Outline of Chapter 18

              PRICE SETTING IN THE

              BUSINESS WORLD

              INTRODUCTION

              PRICE SETTING IS A KEY

              STRATEGY DECISION

                  Transparency 113 (Exhibit

                  18-1) "Key Factors that

                  Influence Price Setting"

              SOME FIRMS JUST USE

              MARKUPS

              Markups guide pricing by

              middlemen

                  Overhead 187 "Markups"

                MARKUP--a dollar amount

                added to the cost of products

                to get the selling price.

              Markup percent is based on

              selling price--a convenient rule

                MARKUP (PERCENT)--the

                percentage of selling price that

                is added to the cost to get the

                selling price.

              Many use a "standard" markup

              percent

              Markups are related to gross

              margins

              Markup chain may be used in

              channel pricing

                MARKUP CHAIN--the

                sequence of markups firms

                use at different levels in a

                channel--determining the price

                structure in the whole channel.

                  Transparency 114 (Exhibit

                  18-2) "Example of a

                  Markup Chain and Channel

                  Pricing"

                  Transparency 115

                  "Alternate Example of a

                  Markup Chain and Channel

                  Pricing"

                  Overhead 188 "Alternate

                  Approach for Computing

                  Channel Markups" 

              High markups don't always mean

              big profits

              Lower markups can speed

              turnover--and the stockturn rate

                STOCKTURN RATE--the

                number of times the average

                inventory is sold in a year.

              Mass-merchandisers run in fast

              company

              Where does the markup chain

              start?

              AVERAGE-COST PRICING IS

              COMMON AND CAN BE

              DANGEROUS

                  Overhead 189

                  "Average-Cost Pricing"

                AVERAGE-COST

                PRICING--adding a

                reasonable markup to the

                average cost of a product.

                  Overhead 190 (Exhibit

                  18-3) "Results of

                  Average-Cost Pricing"

              It does not make allowances for

              cost variations as output changes

              MARKETING MANAGER MUST

              CONSIDER VARIOUS KINDS OF

              COSTS

              There are three kinds of total

              cost

                TOTAL FIXED COST--the

                sum of those costs that are

                fixed in total--no matter how

                much is produced.

                TOTAL VARIABLE COST--the

                sum of those changing

                expenses that are closely

                related to output--expenses for

                parts, wages, packaging

                materials, outgoing freight, and

                sales commissions.

                TOTAL COST--the sum of

                total fixed and total variable

                costs.

              There are three kinds of average

              cost

                AVERAGE COST (PER

                UNIT)--the total cost divided by

                the related quantity.

                AVERAGE FIXED COST

                (PER UNIT)--the total fixed

                cost divided by the related

                quantity.

                AVERAGE VARIABLE COST

                (PER UNIT)--the total variable

                cost divided by the related

                quantity.

              An example shows cost relations

                  Overhead 191 (Exhibit

                  18-4) "Cost Structure of a

                  Firm"

                  Transparency 116 (Exhibit

                  18-5) "Typical Shape of

                  Cost (per unit) Curves

                  when Average Variable

                  Cost per Unit Is Constant"

              Ignoring demand is the major

              weakness of average-cost pricing

                  Transparency 117 (Exhibit

                  18-6) "Evaluation of

                  Various Prices along a

                  Firm's Demand Curve"

                  Transparency 118 (Exhibit

                  18-7) "Summary of

                  Relationships among

                  Quantity, Cost, and Price

                  Using Cost-Oriented

                  Pricing"

              Experience curve pricing is even

              riskier

                EXPERIENCE CURVE

                PRICING--average-cost

                pricing using an estimate of

                future average costs.

                  Overhead 192 "Experience

                  Curve Pricing"

              Don't ignore competitors' costs

              SOME FIRMS ADD A TARGET

              RETURN TO COST

              Target return pricing scores

              sometimes

                TARGET RETURN

                PRICING--pricing to cover all

                costs and achieve a target

                return.

              Hitting the target in the long run

                LONG-RUN TARGET

                RETURN PRICING--pricing to

                cover all costs and over the

                "long-run" achieve an average

                target return.

