
Section III - Building the Business Plan: Marketing and Financial ConsiderationsPRIVATE 

Chapter 8

Integrated Marketing Communications and Pricing Strategies (PPT 8.1)

Part One:  Learning Objectives


1.
Describe the basis of a marketing communications plan.


2.
Describe the operational elements of a marketing communications plan.


3.
Describe the advantages and disadvantages of the various advertising media.    


4.
Identify four basic methods for preparing an advertising budget.


5.
Explain practical methods for stretching the small business owner's advertising budget.


6.
Describe effective pricing techniques for both introducing new products or services and for existing ones. 

7. Explain the pricing methods and strategies for retailers, manufacturers, and service firms.

8. Describe the impact of credit on pricing.        

Part Two:  Lesson Plan

I. The Basis of A Marketing Communication Plan (PPT 8.2 thru 8.4)
1. Define the purpose of the company's marketing communications program by creating specific and realistic measurable objectives.

2.  Analyze the firm and its target audience. A small business owner should address the following questions:

· What business am I in?

· What image do I want to project?

· Who are my target customers and what are their characteristics?

· Through which medium can they be reached?

· What do my customers really purchase from me?

· What benefits can the customer derive from my goods or services?

· How can I prove those benefits to my target customers?

· What sets my company, products, or services apart from the competition?

· How do I want to position my company in the market?

· What advertising approach do my competitors take?






3.  Design an advertising message and choose the best media for transmitting it. Entrepreneurs should build their ads around a unique selling proposition (USP).



II.
The Operational Elements of a Marketing Communications Plan (PPT 8.5 thru 8.7)



The marketing communication plan is made operational through ensuring that all elements of the plan achieve a consistent message based on the firm’s USP. 

1.    Advertising is any sales presentation that is non-personal in nature and is paid for by an identified sponsor.

2.  Promotion is any form of persuasive communication designed to inform consumers about a product or service and to influence them to purchase those goods or services. 




III. 
Publicity or Public Relations (PPT 8.8 thru 8.12)



1.   Publicity or public relations is a thoughtful process of gaining positive recognition about the business or its products/services through writing interesting and newsworthy articles about what the business is doing or plans to do.




The following tactics can help any small business owner stimulate publicity:




a.
Write an article that will interest your customers or potential customers.




b.
Sponsor an offbeat event designed to attract attention.




c.
Involve celebrities “on the cheap.” 




d.
Contact local TV and radio stations and ask for an interview.




e.
Publish a newsletter.




f.
Contact local business and civic organizations and offer to speak to them.




g.
Offer or sponsor a seminar.




h.
Write news releases and fax or e-mail them to the media.

i. Volunteer to serve on community and industry boards and committees.

j.
Sponsor a community project or support a non-profit organization or charity.

k.
Promote a cause.



2.   Personal selling is the personal contact between sales people and potential customers



      resulting from sales efforts. (PPT 8.13 thru 8.16)




The selling process:



1.
Approach – establish rapport




2.
Interview – identify needs and preferences




3.
Demonstrate – make and match claims with needs




4.
Validate – prove the claims




5.
Negotiate – work out and overcome objections




6.
Close – as soon and as often as possible

IV. Selecting Advertising Media (PPT 8.17, 8.18)
A. Key advertising concepts:




1.
How large is my firm's trading area?




2.
Who are my target customers and what are their characteristics?




3.
Which media are my target customers most likely to watch, listen to, or read?




4.
What budget limitations do I face?




5.
What media do my competitors use?

6. How important is repetition and continuity of my advertising message?

7. How does each medium compare with others in its audience, its reach, and its frequency?

8. What does the advertising medium cost?


B. Traditional media options: (PPT 8.19 thru 8.38)
1. Word-of-mouth advertising and endorsements

2. Newspapers 




3.
Radio




4.
Television




5.
Magazines 

5. Direct Mail 

6. High-Tech Mail and The World Wide Web




7.
Outdoor Advertising 




8.
Transit Advertising




9.
Directories




10.
Trade Shows




11.
Specialty Advertising




12.
Point-of-Purchase Ads

YOU BE THE CONSULTANT - Fat Free But Not Famous-- Yet

Candice Vanice obtained a patent for her fat-free fries and started Marvel LLC. She quickly learned that breaking into the retail food business is difficult-- food brokers favor nationally recognized and advertised brands.

