the volatility of silver costs?

· What is the impact on film manufacturing and marketing costs of a 10 percent demand reduction?

Demand-based pricing decisions: Among the variables here are the type of demand for the product (prestige, price-oriented, etc.), changes in buyer attitude toward price with changes in the economic environment (uncontrollable variables), and the elasticity of demand
· What is the elasticity of demand by market segment (amateur photographer, professional photographer, and X-ray market)?

· Are the short- and long-range effects of price increases the same?

· Will consumers switch to slow-speed films that contain less silver?

Competition-based pricing decisions: To set prices effectively, an organization must be aware of the prices charged by competitors.
· Among the major questions here are: Will all competitors raise their prices by the same percentage? Will competitors react to cost increases more slowly to try to increase their market share? Will some competitors try to absorb much of the cost increases to induce brand switching? 

Learning Objectives

After reading the chapter the student should understand:

· The six-step procedure in establishing product or service price

· How varying situational considerations influence price 

· The factors considered in making a price change

Chapter Outline

I. Introduction—Developing the point that price and pricing are increasingly important in the marketing mix and process. The issue that it communicates much about the firm’s intended value positioning. There are many emerging issues related to price-cutting, channel pricing, international pricing and pricing improved products. 

II. Setting the price 

A. Step 1: Selecting the pricing objective

1. Survival

2. Maximum current profits

3. Maximum market share (market-penetration pricing)

4. Market skimming—appeals to high end market segments

5. Product-quality leadership—premium quality connotes premium price

6. Other pricing XE "Pricing"  objectives—cost recovery (partial or full), social pricing

B. Step 2: Determining demand


1. Price sensitivity 

a) Unique-value 

b) Substitute-awareness 

c) Difficult-comparison 

d) Total-expenditure 

e) End-benefit 

f) Shared-cost 

g) Sunk-investment, 

h) Price-quality 

i) Inventory effects 

2. Estimating demand curves 

a) Statistical analysis 

b) Price experiments 

c) Buyer input

3. Price elasticity of demand 

a) Determination of the affect of a change in price on overall demand

b) If demand changes considerably with a change in price, it is elastic. If demand does not change significantly or in parallel with the price, it is inelastic

C. Step 3: Estimating costs

1. Types of costs and levels of production (fixed, variable, and total costs)

2. Accumulated production (learning curve pricing)

3. Differentiated marketing offers 

4. Target costing—determine price that must be charged according to market research

D. Step 4: Analyzing competitors’ costs, prices, and offers (evaluate from customer perspective, compare, value, and reaction)

E. Step 5: Selecting a pricing XE "Pricing"  method


1. Markup pricing—standard markup, but can vary according to product categories

2. Target return pricing—to make a fair return on investment

3. Perceived value pricing XE "Perceived value pricing" —based on buyer perceptions

4. Value pricing—fairly low price for a high quality offering, everyday low pricing, and so on

5. Going rate pricing—base price on that of competitors (“follow the leader”)

6. Auction-type pricing—ascending, descending, and sealed-bid

7. Group pricing (Internet-based methods for group buying, pool pricing)

F. Step 6: Selecting final price

1. Psychological pricing (indicator of quality, reference price, odd pricing)

2. Gain-and-risk sharing pricing (risk losing customers if cannot deliver full promised value)

3. The influence of other marketing-mix elements—note relationships between relative price, relative quality, and relative advertising