              BREAK-EVEN ANALYSIS CAN

              EVALUATE POSSIBLE PRICES

                  Overhead 193 "Break-Even

                  Analysis"

                BREAK-EVEN ANALYSIS--an

                approach to determine

                whether the firm will be able to

                break even--that is, cover all

                its costs--with a particular

                price.

                BREAK-EVEN POINT

                (BEP)--the sales quantity

                where the firm's total cost will

                just equal its total revenue.

              Break-even charts help find the

              BEP

                  Transparency 119 (Exhibit

                  18-8) "Break-Even Chart

                  for a Particular Situation"

                  Transparency 120

                  "Break-Even Chart

                  Example"

              How to compute a break-even

              point

                FIXED-COST (FC)

                CONTRIBUTION PER

                UNIT--the selling price per unit

                minus the variable cost per

                unit.

              BEP can be stated in dollars too

              Each possible price has its own

              break-even point

              A target profit can be included

              Break-even analysis shows the

              effect of cutting costs

              Break-even analysis is

              helpful--but not a pricing solution

              MARGINAL ANALYSIS

              CONSIDERS BOTH COSTS

              AND DEMAND

              Marginal analysis helps find the

              right price

                MARGINAL

                ANALYSIS--evaluating the

                change in total revenue and

                total cost from selling one

                more unit--to find the most

                profitable price and quantity.

              Marginal analysis when demand

              curves slope down

                  Overhead 194 (Exhibit

                  18-9) "Revenue, Cost, and

                  Profit at Different Prices for

                  a Firm"

              Demand estimates involve

              "if-then" thinking

              Marginal revenue can be

              negative

                MARGINAL REVENUE--the

                change in total revenue that

                results from the sale of one

                more unit of a product.

                  Overhead 195 "Marginal

                  Revenue and Price"

              The marginal cost of just one

              more can be important

                  Transparency 121 "A

                  Plotting of the Demand and

                  Marginal Revenue Data in

                  Exhibit 18-9 (or Overhead

                  194)"

                MARGINAL COST--the

                change in total cost that

                results from producing one

                more unit.

              Profit is largest when marginal

              revenue = marginal cost

                  Overhead 196 "Cost

                  Structure for Individual

                  Firm (fill in the missing

                  numbers)"

                  Overhead 197 "Cost

                  Structure for Individual

                  Firm (with missing

                  numbers filled in)"

                  Transparency 122

                  "Per-Unit Cost Curves (for

                  data in Overhead 197)"

                RULE FOR MAXIMIZING

                PROFIT--the highest profit is

                earned at the price where

                marginal cost is just less than

                or equal to marginal revenue.

                MARGINAL PROFIT--profit on

                the last unit sold.

              Profit maximization with total

              revenue and total cost curves

                  Transparency 123 (Exhibit

                  18-10) "Graphic

                  Determination of the Price

                  Giving the Greatest Total

                  Profit for a Firm"

                  Transparency 124

                  "Alternate Determination of

                  the Most Profitable Output

                  and Price for a Firm"

              A profit range is reassuring

              How to lose less, if you must

                  Transparency 125 "Finding

                  the Most Profitable (or least

                  unprofitable) Price and

                  Quantity in Pure

                  Competition (in the short

                  run)"

              Marginal analysis applies in

              oligopoly too

                  Transparency 126 (Exhibit

                  18-11) "Marginal Revenue

                  Drops Fast in an Oligopoly"

              A price leader usually sets the

              price

                PRICE LEADER--a seller who

                sets a price that all others in

                the industry follow.

              A rough estimate is better than

              none

              DEMAND-ORIENTED

              APPROACHES FOR SETTING

              PRICES

              Evaluating the customer's price

              sensitivity

                  Overhead 198

                  "Demand-Oriented Pricing

                  Approaches"

                  Overhead 199 "Evaluating

                  a Customer's Price

                  Sensitivity"

              Value in use pricing--how much

              will the customer save?

                VALUE IN USE

                PRICING--setting prices that

                will capture some of what

                customers will save by

                substituting the firm's product

                for the one currently being

                used.

