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The increasing importance of pricing
Gabor Rekettye

There are clear economic and managerial trends whigve a great influence on the pricing
policy of companies in the emerging millennium.i&aces can be found in the upper limit
and lower limit of possible pricing decisions whioiove in opposite directions, giving a
broader field for price considerations. Considecati should be taken with the possible
distribution of this incremental value. In the Etpart of this research paper, research gives
insight on some new pricing techniques like: pradine pricing, pricing of services, and
the decreasing differences in international pricidg a conclusion, it is recommended that
company managers should dispense from using thioottlla of “cost-plus-profit” pricing

in favour of more profitable techniques.
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1. Introduction

Prices play an important role in the functioningmdrket economies by providing a
link between supply and demand of products andas\(Emmond 1993). There is
no doubt that pricing has also great importancehin operation of companies.
Company revenue (and profit) is generated througieg, while all other functions
produce costs (Kotler 1998). On the other hand,pitiee of a product is a major
determinant of the buyers’ purchasing decision. dAsconsequence, its level,
compared to the products’ performance and to thierio§ of competitors,
influences the demand for and the sale of the gipsoduct or service. This
contradicting feature is the reason why pricing rbayone of the managers’ biggest
headaches (Dolan 1995). In spite of its high ingouoee, pricing is surprisingly
underrepresented in the management literaturee Breory is extensively discussed
in the economic literature with lots of mathemadieéshleifer 1984, Wilson 1993,
McEachern 1988, and others), which company managaisly do not understand.
Conversely, price application is usually only haadby one or two chapters of
marketing text books typically only touching thefage of the subject. These may
be part of the reasons why company managers’ krgel@f pricing is rather low
and prices have usually been set either by rutbwhb or by the old, and so many
times criticized, formula of “cost-plus-mark-updhe objective of this paper is to
summarize those trends of the world economy andhess life which create new
price pressures. Understanding these tendenciegpiging them in the pricing
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policy can strengthen companies’ sustainable catiyeetadvantage. Furthermore,
ignoring these tendencies can result in a decrebggarket shares and eventually
force these companies to exit the market.

2. The broadening zone of pricing decisions

In the value structure of a product or servicee¢himportant parts can clearly be
differentiated: (1) the total customer value, (2 price the customers have to pay
for it, and (3) the costs of its production (Shad©98). According to this anatomy
of value, the zone of possible pricing decisiongleéfined by the upper and lower
limits i.e., the perceived customer value at thednd and the cost of manufacturing
at the lower end of the scale. It is obvious thettemers are not willing to pay more
than the perceived value, and their willingnessbtry grows parallel with the
distance between the perceived value and perceipede. Conversely,
manufacturing companies want to make profits, whihaccording to this scheme,
the difference between the price and the total awfstmanufacturing. Their
endeavour is to maximize profit, i.e. to set pracefar as possible from the total
costs. The anatomy is not yet complete. By companie is meant those
organizations that produce products or servicesndst cases, these companies do
not sell directly to their customers; intermedigrigaders, wholesalers, retailers and
other members of the sales channels are includdtkeiprocess. They also want to
have their piece of the pie. For the sake of sicityli analysis of the government is
not included, who also mandates having a piecdeobp levying taxes and duties
on products and companies.

2.1. The upper limit: the perceived customer value

A major tendency of current times is that in masses the upper limit of pricing
decisions by the perceived customer value is gthdaad continuously moving
upwards. Customer value is the complete set of flierthe product or service is
offering to the customers. Customer value can tielell into four sub-components:
(1) the performance value i.e., how the actual pco@s performing the core benefit
it is used for. (2) The added value, which congisinly of the augmentation of the
core product, services and other additional beneditrrounding the product. (3)
Distribution value, which is the measure of howilgasustomers can access the
given product or service on the market, and (4)ametional (image) value, which
is created by branding and other forms of marketmmmunication.

Now, looking at the vast selection of products aadiices offered to market,
it can be concluded that their value has signifigaincreased during the last
decades. Technological development, new operationathods like flexible
manufacturing, JIT, kanban system, lean produdiwhother techniques have made
it possible to increase the technical quality afducts and, at the same time, they
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can combine mass production with customization j@waky—Ritzman 1999). A
good example is the car industry. If a car of thmea category produced at the end
of the century is compared with that same typepcaduced 20 years earlier, it can
be observed that the newer one is offers a loeaf or upgraded features like: ABS,
DSA, higher safety, lower gas-mileage, etc.

The same is true for the other sub-components stomer value: marketers
always try to enhance their offering with additibearvices to gain momentum in
the fierce competition (Levitt 1980). To stay irtbar market, it is observed that car
manufacturers are gradually prolonging the timegoéranty, and they are also
offering upgraded after-sale services.

Distribution has changed a lot in the past decades: forms of distribution
have emerged offering to consumers either cheaperooe efficient access to the
options. It is enough to refer to the mass-retaileor to the newly opened
distribution channel of the Internet.

