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Price as a Marketing Instrument

f prices were pre-determined by the

market, management would not need

to devote much attention to them. We

encounter this situation with pure com-

modities which are traded on exchang-
es. The only things that matter with such
goods are cost efficiency and volume ad-
justments.

However, even within commodity markets,
there are still ways to use price move-
ments to one's own advantage. With bet-
ter price forecasts, for example, one can
improve the timing of price and delivery
agreements.

In modern product and service markets,
price is typically a parameter whose man-
agement, flexibility, and effects offer very
interesting opportunities:

= Price has a strong influence on volume
and market share. For consumer goods,
the price elasticity is on average 10 to
20 times as high as the advertising elas-
ticity and roughly eight times as high as
the sales force elasticity. That means
that the effect of a price change, on
a percentage basis, is 10 to 20 times
stronger than the effect of a similar
percentage increase in the advertising
budget, and eight times stronger than
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the effect of a comparable percentage
change in the sales budget. Sethura-
man et al. have even determined that
advertising budgets would need to in-
crease by 30 percent in order to match
the effect of a price decrease of one
percent. The level of price elasticity var-
ies by product category and product.

= Price is aninstrument known for its fast
applicability. In contrast to changes to
a product (innovation), an advertising
campaign, or a cost-cutting program,
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prices can be readily adjusted on short
notice as new situations arise, apart
from long-term contractual agreements
or catalog periods. The internet has only
increased the speed of these adjust-
ments. A company can change prices
in a matter of seconds. The same ap-
plies to retailers whose scanner sys-
tems have electronic displays at the
shelf. Such changes have also been a
topic for gas stations. Germany has a
price registration database in opera-
tion, which consumers can access via
an app to find up-to-the-minute fuel
prices at around 14,500 filling sta-
tions. On the one hand, this increases
price transparency for consumers, but
at the same time, it also reveals price
differences for competitors. In order to
reduce the number of price changes,
the Australian government limits price
changes to one per day. The concept
of dynamic pricing takes advantage of
the ability to change prices quickly by
adjusting prices to the prevailing sup-
ply and demand situation.

The effects of price manifest them-
selves quickly on the demand side. If
a gas station changes its prices and
the local competition does not follow,
market shares can shift significantly in
a matter of minutes. The same goes for
the internet, which has created unprec-
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Figure 1: The three advantages of price management compared to cost
reductions and marketing investments

edented price transparency. With one
tap or keystroke, a consumer can call

up the current prices for a vast number
of suppliers and can make an immediate
purchase decision. This has advanced
to the point where a consumer can scan
the barcode of a product in one store
and find out instantly what the product
costs online or in nearby stores. In the
case of other marketing actions such as
advertising campaigns or new product
introductions, the response from the
demand side often comes with a con-
siderable time lag.

The flipside of quick price actions with
rapid demand responses is that com-
petitors can act just as swiftly with
their own prices. Such price reactions
often happen quickly and can come
with such an intensity that they may ig-
nite a price war. Because competitors
can respond to price changes almost
instantaneously, it is hard to achieve
a sustainable competitive advantage
purely through price measures. That
would require a cost advantage which
prevents competitors from maintaining
low(er) prices for very long. A Big Data
analysis by Feedvisor tracked ten million
Amazon products over a period of ten
months. It found that over 60,000 price
wars occur every day. On average, 92
percent of those price wars happened
between two competitors, and 72 per-
cent lasted less than six hours. Usually
the price wars follow predefined rules;
however, the level of knowledge about
competitive behavior is low.

Price is the only marketing instrument
which does not require upfront expen-
ditures or investments. This makes it
possible even for cash-strapped com-
panies (start-ups or companies launch-
ing a new product) to implement the
optimal price. In comparison, it is rarely
possible to optimize instruments such
as advertising, sales, or research and
development — which require upfront
investments before they earn a return
— when a company has limited finan-
cial resources.

Cost reductions and rationalization are
vitally important goals for many compa-
nies. These efforts are always ongoing,
but in many companies, the residual
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cost savings potential is limited, if not
already exhausted. Furthermore, in ma-
ture markets it is difficult to capitalize on
the third profit driver, which is volume.
Mature markets are generally character-
ized by a zero-sum game, which means
any volume increases must come at the
expense of competitors, who will de-
fend their market shares. The improve-
ment potential in price management,
however, is not even close to being ex-
hausted in many cases. Figure 1 shows
the advantages which pricing offers
as a marketing tool compared to cost
reductions or to investments in other
marketing instruments such as adver-
tising or sales. The investment advan-
tage means that price optimization re-
quires little upfront capital, unlike cost
reductions or marketing investments.
The time advantage implies that pric-
ing has a positive effect on profit sooner
than the other measures. And the profit
advantage expresses the fact that price
measures often lead to higher profit in-
creases.

Pricing plays a standout role as a mar-
keting instrument, but it also has an
important meaning to customers. The
price is the “sacrifice” which the cus-
tomers must accept when they acquire
a product. The higher the price is, the
greater this sacrifice. Figure 2 shows
how consumers in different countries
(180,000 respondents) reacted to an-
ticipated price increases.

= According to this study, German and

Chinese consumers tend to react to
a price increase by buying a less ex-
pensive product at the same store, or
switching to a store which offers lower
prices. American consumers respond
less strongly to price increases.

In light of the outstanding role of price
as a profit driver and the notable ways
it affects a business, one should expect
that managers and even top executives
would devote a lot of attention to pric-
ing. But in practice, this is often not the
case. Instead, management continues
to commit the greatest attention and
energy to another profit driver, namely,
to costs.

“As a manager, it is easier to work on
the cost side than on the revenue side,”
said the CEO of an airline. Companies
also tend to spend more time and en-
ergy on increasing volume (e.g. through
investments in sales and advertising),
than they do on price management.
Many companies give pricing neither
the professionalism nor the serious-
ness it warrants.

Take, for example, the response of a
large engineering group to a question
about how the company arrives at its
actual transaction prices: “Essentially
we proceed like this: we apply a factor
of 2.5 to the manufacturing costs, and
leave the rest to the sales force.” Such
a process makes no sense. A closer
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look at this company’s performance un-
covered that it was sacrificing a large
amount of profits, or “leaving a lot of
money on the table,” as the business cli-
ché goes. The following statement from
a board member of one of the world’s
100 largest banks is also eye opening in
this context: “This bank is 125 years old.
To my knowledge, this project marks the
first time the bank looks at pricing in a
professional manner.”

= In the recent past, especially since the
Great Recession, however, we observe
that top management shows increasing
interest in price management. A large
number of CEOs have spoken open-
ly about pricing in recent years. Their
comments have come in interviews,
road shows, at shareholder meetings,
and during conferences with analysts.
Our impression is that such comments
come predominantly from companies
with above-average profits. That leads
to the conclusion that these companies,
or more precisely their leaders, have un-
derstood — better and sooner than com-
panies with lower profits — the critical
role that price plays as a driver of both
profit and shareholder value.
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Figure 2: Reactions of consumers to anticipated price increases
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