4. Company pricing policies—contemplated price must be consistent

5. Impact of price on other parties—distributors, sales force, competitors, suppliers, government, and so on

III. Adapting the price

A. Geographical pricing (cash, countertrade, barter) XE "Pricing" 
B. Price discounts and allowances

1. Cash discounts

2. Quantity discounts

3. Functional (trade) discounts

4. Seasonal discounts

5. Allowances, trade-in or promotional

C. Promotional pricing XE "Pricing" 
1. Loss-leader pricing—to stimulate traffic

2. Special event pricing—to draw customers

3. Cash rebates—to encourage purchase within a specified time period

4. Low-interest financing—to facilitate purchase

5. Longer payment terms—for lower monthly payments

6. Warranties and service contracts—added value

7. Psychological discounting—set an artificially high initial price

D. Discriminatory pricing XE "Pricing" 
1. Customer-segment pricing—different prices for different groups

2. Product-form pricing—different versions priced differently

3. Image pricing—same product at two different levels

4. Channel pricing (location pricing)—same product priced differently at different locations

5. Time pricing—same product priced differently at different day, time or season

E. Product-mix pricing XE "Pricing" 
1. Product-Line Pricing XE "Pricing" —price steps

2. Optional-feature pricing—in addition to main product

3. Captive-product pricing—main products that require ancillary products

4. Two-part pricing—fixed fee plus variable fee based on usage

5. Byproduct pricing—to recoup production costs of main product

6. Product-bundling pricing—less costly when purchased together

IV. Initiating and responding to price changes

A. Initiating price cuts 

1. Excess capacity 

2. Drive to dominate the market. Note: This strategy has high risks.
B. Initiating price increases

1. Cost inflation

2. Anticipatory pricing

3. Overdemand

4. Options 

a) Delayed quotation pricing

b) Escalator clauses

c) Unbundling

d) Reduction of discounts 

C. Reactions to price changes

1. Customer reactions

2. Competitor reactions

D. Responding to competitors’ price changes 

1. Maintain price 

2. Raise perceived quality 

3. Reduce price 

4. Increase price and improve quality 

5. Launch low-price fighter line

V. Summary

Lecture—Measuring the Impact of Price: How Important Is the Pricing Variable

This lecture deals with pricing strategy in a marketing setting, and the role and value of effective pricing in the overall marketing strategy and implementation effort. The discussion begins with examples of pricing problems and options as a means of maintaining or increasing the firm’s market position. This leads into a discussion of the implications for the introduction of various pricing strategies for the firm and an industry.

It is useful to update the examples so that students will be able to identify readily with this concept based on their general knowledge of the companies and products involved in the lecture/discussion. 

Teaching Objectives

· To stimulate students to think about the critical issues, pro and con, for a firm when it moves toward adoption of a formal or informal pricing strategy

· Points to consider in proceeding with a specific pricing strategy 

· Role of pricing strategies and policies in helping the firm achieve a balanced position vis á vis the customer and the competition 

Discussion

Introduction

Pricing policies in many companies tend to be based more on intuition and what the market will bear more than scientific or objective criteria.This approach, however, is beginning to change, in line with many other changes taking place in marketing and in the U.S. and global economies. Pricing has become a key issue for both consumer and business marketers, and sadly it is a problem area where few managers are well prepared. Pricing is not part of most university programs, largely because it long has been considered part of the world of economics, “the dismal science.” 

Marketing professionals have tended to ignore pricing theories and concepts, and in the past they did not even consider it as an equal part of the marketing equation. Accordingly, pricing and the impact of price have been studied very little, but clearly it is and should be one of the more important aspects of the marketing process. To most contemporary marketing professionals, pricing is a final and very important marketing strategy focal point. Without an effective pricing analysis and price decision, the rest of the marketing process is left unfinished.

Role of Pricing

Pricing can and does help a company attain its other marketing objectives. As a result, pricing strategy should be tied closely and carefully to the overall business, competitive and marketing strategy. Further, the pricing program should be supported with a focused plan of implementation. Pricing enables the marketer to segment markets, define products, create customer incentives, and even send signals to competitors.

For example, if the company wants to enter a crowded field, such as the credit card business, it may opt for a penetration strategy. This is what Sears did with the Discover card. The retailer obtained as many customers as possible through a low price (i.e., no membership fee), and established a position in the market. Skimming would be the opposite strategy, pricing a product at a high level to “skim” the innovators. That way, the firm obtains high profits at the beginning of the product life cycle, effectively covering the development costs. After the firm pays for the development costs, it has the option to move the price down to the next level to achieve other marketing objectives. Either strategy can work, but the decision, implementation, and results all depend on the firm’s marketing objectives.

Many marketing professionals argue that pricing is a valuable strategic weapon that helps companies enhance and capitalize on competitive vulnerability, and there is no question that pricing decisions have an immediate impact on a company’s bottom line. From this perspective, it is easy to argue that to a large degree, pricing decisions can determine whether a product or a company will succeed or fail.

Pricing Limits

One of the first things a pricing strategy process can determine is that there is an upper and lower price boundary, and each has to be considered. The upper boundary, the economic value of the product, is the most an informed consumer is willing to pay for the product. Marketers determine this boundary by comparing the product with a reference product, and asking what attributes the product has that are above, or below, the value of the product offered by the competitors. Clearly, if a product is below the value of the competition, it is almost impossible to set the price higher than the competitive price.

Next, the marketer should identify the best available alternative product for the most important customer market or segment.  The marketer could ask: “Other than the obvious benefit, what additional benefits does this product provide?” Many times the benefit is labor savings or additional productivity. Other times there could be emotional benefits, or some other intangible benefit. 

Once the list of benefits is completed, it is time to assign a value to each benefit. Some benefits are quantifiable directly, such as labor savings. The analyst can calculate the number of hours saved times the wage rate. If there is another specific benefit, the firm may try to determine the value. For example, the marketer may analyze possible substitute products to determine if there are other benefits that related products might have that eventually prove important in the competitive process. It is appropriate to make an effort to determine the approximate value of each such benefit to determine when prices should be adjusted. 