                  Overhead 200 "Value in

                  Use Pricing"

              Auctions are coming on-line fast

              Customers may have reference

              prices

                REFERENCE PRICE--the

                price a consumer expects to

                pay.

                  Transparency 127 (Exhibit

                  18-12) "How Customer's

                  Reference Price Influences

                  Perceived Value (for a

                  Marketing Mix with a Given

                  Set of Benefits and Costs)"

              Leader pricing--make it low to

              attract customers

                LEADER PRICING--setting

                some very low prices--real

                bargains--to get customers

                into retail stores.

              Bait pricing--offer a steal, but sell

              under protest

                BAIT PRICING--setting some

                very low prices to attract

                customers--but trying to sell

                more expensive models or

                brands once the customer is in

                the store.

              Is bait pricing ethical?

              Psychological pricing--some

              prices just seem right

                PSYCHOLOGICAL

                PRICING--setting prices that

                have special appeal to target

                customers.

                  Transparency 128 (Exhibit

                  18-13) "Demand Curve

                  when Psychological Pricing

                  Is Appropriate"

                ODD-EVEN PRICING--setting

                prices that end in certain

                numbers.

              Price lining--a few prices cover

              the field

                PRICE LINING--setting a few

                price levels for a product line

                and then marking all items at

                these prices.

              Demand-backward pricing

                DEMAND-BACKWARD

                PRICING--setting an

                acceptable final consumer

                price and working backward to

                what a producer can charge.

              Prestige pricing indicates quality

                PRESTIGE PRICING--setting

                a rather high price to suggest

                high quality or high status.

                  Transparency 129 (Exhibit

                  18-14) "Demand Curve

                  Showing a Prestige Pricing

                  Situation"

              PRICING A FULL LINE

              Full-line pricing--market- or

              firm-oriented?

                FULL-LINE PRICING--setting

                prices for a whole line of

                products.

              Costs are complicated in full-line

              pricing

              Complementary product pricing

                COMPLEMENTARY

                PRODUCT PRICING--setting

                prices on several related

                products as a group.

              Product-bundle pricing--one

              price for several products

                PRODUCT-BUNDLE

                PRICING--setting one price for

                a set of products.

              BID PRICING AND

              NEGOTIATED PRICING

              DEPEND HEAVILY ON COSTS

              A new price for every job

                BID PRICING--offering a

                specific price for each possible

                job rather than setting a price

                that applies for all customers.

              Ethical issues in cost-plus bid

              pricing

              Demand must be considered too

              Sometimes bids are negotiated

              Negotiated prices--what will a

              specific customer pay?

                NEGOTIATED PRICE--a price

                that is set based on bargaining

                between the buyer and seller.

              IDEAS ON USING COLOR

              TRANSPARENCIES OF ADS

              WITH CHAPTER 18

              Transparency 153

              (S&S Mills Carpet) "Shopping for

              new carpet? Don't get burned!"

              By selling directly to customers, a

              manufacturer may be able to

              eliminate the markups commonly

              added by other channel

              members, but then the producer

              may face higher costs for

              promotion, transportation, and

              inventory.

              Transparency 159

              (BMW) "Yeee Ha."

              Marketing managers know that

              the price of an item will affect the

              quantity sold. But what customers

              get for that price is also important

              and price sensitivity is often lower

              if consumers view a product as

              uniquely able to meet their needs.

              Transparency 161

              (Colgate-Palmolive) "New Colgate

              Total. The most you've ever

              squeezed out of a tube of

              toothpaste."

              Colgate Total is a premium priced

              toothpaste that offers consumers

              a number of oral care benefits.

              This ad reminds retailers that the

              premium price earns premium

              profits for them. Consumers who

              are really interested in its ability to

              reduce problems such as plaque,

              gingivitis, and tartar are not price

              sensitive because they see the

              benefits as greater than the cost

              of obtaining the benefits (i.e.,

              they see it as offering superior

              customer value).

              Transparency 165

              (Iomega) "How do you follow up a

              cool multimedia presentation?

              Cool multimedia handouts."

