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Avoid Key Pricing MistakesTim Smith, PhD and Adjunct Pro-

fessor of Marketing at DePaul Uni-

versity, examines why companies that 

cut prices to expand market share fre-

quently fail to achieve an increase in 

profits. In these two articles reprinted 

from The Wiglaf Journal, where he 

serves as chief editor, Tim examines 

the numbers behind these pricing 

mistakes and then provides examples 

of companies which have made—

and avoided—them. For more in-

formation: you can contact him at: 

tsmith@wiglafjournal.com.

At a fast-growing entrepreneur-
ial firm last month, I found 
myself casually drifting into a 
dead-serious strategic conver-

sation about pricing. With growing cus-
tomer interest and booming orders, the 
company had recently gone through an 
expansion in capacity.  This new capacity 
would allow for a three-fold increase in 
volume, and possibly more. 

A recently appointed operations officer 
expressed his interest in lowering prices 
to drive up volume and improve capacity 
utilization at a faster pace.  

Standing in the room was one of the two 
founding partners.  As I listened to the 
discussion, I could tell that this was not 

the first time that this strategy had been 
proposed.  

On the face of it, lowering prices to drive 
volume sounds attractive.  Guru-speak 
talks of “economies of scale” and “tap-
ping into a larger market by entering at a 
new price point.” 

Both are fine arguments and sometimes 
appropriate.  But, when misapplied, it’s 
like a psychiatrist who blames his pa-
tients’ problems on their childhood re-
lationships with their parents.  Simply 
unhelpful.

Rather than blindly throwing paradigms at 
the question, let’s just look at the numbers.  
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Modeling the Decision
Decisions about pricing are really about 
profitability.  Starting with the common 
statement that profits represent the 
difference between revenue and costs, 
followed by some standard assumptions, 
we get to the familiar Business 101 
equation of: 

Profit = (Price – Variable Costs) X Vol-
ume – Fixed Costs.

Assuming that the decision-maker 
wants to leave the firm better off, or 
at least not damage it, we can offer a 
“What if ” scenario analysis to guide 
her.  She can ask, “What if we dropped 
our price and went for volume to drive 
profits? What would happen?”  Or, 
more precisely: “If the price is dropped 
by 1%, how large of a volume increase 
would be required to leave the firm in 
the same profitability position?”  

Posed this way, a simple analysis usu-
ally reveals that even the smallest price 
decrease requires a large volume in-
crease to justify the decision.  In fact, 
the company is usually better off trying 
to use other variables in the marketing 
mix to drive growth.

An Example
Suppose we have a company making 
an item for $25 and selling it at $33.33.  
While the contribution margin isn’t tre-
mendously large, it is still 25%.  Not bad 
for a manufacturing company, not good for 
a retailer, and far too high for a commod-
ity broker.  

Next, let’s suppose that this company is 
considering dropping its prices by only 
1% in order to drive a volume increase.  
How large an increase is required to 
leave the firm as well or better off?  The 
answer is 4% to “break-even.” (See Fig-
ure 1.)

This would imply that the market’s elas-
ticity of demand must be greater than 
4.06.  While some markets are that elas-
tic, most are not.  

To get a feel for a reasonable elasticity of 
demand, let’s look at a couple of markets 

in the U.S.  The demand for water is rel-
atively inelastic, only -0.18.  This means 
that a relatively large change in the price 
of water will not drive consumers to alter 
their consumption significantly.  

On the other hand, the demand for cof-
fee in the U.S. is relatively elastic at -
3.06.  This means that even a relatively 
small change in the price of coffee will 
dramatically affect consumers’ consump-
tion.  (Of course, there are bounds with-
in which these arguments are applicable.)

Notice that neither the inelastic market 
for water nor the elastic one for coffee 
is greater than the threshold required to 
justify lowering prices by 1% in a market 
with 25% margins.  

The Smaller the Margin, the 
Tougher to Justify 
As margins thin, the threshold grows.  
For example, a product with a 10% con-
tribution margin would require a 10% 
increase in volume to justify a 1% drop 
in price.  A commodity product with a 
3% contribution margin would require a 
40% increase in volume to justify a 1% 
drop in price.  

Only products with high contribution 
margins can be counted upon to regular-
ly hit the required threshold.  (See Fig-
ures 2 and 3.)

Take Away Value
After examining one or two examples, 
you can determine general rules by 
which to set your course. 