Another technique that can be useful in determining the upper boundary of a particular product’s price is a conjoint study, or survey, of various customers. With this approach, prospects are invited to select from a series of pricing options for the product. In the survey, the researcher attempts to determine the value of the product’s particular attributes. Once the firm has obtained this data, it has identified the upper boundary of the product’s potential price.

It is critical to approach the process from the customer perspective, separating what the company thinks is the economic value and the customer’s perceived economic value. Unfortunately, some companies care so much about the product that they consider every benefit at the high end. The result is that the survey research has to determine whether people will believe what the company believes concerning price and value. 

The Role of the Customer 

There are many examples of the role of the customer in the pricing process, and one of the better examples comes from Datastorm, a software firm that made the Procomm Plus, an early software product that linked computers to networks through a modem. The market for this software was already beginning to grow in 1991, just when ProComm Plus was scheduled for its debut, and competing products were already on the shelves, priced at a premium. Datastorm believed that it could tap pent-up demand for lower-priced communications software in the consumer market, so the strategy was to set the price of the product at $179, dramatically less expensive than the competition. The company maintained that pricing point for four years. Datastorm dominated the field, with an 85 percent market share among IBM computer users, until 1995–96. Many analysts credit the company’s pricing strategy as the key to its success.

What the marketing managers at Datastorm did, consciously or unconsciously, was to follow a well-defined market-oriented process to pick new product prices. The focus was on the three Cs: customer, company, and competition. To employ this simple marketing tool, Datastorm managers set the price of a new product based on the customer’s perception of a fair price. Of course, the customer’s perception of what was a fair price often was based on the competitor’s price that typically the consumer perceives as on the high (economic) end of the scale. This approach can be quite useful for those selling into an established market, or even if they are selling into a new market, whether the measurement was performed properly.

Micro-marketing also plays an important part in pricing strategy. Stores, such as the midwestern grocer Dominick’s, engaged in micro-marketing by using pricing data obtained from scanners and measured by Information Resources Inc., and A.C. Nielsen. Nielsen’s program measured the differences in elasticity between stores and matched prices so that customers who cared more about price got discounts, and customers who cared about other factors could receive those benefits.

To determine low-end pricing for a particular product, it is important to adopt a customer perspective. As noted above, companies often are so aware and care so much about the product that every benefit is considered at the high end in price-value. Of course, the obvious question is whether individual consumers and the marketplace have the same perception of value and price.

The marketer also must examine the variable costs, or incremental costs, that matter to the consumer. A common error is that companies consider variable costs as part of fixed costs. In an airline, if you have a seat, and you consider the average cost of the plane and the crew it might turn out that the average cost per seat was $10. If, however, the plane is sitting on the runway, ready to take off, the variable cost might be as low as $1. At this point, the differences between fixed and variable costs look very different. This is the way it is with highly perishable and time-sensitive goods and/or services. The variable cost tells you what you are gaining for each additional customer. If you raise that price too high, you likely consider additional customers as not as valuable as they truly are in the final analysis (such as when the plane is setting on the runway, ready to take off). 

Firms that inflate their variable costs tend not to cut their prices very often. They do not realize the true incremental revenue they can gain from a discount. Experts advise against putting overhead costs into the price of the product because they are fixed, not variable, costs. By folding overhead costs into the equation, the firm may be distorting the pricing decision. The essence of the matter is that empty hotel rooms or plane seats are revenue never to be regained. It is better to have something than nothing. This is an attitude that has gained considerable popularity since September 11, 2001 as the airlines and other industries watched their carefully developed strategies based on their perceptions of value go down the drain.

The relationship between the quality of a product and a particular price is always an issue. Price sensitivity research has provided much information that can help determine the relationship of price to quality. Consumers ask: “Is this better if it is more expensive?” In response, marketers apply the principles of “odd” versus “even” pricing. Research in pricing indicates that something at $9.99 versus $10 is generally associated with Sears, Kmart, and J.C. Penney. It puts the emphasis on the first digit. The implication or perception is that the retailer is trying to save the consumer money. If a retailer sells a Packard-Bell computer for $1,999.95, there is only a five-cent difference between that and $2,000. Many people, however, place emphasis on the first number. On the other side of the scale, Nordstrom and other high-end retailers price in even numbers. This lends an aura of quality to the product. There is also prestige pricing, where you effectively advertise that you have the most expensive perfume in the world. This is strictly a matter of old-fashioned snob appeal, but it works, depending on your market segment.