              The original 100 MB zip disk

              could hold about the same

              amount of electronic information

              as 70 floppy disks. When zip

              disks were introduced they sold

              for about $15 each, compared to

              about $.25 each for floppy disks

              (at the bulk prices paid by most

              companies). This appears to be

              an application of value in use

              pricing, since 70 times $.25 is

              slightly more than the $15

              charged for the zip disk (which is

              not very expensive to produce).

              Now, with greater competition

              from other removable mass

              storage alternatives, the price of

              zip disks has come down and

              Iomega is offering disks with

              more storage capacity. 

              Transparency 171

              (Thomasville) "Pity, most of the

              time you're with it, your eyes will

              be closed."

              Marketing managers know that

              the price of an item will affect the

              quantity sold. But what customers

              get for that price is also

              important.

              Transparency 172

              (Komatsu) "Familiarity breeds

              success."

              Komatsu designs new models of

              its equipment simultaneously so

              that key components and parts

              will be interchangeable. This

              reduces production costs and

              gives Komatsu better profit

              margins even though it passes

              along some of the savings in

              lower prices. Customer value is

              further enhanced because

              maintenance and repair parts are

              more readily available (fewer

              stock-keeping items are required

              in the dealer's inventory) and less

              expensive. 

              Transparency 181

              (Pet Team) "Finally, independent

              retailers can fight back!"

              Price sensitivity is increased

              when exactly the same product is

              available at different places at

              lower prices. Independent

              retailers often face this problem

              when trying to compete with

              mass-merchandisers that sell the

              same brands of products at lower

              prices. However, the Healthy

              Harvest brand is sold only

              through independent retailers.

              Thus, an independent retailer that

              promotes Healthy Harvest doesn't

              have to worry that customers will

              end up purchasing from a

              competing chain.

              Transparency 194

              (KitchenAid) "Mom had a

              KitchenAid dishwasher. I have a

              KitchenAid kitchen."

              A premium priced product can

              result in superior customer

              value--and higher profits--if the

              benefits of the marketing mix

              meet and exceed the target

              customer's requirements.

              Transparency 197

              (McCormick & Co) "The most

              complete sales and profit building

              program in the seafood business!

              Golden Dipt & Old Bay. We make

              selling seafood easy."

              The price of a product like Old

              Bay Seasoning is usually based

              more on demand than on the cost

              of the ingredients. Because the

              total expenditure is not high,

              consumers may not be as price

              sensitive for a product like

              seasoning but instead would

              prefer to reduce risk and buy a

              brand that has satisfied their

              needs in the past. Of course,

              developing brand familiarity in the

              first place requires promotion, so

              the price needs to be high

              enough to cover the costs of the

              whole marketing mix.

              Transparency 200

              (Dickies-Williamson-Dickie Mfg.)

              "We humbly offer three good

              reasons why you shouldn't bury

              your head in the sand about our

              denim jeans. Margin. Margin. And

              more margin."

              Many consumers think the

              reference price for denim jeans is

              based on the prices charged for

              Levi's and other large national

              brands. Many consumers see the

              price charged for Dickies as a

              good value--and retailers have

              incentive to carry them and price

              them lower than the most popular

              brands because the retailers still

              earn a higher margin on each pair

              sold.

              Transparency 207

              (Pedigree-Mars Inc.'s Kal Kan)

              "Now, there's a new way to get

              healthy hair...And it comes in very

              can and bag of Pedigree."

              Some consumers are very price

              sensitive in purchasing dog food,

              but other consumers are more

              concerned with benefits than with

              costs in evaluating customer

              value. The marketing mix for Kal

              Kan's Pedigree brand dog food

              commands a premium price

              because it offers benefits for

              pets--healthier skin and coat--not

              available from other brands.

              Transparency 211

              (Bactroban) "When an infection

              gets in, get it out."

              A consumer with an infected cut

              is much more likely to be focused

              on the effectiveness of an

              ointment in getting rid of the

              infection than on how the price

              compares with other ointments

              that are less effective in that

              area.

              PERSPECTIVES ON TEACHING

              CHAPTER 18--PRICE SETTING

              IN THE BUSINESS WORLD

              From the outset, we want to alert

              instructors who have taught from

              previous editions of Basic

              Marketing that aspects of this

              chapter are substantially different

              than in earlier editions. From the

              perspective of in-class coverage,

              the two most significant changes

              involve (1) a new section on

              customer price sensitivity and (2)

              a significant streamlining of the

              coverage of marginal analysis.