Figure 1: Required Volume Increase to Justify a 1% Decrease in Price

a volume increase would be required to leave the firm in the same profitability 
position?”   

Posed this way, a simple analysis usually reveals that even the smallest price 
decrease requires a large volume increase to justify the decision.  In fact, the 
company is usually better off trying to use other variables in the marketing mix to 
drive growth. 

An Example 
Suppose we have a company making an item for $25 and selling it at $33.33.  
While the contribution margin isn’t tremendously large, it is still 25%.  Not bad for 
a manufacturing company, not good for a retailer, and far too high for a 
commodity broker.  Next, let’s suppose that this company is considering dropping 
its prices by only 1% in order to drive a volume increase.  How large an increase 
is required to leave the firm as well or better off?  The answer is 4% to “break-
even.” (See Figure 1.)

This would imply that the market’s elasticity of demand must be greater than 
4.06.  While some markets are that elastic, most are not.

To get a feel for a reasonable elasticity of demand, let’s look at a couple of 
markets in the U.S.  The demand for water is relatively inelastic, only -0.18.  This 
means that a relatively large change in the price of water will not drive 
consumers to alter their consumption significantly.  On the other hand, the 
demand for coffee in the U.S. is relatively elastic at -3.06.  This means that even 
a relatively small change in the price of coffee will dramatically affect consumers’ 

consumption.  (Of course, there are bounds within which these arguments are 
applicable.)

Notice that neither the inelastic market for water nor the elastic one for coffee is 
greater than the threshold required to justify lowering prices by 1% in a market 
with 25% margins.

The Smaller the Margin, the Tougher to Justify  
As margins thin, the threshold grows.  For example, a product with a 10% 
contribution margin would require a 10% increase in volume to justify a 1% drop 
in price.  A commodity product with a 3% contribution margin would require a 
40% increase in volume to justify a 1% drop in price.  Only products with high 
contribution margins can be counted upon to regularly hit the required threshold.
See Figures 2 and 3. 

Take Away Value 
After examining one or two examples, you can determine general rules by which 
to set your course.  

Most companies (though not all) do not face an elasticity of demand 
sufficient to warrant a price decrease to "grow volume."

Figure 2: Volume Increase and Elasticity of Demand Required to 
Justify a 1% Price Decrease for Varying Contribution Margins
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• Most companies (though not all) do 
not face an elasticity of demand suf-
ficient to warrant a price decrease to 
"grow volume." 

• The smaller the margin, the larger the 
required increase in volume to “break 
even” on a decision to lower prices.  

• Marketing variables other than price are 
often more efficient at driving volume. 

I am not the first person to make these 
arguments; and I doubt I will be the last; 
but I hope I have further reinforced the 
truth that cutting prices to grow volume 
is usually a really poor idea.  

You can go online to download the com-
plimentary excel spreadsheet that accom-
panies this article. This spreadsheet will 
enable you to customize the analysis in 
Figure 1 to address your specific pricing 
dilemma. 

To determine the required volume 
increase for your company to justify a 
1% decrease in price, see: www.wiglaf 
journal.com/Articles/Downloads/
PricingForVolumeSpreadsheet2.xls.

Bad Prices Kill, Good Prices 
Sustain. Learn it or Bleed. 
As suggested above, novices to marketing 
often think that cutting prices to 
grow market share is a sound strategy. 

Somewhere between high school and 
their reaching the ranks of senior 
executives, most people learn this strategy 
will only succeed at the expense of 
profits. 

Unfortunately, the caveat is “most peo-
ple.” A minority demonstrate an uncan-
ny ability to remain ignorant. The price 
of this individual ignorance is high.

Look at two cases of pricing discipline 
and one of price implosion.

FedEx and UPS  
Have Learned
In early November ‘06, FedEx an-
nounced a price hike across many of its 
shipping lines of business. Within that 
same month, UPS followed suit with a 
5% price hike. 

From the viewpoint of competition anal-
ysis, it is almost impossible to read these 
actions as something other than a lock-
step effort across the industry to manage 
prices and profitability. 

It is not that UPS and FedEx are friendly 
competitors. Rather, they are bitter rivals 
caught up not only by their own strug-
gle, but also by their need to address 
the challenge of a new industry entrant: 
DHL.

Why would UPS respond in kind to 
FedEx’s price hike? Because it is in its 
best interest. Both parties profit from 

the change—and from the decision to 
compete for market share on dimensions 
other than price. 