Art of Naming a Price

After the price limits, high and low, are determined, we enter into what essentially is the “art form” of pricing, often referred to as “the art of pricing.” There are particular aspects of pricing that will determine where the firm will price, based on these upper and lower boundaries, without much price sensitivity or elasticity. Here there are issues such as “fairness.”

Fairness is gauged by thinking about how a customer feels about the price of a product. Research shows that price increases are perceived as fair if they are based on increased costs, but those based on the characteristics and/or circumstances of the customer are considered unfair. One of the major pricing issues in recent years is that of “everyday low pricing”. This is where the retailer charges a constant, lower price at all times, with no temporary price discounts. This approach reduces uncertainty among consumers, and it helps to restore faith in the price of a brand. It also contrasts sharply with the so-called “high-low” strategy of companies that rely on constant price promotions. Discounters such as Wal-Mart led the trend toward “everyday low pricing,” but the concept generally remains more popular in the South than in the North.

Whatever pricing tactics the firm chooses, it is important to remember that pricing is essential to strategy and should not be treated as an afterthought. Strategic pricing should be one of a business’s most potent competitive weapons, and substantial sales potential may well be lost without an effective planning and control effort in this important area of marketing activity.
Marketing and Advertising

1. 
Ad number one:  In this ad, 1-800-Contacts reaches out to price-sensitive contact-lens users with an offer to “Get the exact same contacts delivered for less than you’re paying now.”

a. 
What specific elements might affect price sensitivity in the consumer market for contact lenses?

b. 
What pricing method does 1-800-Contacts appear to be using in this ad?

c. 
How might 1-800-Contacts use product-bundling pricing to increase sales to its target market?

Answer
a. 
Price sensitivity among consumer contact lens buyers might be affected by: the substitute-awareness effect, because buyers know they can buy glasses or have surgery as substitutes; difficult-comparison effect, because buyers may have difficulty comparing the quality of substitute products; total-expenditure effect, because contact lens purchases are a small part of total consumer income; price-quality effect, because consumers perceive that some branded products are higher quality.

b. 
1-800-Contacts appears to be using market penetration pricing to achieve higher sales volume and higher long-term profit.

c. 
1-800-Contacts could use product-bundling pricing to increase sales to its target market by bundling contact lens cleaning products, lens cases, or other items that consumers typically need when using contact lenses. The company could also bundle services such as optometry exams with local specialists. Students may suggest other ideas, as well.

2. 
The ad in Figure 2 shows how the online auction site eBay attracts price-sensitive business buyers to auctions for electronic gear such as projectors, monitors, PCs, and television monitors. 

a. 
Because product prices are never mentioned, what benefits does eBay emphasize to encourage business buyers to visit its Web site?

b. 
Is business demand for slide projectors likely to be elastic or inelastic? What are the implications for the auction prices of projectors sold to business customers on eBay’s site?

c. 
Which of Nagle’s nine factors affecting price sensitivity are most applicable to business demand for slide projectors?

Answer

a. 
The copy in this ad emphasizes that buyers may find bargains on eBay and stresses that “millions of items” are listed so buyers can find “just about every presentation tool you could want.” It also focuses on convenience and timesaving benefits. 
b. 
Business demand for slide projectors is likely to be elastic. Because this is not an essential item for businesses, buyers are likely to buy more at lower prices.

c. 
Of Nagle’s nine factors, the following are most applicable to business demand for slide projectors: unique-value effect, because buyers will be less price sensitive to distinctive products; substitute-awareness effect, because buyers will be less price sensitive when they are unaware of substitutes such as electronic presentation technology; total-expenditure effect, because projectors are a relatively small purchase compared with business revenues; and the sunk-investment effect, because many businesses have existing slide shows to use with projectors.

3. 
**BONUS AD--See Companion Web site!  Baymont uses value pricing to attract business travelers as well as vacationers to its 180 inns and suites around the United States, as this ad shows.

a. 
According to this ad, what is Baymont doing to adapt its price for lodgings?

b. 
Identify some of the fixed and variable costs that Baymont might experience.

c. 
How does Baymont communicate quality in this ad to differentiate itself from competing chains?

Answer

a. 
Baymont is adapting its price using geographical pricing to vary the price of renting a room from location to location. It is also promotional pricing to offer a rewards program that allows frequent customers to enjoy free hotel stays. 

b. 
Students will identify a number of different fixed and variable costs. For instance, real estate taxes and mortgage payments are fixed for each hotel, regardless of volume. Variable costs include laundry costs for used linens and the cost of in-room amenities such as soap and shampoo.

c. 
Baymont communicates quality to differentiate itself by highlighting the “Best Hotel Value Award” from Entrepreneur Magazine. It also mentions the size of the room (“big, comfortable”) and the many amenities. 