Candice had faith in her product and turned next to a more localized strategy of giving out free samples and collecting customer surveys at several markets in her hometown of Kansas City. Customer feedback was overwhelmingly positive.

With practically no money available for advertising, Marvel LLC must find a way to convince food brokers and supermarkets to carry her product

Q1. Work with a team of your classmates to develop a creative advertising and promotional plan for Marvel LLC.  What unique selling proposition should Vanice use?  

Q2. How should Vanice use publicity to draw attention to her 8th Wonder Fat Free Fries?

Q3. According to one marketing expert, “A product can be copied or imitated but a brand cannot.”  What can entrepreneurs such as Candace Vanice do to build brand name recognition when they do not have the advertising budgets large companies have?  

A1. It will be difficult for students to propose a solid plan without conducting extensive market research on the food business, its distribution networks and its geographic buying patterns. Given the information in this case, students must select low- and/or no-cost techniques that focus on the unique and positive health benefits of the product.

A2. Feature stories in local newspapers and magazines, community events such as school and health fairs and other low cost publicity will help Vanice develop an audience for her product.

A3. Using the methods described above, on a regular basis, will serve to “put and keep the name of the product under the consumer’s nose.” 


V.
Preparing an Advertising Budget (PPT 8.39)



Four methods of determining an advertising budget:



1.
What is affordable?



2.
Match the expenditures of competitors.



3.
Use the percentage of sales method.  



4.
Use the Objective-and-task method.   


VI.
Advertise Big on a Small Budget (PPT 8.40, 8.41)



Cooperative advertising -- a manufacturing company shares the cost of advertising with a small retailer if the retailer features the company’s products in the ads.



Shared advertising -- a group of similar businesses forms a syndicate to produce generic ads that allow the individual businesses to dub in local information.



Other cost-saving suggestions for advertising expenditures:

· Repeating ads that have been successful

· Using identical ads in different media

· Hiring the services of independent copywriters, graphic designers, photographers, and other media specialists

· Advertising when customers are most likely to buy



Public relations -- Many businesses rely on the media for attention. 


VII.
Pricing:  Communicating Image and Value (PPT 8.42)



Setting prices for products and services is complex and difficult and requires that a number of factors be carefully considered. Price conveys an image that must match the company’s target markets. The firm must also consider its place among the competition. 




The factors that small business owners must consider when determining price for goods and services includes:

· Product/service costs

· Market factors - supply and demand

· Sales volume

· Competitors' prices

· The company's competitive advantage

· Economic conditions

· Business location

· Seasonal fluctuations

· Psychological factors

· Credit terms and purchase discounts

· Customers' price sensitivity

· Desired image


VIII.
Pricing Strategies and Tactics (PPT 8.43, 8.44)


A.
When introducing a new product, the owner should try to satisfy three objectives:




1.
Getting the product accepted




2.
Maintaining market share as competition grows




3.
Earning a profit



B.
When introducing a new product, firms may choose from three basic strategies:




1.
Market Penetration: set prices below competitors to gain market entry.




2.
Skimming: set higher prices for new products and for markets with little or no competition.




3.
Sliding-Down-the-Demand-Curve: set higher prices initially and slide down as technology improves and/or one step ahead of competitors.



C.
Pricing established goods and services offers the following techniques:

· Odd pricing

· Price lining

· Leader pricing

· Geographical pricing

· Opportunistic pricing

· Discounts

· Multiple unit pricing

· Suggested retail prices


IX.
Pricing Strategies and Methods for Retailers (PPT 8.45)



1.
Markup



2.
Follow-the-leader pricing



3.
Below-market pricing



4.
Adjustable or dynamic pricing


X.
Pricing Concepts for Manufacturers (PPT 8.46, 8.47)


Cost-plus pricing is the most common used pricing technique for manufactures. 



Direct costing and price formulation:  




a.
Absorption costing:  all manufacturing and overhead costs are absorbed into the finished product's total cost.




b.
Variable (direct) costing:  the costs of the product include only those costs that vary directly with the quantity produced.  