Emotional value is also becoming more importante Ttreasing number of
products, as well as the amount of informationiedrby each of them, can overload
and confuse consumers, who protect themselvessigaby relying more and more
on the image value of the brands. Successful coimpary to reduce the number of
brands and focus their marketing efforts to creatd enhance the image value of
their offering. The notion of mass-production anéssicustomization is also
applicable to the market communication process.

2.2. The lower limit: the changing cost structures

The prior paragraph clearly established that theeufimit of the zone of pricing
decisions, i.e., the customer value has been mayiwgards. In contrast, it is also
determined that the lower limit, i.e., the costscofating the customer value has
moved in the opposite direction; it is going gratjuand continuously downward.
The reasons for this downward movement may be foundthe globalized
competition, in the increasing efficiency of protian, in the appearance of the
cheap labour emerging countries, and in the faltang material prices in the long
run.

— As local competition is gradually transforming ingtobal companies with
entirely different cost structures, they meet eaitter face-to-face at the same
marketplace. In this setting, customers obviousty ribt care about the
individual cost structures. What they care abotiés‘best value for money”.
They have developed a new buyer behaviour callethfsshoppers”. In the
face-to-face competition of different cost struewyrthe winners are those
who can reduce their unit costs and those who ¢aam®forced to get out of
the market.

— In this New World Order, a drastic improvement istnessed in cost
efficiency during production. This is especiallyudr in the technology-
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intensive sectors of the economy. As a result anemies of scale, the
learning curve, and the experience curve to thé aost of the products is
decreasing. The effects of the experience curvelayen in Figure 1.

Figure 1.Theeffects of the experience curve
Unit costs
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Accumulation of experience (doubling of production volume)

Source:own construction

— This tendency is strengthened by the fact thaptloes of raw materials have
shown a decreasing trend in the long run. (Theepndex of the basic raw
materials — registered by the Economist — in 1998s at 30 % level that of
the starting base of 1841850.)

To prove the tendency of the declining prices, éhtemparable items were
selected from the Hungarian price statistics: arcdlV, an automatic washing
machine, and synthetic washing powder. The retadep of these items in 1998
were, calculated in real terms, compared to theeprof 1990, at 32.5 %, 52.9 % and
at 77.4 % (Rekettye 1999, p. 94.).

By summarizing findings, it can be stated that ¢fa@ between costs and
perceived value is gradually and continuously eitay as shown in Figure 2.
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Figure 2.The zone of possible price decisions
_

Perceived customervalue | ———
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Source:Rekettye (1999, p. 89.)

2.3. Who are the beneficiaries of the broadeninge2o

Theoretically, three parties can benefit from theablening gap between the levels
of customer value and costs: customers, trading panies and producing
companies. The problem of actual distribution dé tincremental value may be
framed as a societal and a managerial questionedls kv developed societies
having good working market competition and welicatated customer protection
and customer movements, there is no doubt that §instomers may be major
beneficiaries. In a healthy economy, however, It ave room also for companies
to benefit from this improvement. Problems mayaeaiis case if market structure is
not well balanced, having one or the other padie®minant power in the market.
Monopolies or cooperating oligopolies may hurt theen distribution of this
incremental value.

In transition economies like Hungary, two tendescimrt the even (fair)
distribution:

— Multinational manufacturers, entering these ecoesnwith FDI benefiting
from the relative low-cost production resourcesnstmes do not share the
additional value with their partners.

— Multinational wholesalers and retailers (mass kets)i also moved in. On first
observation, they offer a cheaper and more efficodrannel for customers.
Experiences of Western European countries (Unitetydom, first of all)
warn, however, that after settling down, they vdton gain a dominant
market share. After demolishing small competittingy will be price leaders
(forcing their business policies and trading cdoddg on manufacturers and

consumers, as well) and will have an unbalancegébighare from the
broadening gap.
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3. Some other tendencies and challenges of pricingolicy in the New
Millennium

In the latter part of this paper, attention is dnate some important tendencies
which impose challenges to company pricing polidyese are:
— Proliferation of product structures importance of product line concept
importance of product line pricing
— Services— the new age of pricing
— Globalization— decreasing differences in international pricing.

Proliferation of product structure~ the importance of product line concept
— complicated price structures

Companies seldom produce or offer only one or gleoof products. Only
small and some medium-sized companies can be kstexkamples for such limited
product mix. The product mix of the majority of argzations, especially medium
and larger sized companies, consists of a largebeu of products and/or services,
which have either stronger or looser connectioneéeh other. In the overall
tendency of product structure proliferation, twojongendencies seem to emerge:

1) The emergence of a clear product line concept. @omp categorize their
products into product lines. They develop speaisé competencies for each
product lines. The same or similar engineeringdpotion and marketing
principles characterize the product line competefrceéhis new concept, the
product lines, rather than the individual produdsgferentiate companies
from competitors. The products belonging to the esdime have similar
design, features, etc. that add up to a distinguishnd differentiating line
identity. Product lines are becoming more and ntbee centre of product
development, and product management as well.