Online Marketing Today—Priceline.com

The online market for travel services will reach $63 billion within a few years, and Priceline.com aims to capture a significant share; already, it is high on the top-ten list of travel Web sites. After a brief period of diversification into name-your-price sales of groceries and gasoline, the company has refocused on its core travel and financial services offerings, including airline tickets, hotel rooms, rental cars, and mortgage loans. The company guarantees that a Priceline.com mortgage is the “lowest-cost loan on the market” and backs this up by paying $300 to any customer who finds a better price.

See how the system works by visiting the Priceline Web site at www.priceline.com. Follow the link marked “How it works” to read about the name-your-price process. Then return to the home page and follow several of the links promoting discounted offerings. What can you say about the price sensitivity of Priceline’s customers? What effect would Priceline’s prices be likely to have on the reference prices customers bear in mind for travel and mortgage services? How does the company’s lowest-cost loan guarantee affect a customer’s perception of the product’s value?

Answer

Priceline’s customers are likely to be very price sensitive, which drives them to set their own (presumably low) prices for travel services. If consumers consistently see low prices for Priceline’s travel and mortgage services, they will keep these in mind as they compare prices from other sources. Thus, sources that offer higher-priced travel and mortgage services may be perceived as out of the range these consumers believe is normal and acceptable for those products. The company’s lowest-cost loan guarantee will reassure customers and enhance their perceptions that they are getting the best possible value at Priceline.

You’re the Marketer—Sonic PDA Marketing Plan

Pricing is a critical element in any company’s marketing plan, because it directly affects revenue and profit goals. To effectively design and manage pricing strategies, marketers must consider costs as well as the perceptions of customers and the reactions of competitors—especially in highly competitive markets.

You are in charge of pricing Sonic’s first personal digital assistant for its launch early next year. Review your current situation, especially the SWOT analysis you previously prepared and your competitive environment. Also think about the markets you are targeting and the positioning you want to achieve. Now continue working on your marketing plan by responding to the following questions about pricing:

· What should Sonic’s primary pricing objective be? Explain your reasoning.

· Are PDA customers likely to be price sensitive? Is demand elastic or inelastic? What are the implications for your pricing decisions?

· How will the introductory product pricing work with the other parts of Sonic’s marketing mix?

· What price adaptations (such as discounts, allowances, and promotional pricing) should Sonic include in its marketing plan?

After you have developed your pricing strategies and programs, document your recommendations in a written marketing plan or type them into the Marketing Mix section of the Marketing Plan Pro software, depending on your instructor’s directions.

Answer

Sonic’s primary pricing objective should be market penetration, because they are operating in a difficult and highly competitive market. If they fail to achieve a decent market share, they will not be able to effectively compete and they will not be able to lower unit costs through higher volume. Students may argue that survival is an appropriate pricing objective, but this is probably not the case because Sonic is not yet in trouble. Nor can Sonic set prices to maximize current profits at this time, because it needs to establish its brand. 

PDA customers are likely to be fairly price sensitive, because there are many well-known PDAs already on the market (substitute-awareness effect) and because current users of other brands may perceive switching costs (sunk-investment effect). Demand is relatively elastic, with more buyers willing to buy when prices are substantially lower. Thus, Sonic must price at the low end of its acceptable range to implement a market penetration strategy. Sonic’s introductory product pricing must be supported by the other parts of the marketing mix. For example, Sonic’s advertising might mention the price or tout the value, and its choice of distributors should be consistent with it’s pricing. Students may suggest other ideas, as well.

Price adaptations to be included in Sonic’s marketing plan include: cash discounts for resellers buying PDAs (because these encourage early or on-time payment of invoices) and promotional allowances for encouraging distributors to stock the new PDAs. Sonic might also use promotional pricing on a limited basis to jump-start consumer purchases of its new PDA. Ask students to consider how other tactics mentioned in the chapter might apply to Sonic’s product introduction.

Marketing Spotlight—Louis Vuitton Moet Hennessey (LVMH)

Luxury leather goods maker Louis Vuitton was established in Paris in 1855. For more than a century and a half, the company made quality handcrafted luggage and other leather goods. It remained a small, family-controlled company until the 1970s, when French businessman Henry Racamier married a Vuitton heiress, and rapidly expanded and diversified the business. When Racamier took over in 1977, the company had only two shops in France and had combined sales of less than $50 million. By the mid-1980s, the company had 95 stores across the globe and revenues topping $500 million. 