XI.       Pricing Strategies and Methods for Service Firms (PPT 8.48)

Most service firms set prices based on hourly rates and materials that include a margin for both overhead and profit. 

YOU BE THE CONSULTANT SUMMARY - Pricing Web Services


Kerry Pinella discovered her passion while working as a Web site developer, and soon thereafter left that firm to form her own company with two partners. The quality and reliability of their work helped to establish and grow a solid clientele in a relatively short time.


While on a retreat midway through their second year of operation, the partners came to realize that their target profits were not being met. They wondered if their price of $45 per hour was the cause. Kerry and her partners need help in answering that question.  

Q1. Help Kerry answer the question she has posed.

Q2. What factors should Kerry and her partners consider when determining their final price?

Q3. Is the company's current price too low? If so, what signals could have alerted Kerry and her partners?

A1. & A2. Kerry and her partners should take a close look at the prices that their competitors offer for similar services. They should also look closely at their own overhead to see if costs can be reduced. The partners should also evaluate their current client base and promotional mix to determine if their target market mix is on target and if they are reaching their desired prospects.

A3. The above analysis will help to determine if their price is too low. Their high rate of successful bidding may have been a clue.    


XII.
The Impact of Credit on Pricing (PPT 8.49)

· Credit cards



· Installment credit



· Trade credit 

Part Three:  Suggested Answers to Discussion Questions

1.
What are the elements of promotion? How do they support one another?


Promotion -- any form of persuasive communication designed to inform consumers about a product or service and to influence them to purchase those goods and services.


a.
Publicity -- any commercial news covered by the media that boosts sales and for which the small business does not pay.


b.
Personal selling -- the personal contact between sales people and potential customers resulting from sales efforts.


c.
Advertising -- any sales presentation that is non-personal in nature and is paid for by an identified sponsor.


All are concerned with reaching out to the consumers, whether the business is paying for it or not.

2.
Briefly outline the steps in creating an advertising plan. What principles should the small business owner follow when creating an effective advertisement?


The first step in creating an advertising plan is to develop specific, measurable objectives for the program.  The owner must then analyze the firm and its customers to focus on specific advertising targets. The owner then designs an advertising message and chooses the media for transmitting it.


Generally, an ad should conform to certain principles.  It should:


1.
Be easily recognized


2.
Advertise products/services that customers perceive as being valuable


3.
Have a simple layout


4.
Have a message easy to understand


5.
Be built around a central theme


6.
Contain illustrations that complement the good or service


7.
Identify the store clearly


8.
Include a price or price range


9.
Be honest, believable, and in good taste

3.
What factors should a small business manager consider when selecting advertising media?  


Factors a small business manager should consider when selecting advertising media include:



1.
How large is my firm's trading area?



2.
Who are my target customers and what are their characteristics?



3.
Which media are my target customers most likely to watch, listen to, or read?



4.
What budget limitations do I face?



5.
What media do my competitors use?



6.
How important are repetition and continuity of my advertising message?



7.
What does the advertising medium cost?

4.    Create a table to summarize the advantages and disadvantages of the following advertising media:

	PRIVATE 
Advertising Mediums
	Advantages
	Disadvantages


	Newspapers
	*selected geographical coverage

*flexibility

*timeliness

*communication potential

*prompt responses
	*wasted readership

*reproduction limitations

*lack of prominence

*short ad life

	Radio
	*universal infiltration

*market segmentation

*flexibility and timeliness

*friendliness
	*poor listening

*need for repetition

*limited message

	Television
	*broad coverage

*visual advantage

*flexibility

*design and assistance
	*brief exposure

*costs



	Magazines
	*long life spans

*multiple readership

*target marketing

*ad quality
	*costs

*long closing time

*lack of prominence

	Specialty Adv.
	*reaches select audiences

*personalized nature

*versatility
	*potential for waste

*costs



	Direct Mail
	*selectivity

*flexibility

*reader attention

*rapid feedback
	*inaccurate mailing lists

*high relative costs

*high throwaway costs



	Outdoor Adv.
	*high exposure

*broad reach

*flexibility

*cost efficiency
	*brief exposure

*legal restrictions

*lack of prominence

	Transit Adv.
	*wide coverage

*repeat exposure

*low cost

*flexibility
	*generality

*limited appeal

*brief message

	Directories
	*prime prospects

*long life
	*increasing costs

*wasted effort

	Trade Shows
	*a natural market

*preselected market

*new customer market
	*fails to reach new customers


5.
What are fixed spots, preemptive spots, and floating spots in radio advertising?


Radio ads are usually sold in 10-, 20-, 30-, and 60- second spots.  Fixed spots are guaranteed to be broadcast during specific contracted times. Preemptible spots are less expensive, but they are "preempted" by fixed spots purchased by other advertisers. Floating spots are the least expensive, but the station chooses their broadcast times, using them as fillers.  

6.
Describe the characteristics of an effective outdoor advertisement. 


Outdoor ads are a unique advertising medium; they remain stationary and the viewer is in motion.  To be effective, an outdoor ad should be short, simple, and clear.  Big layout and type sizes using bright contrasting colors provide maximum readability.  The owner should consider these questions:

· Is the key lettering and visual large enough?

· Could the message contain fewer or simpler words?

· Does the design hold together as a single unit?

· Will it register quickly from a distance?

7.
Describe the common methods of establishing an advertising budget. Which method is most often used? Which technique is most often recommended?


1.
What is affordable -- Management spends whatever it can afford on advertising.


2.
Matching competitors -- The approach is to match the advertising expenditures of the firm's competitors either in a flat dollar amount or as a percentage of sales.


3.
Percentage of sales – The most commonly used method.  Relates advertising expenditures to actual sales results.  


4.
Objective-and-task – The most difficult and least used technique. Advertising expenditures are linked to specific objectives.  

The percentage of sales is most often used because of its simplicity.  The objective and task is the most recommended because it relates the advertising budget to the specific objectives established for the ad program.  

8.
How does pricing affect a small firm’s image?


A company's pricing policy offers important information about its overall image.  Thus, when developing a marketing approach to pricing, a small business manager must establish prices that are compatible with what its customers expect and are willing to pay. Understanding the firm's target market allows the small business to set prices properly.

9.
What competitive factors must the small firm consider when establishing prices?


Factors that small business owners must consider when determining final price include:

· Product/service costs

· Market factors - supply and demand

· Sales volume

· Competitors' prices

· The company's competitive advantage

· Economic conditions

· Business location

· Seasonal fluctuations

· Psychological factors

· Credit terms and purchase discounts

· Customers' price sensitivity

· Desired image

10.
Describe the strategies a small business could use in setting the price of a new product. What objectives should the strategy seek to achieve?


When introducing a new product, the owner should try to satisfy three objectives:



1.
Getting the product accepted



2.
Maintaining market share as competition grows



3.
Earning a profit


Three basic strategies to choose from in establishing the new product's price include:



1.
Penetration:  set prices below competitors to establish a market and achieve sales volume.



2.
Skimming: set a higher-than-normal price for a unique market with little or no competition.



3.
Sliding-Down-the-Demand-Curve: set high prices initially and then lower based on competitor behavior and/or technological advancement.

11.
Define the following pricing techniques:


1.
Odd pricing:  establish prices that end in odd numbers with the belief that merchandise selling with an odd ending number ($12.95) is cheaper than an item evenly priced ($13.00).


2.
Price lining:  manager stocks merchandise in several different price ranges, or price lines.  Each category of merchandise contains items that are similar in appearance, quality, cost, performance, or other features.


3.
Leader pricing:  small retailer marks down the customary price of a popular item in an attempt to attract more customers.


4.
Geographical pricing: small company sells merchandise at different prices to customers located in different territories.   

5. Discounts:  reduction in the price of stale, outdated, damaged, or slow-moving merchandise.  

12.
Why do so many small businesses use the manufacturer’s suggested retail price? What are the disadvantages of this technique?


Small business owners frequently use suggested retail prices because this eliminates the need for a pricing decision.  Suggested retail prices are easy to use.