2) After the wave of diversification in the sixties daiseventies, when huge
company-empires with much diversified profiles westablished, the end of
the twentieth century is characterized by the evaml@ato create company
profiles based on consistency. The consistent coynpeofile has favourable,
synergy effects on the efficiency of product desigroduct development,
manufacturing and marketing. Furthermore, a strang clear corporate
identity can be based on the consistency of similaduct lines.

All of these tendencies impose strong requiremewatds the price policy.
The unique corporate identity and product line imagust be reflected in their price
structure as well. Special emphasis must be laitherharmony of the quality and
price level of product lines. Determining the diffieces between product lines,
between items, and options within the product lthejr expression in the pricing
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requires a very sophisticated price management. Nwthods are used: price
segmentation, price discrimination, determinatioh price thresholds, price-

differential threshold, and price-bundling, diffatgricing methods for competitive,

complementary, and substitute items of the prodloes, etc. Modern computing

technology helps a lot in supporting the price-giecis, and in maintaining and
controlling the price application. This sophistefprice management would not be
possible without the use of IT.

3.1. Services~ the new age of pricing

The contribution of services to GDP in most advanceuntries exceeds the share
of primary and processing industries. It has beefos many years. At the end of
the twentieth century, nevertheless, there are smwetendencies that revolutionize
the service sector and at the same time they imflieall the economic activity
including pricing:

— At the end of the twentieth century, a strong delaipn of major services
was witnessed in almost all countries (banking,radustry, public utilities).
Deregulation has been accompanied by privatizatibthese state-owned
services. (Silverman 1994) Privatization and del@@gn has brought about
local, and soon after, international competitionthe field of these formal
monopolies. Prices have become the focus of the qmmpetitions. Service
providers soon realized that cost efficiency andketaexpansion are vital
factors in acquiring sustainable competitive adagat To maintain or expand
market share, they needed to make market (and)psiegmentation and
needed to adjust their price policy accordinglyeyrimvented new methods of
price differentiation like nonlinear pricing, prideundling, one or two-tier
block tariffs, bonus programs, yield managemeiat, Biey were able to serve
customers of different price sensitivity.

— At the end of the century, there was a definitdt $hom variable to fixed
costs. Traditionally services, like hotel businesggssenger transport, etc.,
have always been fix cost sensitive. The newly gingrand dominating
sectors like telecommunication and other infornmatielated services,
however, are characterized by huge fix cost investmand by marginal costs
sometimes nearing to zero. This radical shift ia tost structure makes it
possible for the service providers to implement esyvsophisticated and
complicated price-customization. It is enough ter¢o the price structure of
a telephone company. It is already so complicatatimost customers do not
even have the time and energy to understand it.

— The new pricing practice of these modern serviasdvisible influence on
pricing of tangible products as well (non-lineaicjirg, different discounts,
bundling, etc.).
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3.2. Globalization— decreasing differences in international pricing

Another major tendency of our times is the decreaafsprice level difference in
international perspective. This is also a resulthef intensified globalization. The
world is getting “smaller” or as Ohmae (1991) saidjs getting “borderless”.
Transportation costs are falling, tariff levels atecreasing, and information is
available instantly all over the world. The tendernis especially true for an
economic integration. European Union is a good g#anThere are no tariffs in the
way of trade among member countries, tax levels gtting similar, and the
monetary unit is getting the same. There is no etwn rationale behind big price
differences. Locally produced and culturally motec products and services may
make the exception. The tendency is well illusttaite Figure 3 (Simon-Wiese
1992). The decreasing price difference does nonrttegt company managers have
to carry out the same price policy everywhere. Neng that use international
pricing strategies must have a comprehensive utaheling of the differences
between customers from one country to another. ifisisdes the culture, the legal
regulations, and the structure of the economy, dbmpetitive environment, the
political structure, and the inflation/deflatiormrds in each market.

Figure 3.The decreasing difference in international pricele

High prices
Present prices The |European corridor of prices
Low prices
Present Future

Source:Simon-Wiese (1992)
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4. Conclusions

The tendencies described suggest that companidsdeypart from the cost-oriented
pricing approach that has been used in the twantetury in many industries. The
cost-oriented pricing has been popular for theofeihg reasons: (1) the “cost-plus-
mark-up” pricing was rather simple. It involved tbalculation of all the costs that
could be attributed to a product, and then addinthis figure a desirable mark-up,
as determined by the management (Hanna—Dodge 192p)Because of its
simplicity, the price function could be easily dgéed to lower levels of company
organization. (3) Beside its simplicity, this medhioas been socially considered as a
fair practice since price differences have beetified by the cost differences. In the
new pricing environment, these reasons will loseirtimportance as it was
discussed in this paper. Companies insisting tootbeformula “cost-plus-profit”
under these new conditions may make wrong priciegisions. In the new
millennium, it is an imperative for them to charthénking from the cost-oriented
formula of “Costs > Profit > Price > Value > Custers’ to the market-driven
formula of “Customers > Value > Price > Costs >fieto
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