In 1987, the merger of Louis Vuitton with famed French spirits, champagne, and perfume group Moet-Hennessey marked a new era of consolidation in the luxury-goods industry. The newly formed Louis Vuitton Moet Hennessey (LVMH) instantly became the world’s largest luxury goods company, raking in $4 billion in revenues in 1991. The company continued to grow in the 1990s by acquiring a number of other luxury-goods companies, including fashion label Christian Lacroix and shoe designer Berluti in 1993, TAG Heuer watchmaker in 1999, and the Donna Karan brand in 2000. Today, LVMH has a portfolio of 50 luxury brands and is the number one worldwide seller of champagne, cognac, fashion and leather goods, and the number three worldwide seller of perfumes and cosmetics. The company’s revenues topped $10 billion in 2000. 

Here are some of the famous luxury brands LVMH controls:

	Champagne, Wine, Cognac, And Brandy
	· Moet & Chandon

	
	· Dom Perignon

	
	· Hennessey

	Fashion 
	· Berluti 

	
	· Christian Lacroix

	
	· Givenchy

	
	· Louis Vuitton

	
	· Donna Karan

	Fragrances 
	· Christian Dior

	
	· Givenchy

	Cosmetics
	· Hard Candy

	
	· Fresh

	
	· Urban Decay

	Watches
	· Ebel

	
	· Tag Heuer


LVMH also owns several business and financial media publications, including La Tribune newspaper, and two art magazines. The company owns all or part of a number of retail franchises, including the Sephora chain of cosmetic stores, DFS Group duty free shops, Miami Cruiseline Services duty free shops, and French department stores Le Bon Marche. Other businesses the company owns include auction houses Phillips, de Pury & Luxembourg and Etude Tajan, Omas luxury pens, and a development capital business called LV Capital. LVMH maintains an Internet presence (www.lvmh.com), but its Web site is mostly informational. It does, however, feature an e-commerce site called eLuxury, which debuted in June 2000 and in which LVMH is a principal investor. The site strives to maintain an “exclusive” image by prohibiting advertising, providing editorial content on trends, travel, and entertainment, and partnering with more than 60 luxury brands.

Luxury Pricing, LVMH Style

LVMH has consistently pursued a luxury pricing strategy, which means high markups, limited availability, and few if any markdowns. When asked by a reporter whether the Louis Vuitton store in Paris would have a post-Christmas sale, the company’s president Yves Carcelle answered “No,” saying, “That would devalue the brand.” Louis Vuitton sells its products only through a global network of company-owned stores. This keeps margins high and allows the company to maintain control of its products through every step in the channel. Bernard Arnault explained, “If you control your factory, you control your quality; if you control your distribution, you control your image.” Today, LVMH maintains a global network of 1,286 stores, a 28 percent increase over 1999. Its 284 Louis Vuitton stores and 461 Sephora locations comprise over half of the stores in this network. 

 Recently, Louis Vuitton built several flagship concept stores located on high-fashion avenues around the world like Rodeo Drive and Fifth Avenue. These stores sell an estimated average of $1,800 per square foot. Some of the best-selling stores sell as much as $8,000 per square foot. Additionally, since maintaining an upscale image is vital to a luxury brand, LVMH devotes over ten percent of annual sales to promotion and advertising. The company advertises its brands primarily in fashion and lifestyle publications. Some of the leading brands sponsor major international events with luxury cachet, as Louis Vuitton does by sponsoring the America’s Cup. Because image is an essential part of marketing luxury goods, LVMH is careful to evaluate every advertising and promotional opportunity for consistency with the image of its brands. As a result, the company manages a portfolio of luxury brands unparalleled in both size and sales. 

Sources: William Echikson. “Luxury Steals Back.” Fortune, January 16, 1995; www.lvmh.com, www.eluxury.com; Thomas Kamm. “Latest Fashion.” Wall Street Journal, December 28, 1987; Lisa Marsh. “LVMH Thinks of Vuitton Globally, Acts on 5th Ave.” New York Post, December 5, 2000; Joshua Levine. “Liberté, Fraternité—But to Hell with Égalité!” Forbes, June 2, 1997.

Questions 

1. What constitutes a luxury good such as those in the LVMH stable of products? What pricing concepts does LVMH apply effectively? Likewise, what actions has LVMH taken that belie a different and less effective approach? How would you characterize the LVMH marketing strategy? 

2. Suggest possible changes that LVMH could make to its marketing strategy in the future. Assume that their objective is to develop new market segments for LVMH. 

Suggested Responses

1. LVMH has worked hard to secure a prized position, “snob appeal,” in the marketplace. Snob appeal, combined with the “luxury good” classification, is as good as it gets for virtually any branded product. Snob appeal implies to the customer that if you (the customer) are concerned about the price you have no business considering purchase. Achieving such an august position is both very difficult and can involve luck as well as marketing skill. LMVH has, until recently, done very well in this arena. 