13.
What is a markup? How is it used to determine individual price?


Markup is the difference between the cost of a good or service and its selling price.  It can also be expressed as a percentage of either cost or selling price.

14.
What is a standard markup? A flexible markup?


A standard markup is a technique that is usually used in retail stores.  It applies a standard percentage markup to all merchandise.


A flexible markup is usually more practical, and involves assigning various markup percentages to different types of products.

15.
What is cost-plus pricing? Why do so many manufacturers use it? What are the disadvantages of using it?


Cost-plus pricing establishes prices using the costs of the direct materials, direct labor, factory overhead, selling and administrative costs required to produce a product plus a reasonable profit margin.  Cost-plus pricing is very popular, primarily because of its simplicity. Also, since a profit is added onto the firm's cost, the manufacturer is guaranteed a profit.  But, cost-plus pricing does not encourage the manufacturer to focus on efficient use of his resources since a profit is added onto costs.  Also, manufacturers' cost structures vary significantly and cost-plus pricing may not be competitive.

16.
Explain the difference between full-absorption costing and direct costing.  How does absorption costing help a manufacturer determine a reasonable price?  


Full absorption costing is the traditional method of product costing.  It "absorbs" the cost of direct materials, direct labor, plus a portion of fixed and variable factory overhead into each unit manufactured.  It is not very helpful in setting prices because it confuses the true relationships among price, volume, and costs by including fixed expenses in unit-cost computations.


Direct costing includes only those costs of production that vary directly with the volume of production.  Fixed overhead expenses are considered to be expenses of the period. The result is a clear picture of the price-costs-volume relationship.

17.
Explain the technique for a small service firm setting an hourly price.  

Most service firms base their fees on the actual numbers of hours required to perform the service.  The first step is to estimate the actual number of hours of producing the service and the total costs incurred.  Then, the owner must compute the total cost per productive hour.  Next, the owner should determine his desired profit to compute the final price.

18.
What benefits does a small business get by offering customers credit?  What costs does it incur?

When small businesses offer customers credit, they receive several benefits such as:  increased probability, speed, and magnitude of customer spending; customers give higher service ratings; in some cases, the business retains the title of the merchandise until it is paid in full; the interest received on the loans is often greater than the original amount paid for the item.


However, there are costs incurred as well.  The main cost when issuing credit to customers is that credit cards are not free to businesses.  Typically, small businesses must pay one to six percent of the total credit card charges for the use of the system.

Part Four: Lecture or Critical Thinking Case Studies-Not In Student Text

THE PRICE OF SERVICE

PRICING: ART OR SCIENCE?… OR BOTH?

THE PRICE OF SERVICE


Most companies charge their customers the same price for a product-- even if it costs more to satisfy some of them. Some customers require no after‑sale service; others demand a tremendous amount of hand‑holding, support, and service. To David and Linda ("Charlie") West, owners of the San Luis Sourdough Company, it didn't make sense to charge everyone the same price. So the Wests designed a system that sets prices for their sourdough bread based on how much service their customers‑-local supermarkets and specialty food shops‑-require.


  Here's how the pricing strategy works: if a customer chooses Level 1 service--having San Luis Sourdough deliver the bread to its back door‑-the wholesale price is 97 cents per loaf. If the store also wants to be able to return day‑old bread for a full credit‑-Level 2 service-‑the cost of a loaf is $1.02.  If the customer wants the convenience of returns plus the service of having San Luis Sourdough put the bread on the shelf and price it by sticking a bar code label on each bag and another on the shelf (Level 3 service), the price is $1.05 per loaf.  