              We'll comment on these changes

              in more detail later in these

              comments.

              This chapter gets into some of

              the details of how different cost

              and demand considerations are

              included in pricing decisions.

              Some students have a fear about

              any topic that requires them to

              deal with "numbers" and

              arithmetic. Thus, it is useful to

              start the discussion for this

              chapter by making certain that

              students have not lost sight of the

              forest because of the trees. One

              good way to do this is to use

              Transparency 113, which

              highlights the topics covered in

              Chapter 17 as well as those

              which are to be covered in

              Chapter 18. This transparency

              can be used again as each

              specific topic (for example,

              markup chains in channels or the

              nature of demand) is introduced.

              The exhibits in this chapter and

              the related text discussion take

              the students through the various

              price-setting issues in a simple,

              step-by-step way. The color

              transparencies and overhead

              masters available with this

              chapter make it easy to review

              the reading materials. The text

              discussion for several of the key

              topics are supplemented with

              exhibits which are similar to the

              ones in the text, but based on

              different numbers. These can be

              used to be certain that students

              have done the assigned reading

              and taken the time to understand

              it. For example, in a smaller class

              one approach is to project the

              exhibit on a screen and ask

              different students to answer

              questions about the exhibit. If it

              appears that students are

              confused on any topic, the exhibit

              can be used as the basis for

              additional class explanation.

              We noted above that we

              streamlined the discussion of

              marginal analysis. This editing

              involved cutting some of the more

              technical details of marginal

              analysis that were considered on

              pages 571- 579 of the previous

              edition (12th) of Basic Marketing.

              The material that we cut included

              exhibits that were used to

              illustrate points made in the

              textual material. However, if an

              instructor wants to go into more

              detail on these topics in class we

              have included graphs in the sets

              of overheads and transparencies

              that can be used to support that

              effort. Moreover, the exhibits use

              numbers that are consistent with

              the examples and exhibits that

              are in the text, which makes it

              very easy to integrate this

              material. 

              The chapter-opener example

              focuses on Wal-Mart. This case

              is actually deeper and more

              complicated than it at first

              appears. Because it's at the

              beginning of the chapter,

              students tend to read through it

              quickly and "accept" that

              Wal-Mart has low prices. After

              all, everybody knows that. Yet,

              when they do that they miss

              much of the purpose of the case.

              So, it is useful to revisit it in class.

              If the instructor asks different

              students to comment on each of

              the various factors that

              influenced Wal-Mart's pricing, the

              list can become quite extensive.

              As the list emerges, students will

              see that Wal-Mart didn't just

              decide--in a vacuum--to set low

              prices. Rather, low prices were a

              carefully thought-out part of a

              consistent, overall strategy.

              Students should see that the

              whole strategy must work

              together.

              The highlighted teaching case for

              this chapter (on page 510)

              discusses blouse-cleaning rates

              for women vs. shirt-cleaning

              rates for men, and also the

              gender difference in price for

              haircuts, etc. Some students will

              argue that this is "discrimination."

              However, it is useful to be certain

              that several basic points are

              understood here. First, ask

              students what is the basic issue

              in the case. Many will quickly say

              it's about prices that "discriminate

              against women." That's certainly

              the way the case is written.

              However, those who look at the

              case in more depth will probably

              agree that the more basic issue

              concerns the use of average-cost

              pricing. The cleaners are arguing

              that the average cost of doing

              women's blouses is higher than

              the average cost of men's shirts,

              and that prices are set

              accordingly. A cleaner could

              charge a different price for every

              piece, depending on the actual

              time required. However, most

              don't do that because of the

              inconvenience involved. Some

              students might incorrectly think

              that the Robinson-Patman (price

              discrimination) rules apply in a

              situation like this, so it is useful to

              point out that they do not. They

              don't apply with respect to pricing

              to consumers. Rather, they only

              apply to pricing to business firms

              when price discrimination might

              be injurious to competition.