The other side of the scale, however, is that the buyers of such goods can be very fickle, and the firm must operate very carefully so that it does not lose the prized luxury good position. Any actions that pull luxury goods out of the stratosphere and place them in merely the specialty good category can be very costly to the bottom line. Being the best, knowing it, and pricing accordingly is the goal of every marketing manager, but only a very few firms every reach this point. To contradict this theme, however,  and be caught in the hinterland would be tantamount to disaster for LVMH and the fall could be much faster than the rise. Several expansion and brand extension moves LVMH has made in recent years have negatively affected the franchise. 

LMVH moved aggressively into the United States in a losing business (Sephora) and into increasingly more tourism-oriented product categories (via duty free, etc.). This could be a problem because if there are prolonged declines in tourism/travel, they could be impacted negatively. In addition, some of the moves they made into related businesses (auctions) indicate that the name is going too far afield. It may also bethat LVMH has moved to a more corporate-oriented strategy; as a result, it could hurt the specific brands associated with the corporate move(s).

2. One of the primary actions that LMVH has taken is to extend the brand franchise well beyond where they established their position. A related action was to purchase a lower price retailing/merchandising operation (Sephora) that was intended to provide an “approachable” concept for young buyers of cosmetics and start-up brands such as Hard Candy. To LMVH, Sephora was also a way of attacking the U.S. market. Following September 11, 2001, this division, a loser before, became a major loser. This, along with the failure of e-retailing, has impacted image, margins and profits. 

By moving into the more popularly priced, self-serve, duty-free and other product categories they have set themselves up for many more problems. It would appear that in the extension effort, they have brought on some issues that could sink the image. To respond to this they must quickly remove themselves from positions and strategies that smack of over-extension and lower quality. As per the concepts discussed in the text chapter, if they are going to engage in brand extension they should do it under other brand and corporate names that are entirely unrelated to the LMVH name so that it does not confuse the consumer image of LVMH as the premier luxury good player.         

Analytical Tools for Marketing Management—Using Costs in Setting Prices

When setting prices, marketers usually use some costing method as a base. There are. however, two major costing methods as choices. This application exercise is a brief introduction to the problem of choosing one of these methods. 

One of the first steps in setting prices is planning for the recovery of costs. Although costs are not the only element in setting prices, they certainly play a major role. A general approach to price setting is to set it high enough to recover production and selling costs and make a profit.

But a problem exists on which major costing method to use: (1) direct costing, also called “variable” costing,” or (2) absorption costing, also called “full costing.”

The problem hinges around the differences between these two costing systems that are, essentially: Should fixed costs be charged to the product, or handled separately?

A fixed cost (sometimes called an “overhead cost”) is one that is not affected by changes in production or sales. A variable cost, on the other hand, is affected by such changes, and rises and falls in a rather precise ratio. Theoretically, the level of fixed costs remains the same from month to month (although some adjustments can be made over time). Examples of fixed costs are heat, rent, light, building depreciation, real estate taxes, supervisory salaries, plant guard salaries, and advertising. Advertising XE "Advertising"  is a fixed cost because the percent level is dependent on a management decision and not on rises or falls in production.

In absorption costing, fixed costs are included in the computation of the product cost and affect gross profit. All costs have been absorbed in the process. Prices, therefore, would be set high enough to cover all costs. On the other hand, product costs in direct costing are found in the contribution margin (also called gross margin). Fixed costs, however, are omitted from the cost of the product. Because gross profit and contribution margin are so different, they usually cannot be compared. Contribution margin has been defined as the profit that a product contributes to the total business operation.

To show how gross profit and contribution margin appear in an income statement, note the following example.*

	
	Direct

costing
	Absorption

costing

	Sales revenue
	$770,000
	$770,000

	Variable manufacturing costs
	550,000
	550,000

	Add: Fixed manufacturing costs
	-
	100,000

	Total costs of goods produced
	$550,000
	$650,000

	Less inventory at year’s end:
	
	

	Variable cost
	- 100,000
	-

	Fixed and variable cost
	-
	- 115,000

	Cost of goods sold
	$450,000
	$535,000

	CONTRIBUTION MARGIN
	$320,000
	-

	GROSS PROFIT
	-
	$235,000

	Variable selling & Adm. exp.
	60,000
	60,000

	FINAL CONTRIBUTION MARGIN
	$260,000
	-

	Fixed manufacturing costs
	$130,000
	-

	Capacity variance*
	-
	$ 40,000

	Fixed selling & Adm. exp.
	$ 60,000
	$ 60,000

	Total
	$190,000
	$160,000

	Net income before taxes
	$ 70,000
	$ 75,000


*Capacity variance is a portion of the fixed manufacturing costs that are not allocated to the product because the plant is not operating at full capacity. It would be unfair to charge the product this cost.