The Wests' prices are not arbitrary; they simply cover the cost of the extra service. The 5 cents premium per loaf for the privilege of returning day‑old loaves covers the cost of the bread and handling the returns. Similarly, the 8 cents per loaf charge for stocking, pricing, and accepting returns pays for the Level 3 service. Studies show it takes a driver 30 minutes to stock and price a shelf, and drivers earn $8 per hour (salary and benefits).  The average customer order is 100 loaves, producing a cost of 8 cents per loaf.  "We don't care which pricing option you choose," says Dave. "They're all the same to us."  About 60 percent of San Luis Sourdough's customers choose Level 2 service; the remainder are evenly divided between Levels 1 and 3.  In essence, San Luis Sourdough is passing on the cost of service to its customers.  Rather than absorb the extra 5 cents to 8 cents per loaf to charge everyone the same price, the Wests let their customers pay for it.  How can they get away with it?  After all, Sourdough's customers typically require their other bread suppliers to charge one price‑-whatever the level of service.  The Wests cite three reasons.  First, their big customers recognize that Sourdough is a small business, and they're willing to give the little guy a break.  Second, the Wests bake a superior loaf of bread.  Their customers recognize Sourdough's higher‑quality product and are willing to be more flexible in order to stock it.  

Third, the Wests are honest when dealing with their customers.  "What we've told all our customers‑-and it's true-‑is that we just don't have the resources of a huge bread company," says Charlie.  "We have to compete on the quality of our product, not our level of service."

    
Very few customers ever complain. Costco Wholesale, Inc., a national supermarket chain touting its reputation for the lowest prices, has no problem paying the 8 cents premium for Level 3 service.  "I'm happy," explains the buyer. "We don't have the manpower here to stock the shelves, price, and handle returns.  As long as I'm still able to offer the lowest price on their bread, it's a very workable arrangement."

    
Charlie and David West offer these rules for keeping customers happy while asking them to pay for extra service:

Don't gouge.  Charge exactly what the service costs. Don't add a surcharge; it only alienates customers.

Don't play favorites.  If customers choose to get extra service, they will pay for it. "If we started 

providing Level 3 service to one company for the price of Level 2 or even Level 1, pretty soon we'd 

have to do it for everybody," says Dave. "By handling every customer in the same way, we don't run the risk of alienating anyone."

Give them a reason to go along.  Unless your product is unique, it's difficult to convince customers to 

pay a premium for service.

Let them establish the level of service they want.  Don't force service on customers; let them tell you

what service they want. You'll both be better off.

1.
What are the advantages and disadvantages of Sourdough's pay‑for‑service policy'?

2.
Would such a policy work for every small business? Why or why not?

3. 
What must a small business do to make such a policy succeed?

Adapted from Paul B. Brown, "You Get What You Pay For," Inc., October 1990, pp. 155-156.

PRICING: ART OR SCIENCE?… OR BOTH?


The law of demand states that the quantity of a product demanded decreases when the price of that product increases, other things being equal. So when the Fleischman Division of Nabisco, Inc., raised the price of a fifth of gin by 22 percent over a two-year period, sales should have dropped off. Right? Not exactly. "The strategy helped incredibly," exclaims the company's manager. "Sales were deteriorating; now they're coming up. Sales are considerably above last year’s."  Smirnoff vodka, a moderately priced domestic brand, has been fighting higher‑priced imported rivals, including Stolichnoya, Finlandia, Icy, and Tanqueray Sterling, to maintain its dominant market share. To keep sales from slipping, Smirnoff actually raised its prices in an effort to take on a more upscale look.

  
A growing number of middle‑price brands are under attack from competing products in both the luxury and the discount markets.  As the demographic profile of the U.S. population changes, customers are moving away from middle‑of‑the‑road products they perceive as just average in favor of either premium products or those offering the lowest prices. Elegant stores such as Neiman‑Marcus and discount retailers such as Wal-Mart are prospering while bread‑and‑butter Sears struggles. Super premium ice cream such as Ben & Jerry's Homemade are thriving‑as are supermarkets' inexpensive private label brands‑while basic brands such us Sealtest are fighting to hold their share. "The mainstream brands of old are increasingly under pressure from both ends of the spectrum," says one Harvard professor of marketing. 

"It's hard for middle‑segment (products) to compete either on elegance or on price," adds a business executive.

  
These days, choosing the right price is even more important than it was in the past.  Although much has been written on the science of pricing products, the fact is that in many cases, pricing remains an art.  Of course, production costs and factory overhead figure into a product's price, but many other less tangible, less measurable factors also influence a pricing decision. Lower prices are preferred for most products, but there are exceptions. According to Gerald Katz, vice‑president of a pricing consulting firm, "The higher you price certain products like a Mercedes Benz, the more desirable they become."

   
Pricing is a function subject to much criticism. One consumer advocate claims. "Everybody thinks people go about pricing scientifically, but very often the process is incredibly arbitrary."  Companies consider costs, competitors' prices on similar items, or image "and then take a good guess," as one apparel manufacturer explains. Psychology also play's a role in pricing. Cowden Manufacturing sells jeans at $9.86 in its outlet stores. According to sales manager James McAskill, "When people see $9.99 they say, 'That's $10.' But $9.86 isn't $10, it's just psychological."

  
Another psychological factor is the link between price and quality.  Most consumers associate high quality with high prices. But the link is questionable.  One researcher attempted to relate the prices of a broad range of packaged foods to their quality ratings and found that "the correlation ... is near zero."  Still, image plays an important role in setting prices. For example, the ingredients of a bottle of perfume retailing for $100 may cost only $20, but the $100 creates an air of mystique and sophistication.  "Women are buying atmosphere, and hope, and the feeling they are something special," says a major perfume manufacturer.

    
Consumers consider more than price alone when making purchase decisions.  Quality, reliability, service support, ease of operation, and other intangibles rank high on a customer’s list of buying criteria.  For some, price is not a consideration at all.  When Ferrari recently introduced its F40, a 475‑horsepower twin‑turbo engine model with a top speed of 201 mph, wealthy car enthusiasts quickly purchased the 1,000 cars manufactured. The sticker price was $350,000 (air conditioning and a radio not included). Because demand was so high and the supply of the F40 so limited, eager buyers quickly bid the price to over $1 million! Similarly, when Jaguar released 350 XJ220s at the highest sticker price ever for a new car‑$500,000‑the model sold out in just ten days!  Tom Monoghan, founder of Domino's Pizza, who is awaiting his Ferrari F40, concedes that he doesn't know how much he's paying. "I never talk price," he says.  "I don't buy cars for that reason." One marketing manager echoes that sentiment, "There is a segment of the market that wants to buy the best despite the cost."

1. 
Why are some companies raising the prices of their products to make them more attractive?

2. 
What factors other than price enter into a buyer's purchase decision?

3. 
How could a small business use knowledge of the factors listed in your answer to Question 2 to support its pricing strategy?

Sources: Adapted from "Pricing of Products Is Still an Art, Often Having tittle Link to Costs," Wall Street Journal, November 25,1981, p 49, with permission of the Wall Street Journal.  DowJones & Company, In 1981; 

Carrie Dolan, "Well, would You Expect 475 Horses to Sell for Peanuts?"  Wall Street Journal.  February 15, 1990, p. A1; 

Kathleen Deveny, "Middle Price Brands Come Under Siege," Wall Street Journal, April 2,  1990, p. B1.

Part Five: Chapter 7 Exercises

ENTREPRENEURIAL 

GENERAL PRICING APPROACHES

When offering an undifferentiated product or service that is viewed by your target market as similar to the competition, a penetration pricing strategy may be effective if it is not matched by the competition or initiates a pricing war.  A new or differentiated product/service may command a skimming price if it is viewed as unique or distinctly different from the competition.  Free delivery, extended warranties, repeat customer discounts and follow-up customer service programs are augmented parts of your product/service that set you apart from the competition.  These strategies allow you to compete on product and service features as opposed to lowest cost strategy because your target market is less price sensitive.

I.     COST PLUS PRICING EXAMPLE

This particular pricing approach requires accurate knowledge of current product/service costs.  Information can be obtained from suppliers, industry standards, past experience or business records.  When using any type of historical record, be sure to stay updated with current supplier costs.


Example (1):

· A contractor knows that a certain project will cost $1500 per day and will require 8 days to complete. If he requires a gross profit margin of 28%, how much should he bid for the project?   