The preceding illustration shows that variable and fixed costs are combined in absorption costing, but they are separated in direct costing.

How would these two techniques be used in pricing? Here is an example, with four different prices sampled to see how they fare in terms of either gross profit or contribution margin.

	
	Possible Prices
	
	
	

	
	$4.00
	$3.80
	$3.60
	$3.40

	ABSORPTION COSTING
	
	
	
	

	Estimated unit sales
	10,000
	12,000
	16,000
	20,000

	Estimated dollar sales
	$40,000
	$45,600
	$57,600
	$68,000

	Mfg. cost @ $3. 40 unit
	
	
	
	

	(includes fixed cost)
	$34,000
	$40,800
	$54,000
	$68,000

	Gross profit in dollars
	$ 6,000
	$ 4,800
	$ 3,200
	0

	Gross profit %
	15.0%
	10.6%
	5.5%
	0

	DIRECT COSTING
	
	
	
	

	Estimated unit sales
	10,000
	12,000
	16,000
	20,000

	Estimated dollar sales
	$40,000
	$45,600
	$57,600
	68,000

	Variable costs @ $2.70 a unit (no fixed costs)
	$27,000
	$32,400
	$43,200
	54,000

	Variable selling cost @2% sales
	800
	912
	1,152
	1,360

	Total Direct Cost
	$27,800
	33,312
	44,352
	55,360

	Marginal contribution $
	12,200
	12,288
	13,448
	12,640

	Marginal contribution %
	30.5%
	26.9%
	23.3%
	18.6%


From this table, it is apparent that if the marketer utilizes absorption costing the best cost in both dollars and percentages would be $4.00. In direct costing, however, the best cost would be $3.60. This cost would provide the most benefit to the company (or $13,448 versus $6,000 gross profit with absorption costing).

Which Is Best for Marketing?

Many analysts think that neither of these is better than the other. They both present different values. Nevertheless, there is a strong argument that direct costing is best for market planning. Here are some of the reasons for using direct costing:

1. It is easier than absorption costing to find the most profitable price, especially when lowering the price will increase sales.

2. Many times companies sell their products at different prices in different territories. Each territory may have a different contribution margin. The marketer, therefore, can concentrate efforts in more profitable territories and minimize efforts in others.

3. In absorption costing, the effects on profits of a change in price that cause an increase in volume will be more difficult to calculate. Although the unit manufacturing cost will be reduced, the amount of reduction may have to be calculated department by department because fixed costs are spread that way. Direct costing, however, does not have fixed costs calculated in product costs.

Pricing XE "Pricing"  may be done by adding a markup percentage or an amount to the unit costs to find the price.

Problem
A manufacturing company produced a product costed by the absorption method. The data for the absorption method and the pricing are shown below:

	
	Absorption Costing

	Cost of materials
	$ 2,891

	Labor costs
	1,479

	Estimated tool maintenance
	430

	Total cost
	$ 4,800

	Plus 10% markup
	 400

	Target selling price
	$5,200


Armed with a $5,200 selling price, the salesman for this product went into the marketplace, only to find that there was a great deal of protest about the price. Almost everyone told the salesman that the “going” price for this product on the market was $4,400, and that his product clearly was overpriced.

In response, the marketer recalculated the costs using the direct costing method and arrived at a lower price as shown below. 

	
	Direct Costing

	Cost of materials
	$ 2,891

	Labor costs
	725

	Estimated tool maintenance
	430

	Total cost
	$ 4,046

	Competitive selling price 
	4,400

	Potential contribution
	$ 354


The problem is this: What should the salesman do about the situation? Even with direct costing, the company may not break even on the product. Explain which costing method he should use and the rationale for doing so.

The value of this exercise is that it focuses on one of the most important underlying bases for setting prices: although most students understand the importance of product costs, they may not have thought much about the different bases for calculating them. This exercise is only an introductory discussion of the subject. Hopefully, it will lead to a more in-depth study of the value of both absorption and direct costing methods.

Answers

The salesman should accept the order at the competitive selling price of $4,400, if the plant is not operating at full capacity. If the plant is operating at full capacity, then taking the work may result in overtime and other extra costs that could effect a loss for the company.If the plant is not operating at full capacity, however, the sale would contribute something, potentially $354, to the business.

Keeping the price at $5,200 in order to recover all costs probably means that the sale would be lost. After all, customers can buy competing products at lower prices. To lose the sale would mean no profit contribution.

On the other hand, if other work is competing for the use of the same production facilities, then the work with the highest contribution margin should be accepted.
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