First, find total project cost:






$1500 X 8 days  =  $12,000




Second, find total cost (%):





100% - 28% = 72%




Finally, find bid price:





Total Project Cost        =  
$12,000   =    $16,667





Total Cost (%)

 
    .72




To check your figures:





Profit = $4667
  =  28%





 Bid   
$16,667

II.   BREAK EVEN PRICING EXAMPLE

There are several variations on breakeven pricing. This example utilized per unit selling price and per unit costs. All forms of breakeven pricing provide the entrepreneur with valuable information relative to his/her individual pricing structures. For example, pricing decisions must consider constraints.  The upper limitations to pricing are generally set by the consumer, while the lower limits are defined by the firm’s cost structure.  A Break Even Analysis can help us determine our minimum level of production.  Anything in line with projected sales above this figure can be allocated to profit.



Example (2):

· If yearly fixed costs to run the factory are $200,000 and each widget costs $10 to make and can be sold for $15, how many widgets must we make to break even?





Fixed Costs 

=
$200,000
=
40,000 widgets




Sales Price - Variable Costs
$15 - $10



Determine the Break Even number of widgets in sales dollars we need to sell to realize a profit of $50,000, assuming our costs remain the same as above:




$200,000 + $50,000
=
50,000 widgets 





$15 - $5 

(multiply this by $15) = $750,000 in sales



Example (3):

· If sales are projected at 100,000 widgets, determine the Break Even Price per 
widget given the following information:




Direct Labor 


$6




Direct materials

            $3




Misc.



$1  





Total Cost per widget
$10




Manufacturing Overhead
$150,000




Misc. Expenses

            $ 25,000




Administration


$ 25,000




First, find total costs for production of 100,000 widgets:

 




100,000 widgets  X $10 

= $1,000,000





plus
($150,000+25,000+25,000) 

= $  200,000









   
   $1,200,000




Now find Break Even Price per widget:





$1,200,000 (total costs)

= $12 per widget





  100,000 (#of widgets)  


Example (4):

· Find Break Even Price for a service business projecting sales demand of 5000 service hours with 2.5 employees @ 40 hours per week (-2 weeks vacation).

Given the following information:.




Number of employees = 2 full time = 40 hours/week and 1 @ 20 hours




Service hours projected = (50 weeks x 2 1/2 employees x 40 hrs/week)







   =  5000 possible working hours




Labor cost per hour 
= $12




Equip maintenance
= $2,300




Rent & Utilities
= $8,000




Misc. Overhead
= $4,500




First, determine total costs:





5000 labor hours X $12 = $60,000 (labor)




plus
($2,300+8,000+4.500)  = $14,800





For A Total Cost of   =     $74,000




Now find break even price per hour:





      Total Costs

=  $74,000
=$14.80/hr





Projected Labor hours          5000

This firm needs to collect $14.80 for each hour worked per employee-just to break even.

III. INITIAL MARKUP (%) PRICING
This particular pricing approach is often used by retailers. All product/service dollar figures in the following examples are based on retail selling price, and relate to a specific product/service or merchandise category.



Example (5):

· If a certain retailer wants to make $5 on a widget that costs him $15, his general markup (%) would be:




$5 profit

= 25%




$20 selling price



Example (6):

SYMBOL 183 \f "Symbol" \s 10 \h  
To obtain a more accurate percentage, we must consider markdowns and inventory theft, operating expenses and anticipated profit. Solve for the Initial Markup Percentage:



Estimated Projections:




Sales



$100,000





Operating Expenses

$35,000





Markdowns & Theft

$ 5,000





Anticipated Profit

$ 6,000

Initial Markup (%)
= Operating Expenses + Markdowns & Theft + Profit






Net Sales + Markdowns & Theft 





=   $35,000 + $5,000 + $6,000
= 43.8%






$100,000 + $5,000



Example (7):

· If a retailer sells several types of merchandise categories, the overall or average markup percentage may be found by considering the percentage of net sales that each merchandise category contributes. The estimate for calculating the Average Initial Markup for various merchandise categories follows:




Initial Markup (%)  

(%) of Total Retailer Sales

Widgets

43.8%

X

50%


=  21.5%

Thing-ama-jigs

38%

X

25%


=  9.5%

Dilly-bobs

50%

X

25%


=  12.5%






Average Initial Markup (%)
=   43.5%


1. Experiment with several entrepreneurial pricing approaches to find the most accurate way to determine your venture’s breakeven price, initial markup, bid price, or average initial markup percentage.
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