Philip Morris and Others 
Have Learned
In mid-December 2006, Philip Morris 
raised the price of cigarettes through a 
combination of price waterfall manipu-
lation on premium brands and a direct 
price increase on bargain brands. 

The effective result is a 10-cents-per-pack 
price hike. Most analysts expect other 
leading cigarette makers such as Loews 
and R.J. Reynolds Tobacco to follow 
suit. 

Selling tobacco is a highly competitive 
industry. So again, we see a lockstep de-
cision to manage prices and profitability. 
And, once more, new competitors from 
China and elsewhere are entering the 
market. 

So, self-interest compels the indus-
try competitors to move ahead with 
the price increase and select alternative 
means to compete.

But Ed Zander of Motorola 
Needs to Return to School
Surely, someone as well positioned as 
Ed Zander, CEO of Motorola, could 
have done the same in the mobile 
phone market. 

Even if Zander could not introduce 
lockstep pricing discipline, he should 

consumption.  (Of course, there are bounds within which these arguments are 
applicable.)

Notice that neither the inelastic market for water nor the elastic one for coffee is 
greater than the threshold required to justify lowering prices by 1% in a market 
with 25% margins.

The Smaller the Margin, the Tougher to Justify  
As margins thin, the threshold grows.  For example, a product with a 10% 
contribution margin would require a 10% increase in volume to justify a 1% drop 
in price.  A commodity product with a 3% contribution margin would require a 
40% increase in volume to justify a 1% drop in price.  Only products with high 
contribution margins can be counted upon to regularly hit the required threshold.
See Figures 2 and 3. 

Take Away Value 
After examining one or two examples, you can determine general rules by which 
to set your course.  

Most companies (though not all) do not face an elasticity of demand 
sufficient to warrant a price decrease to "grow volume."

Figure 3: Required Volume Increase for a 1% Decrease in Price for Varying 
Contribution Margins

It is not that UPS and 
FedEx are friendly 
competitors. Rather, 
they are bitter rivals 
caught up not only by 
their own struggle, but 
also by their need to 
address the challenge 
of a new industry 
entrant: DHL.
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have known that using price to gain 
market share is a losing proposition. 
He should have sought market share 
by competing on other dimensions in-
stead. Yet, somehow, he seemed to have 
skipped school that day.

In 2004, Zander launched the Motor-
ola RAZR at a retail price of $500. By 
2006, the RAZR was being given away 
free when bundled with a two-year-ser-
vice contract. Industry analysts estimate 
the average wholesale price at the end of 
2006 to have been a mere $125.

Did the large price cut deliver market 
share? You bet it did. It grew market 
share from 16.3% in the fourth quarter 
of 2004 to 20.6% in the third quarter of 
2006, a whopping 4% increase. 

Did Zander need to cut prices to sell the 
RAZR? Probably not. Even in the cur-
rent competitive industry, Apple is able 
to peddle their iPhone at the lofty price 

of $499. (I should add that unlike Zan-
der, I would be very surprised if Steve 
Jobs significantly reduced the price of 
the iPhone prior to launching a replace-
ment.) 

Lest one claims that the RAZR is not 
iPhone, recall that the RAZR was per-
ceived as a fashion icon and was quickly 
acclaimed as the fastest selling phone in 
history. The RAZR was, by all metrics, 
a technological and marketing success in 
the mobile phone industry.

Rather than drive the value proposition 
in his favor by maintaining the price of 
the RAZR, Zander had the bright idea 
of lowering the price in order to gain 
volume and take market share. Genius? 
Hardly. Market share came at the ex-
pense of profitability. The result is now 
clear. 

First, profit warnings and investor dis-
satisfaction. Second, 3,500 jobs lost. I 
wouldn’t be surprised to learn that that 
at least one of his subordinates warned 
him against cutting prices yet found 
her tenure at Motorola cut short. Per-
haps Mr. Zander’s tenure should be 
also.

Appendix:  
The Math of Price Cuts
While it is difficult for an outsider to 
know the exact initial and current effec-
tive price captured by Motorola, we can 
estimate that the initial retail price rep-
resented a 100% mark-up on the whole-
sale price. Since the 2004 retail price was 
$500, we can estimate the 2004 whole-
sale price was $250. 

In late 2006, other researchers indicated 
that the average wholesale price at the end 
of that year was $125 with a COGS of 
$120, yielding a miserly $5 gross margin.

If all costs are variable, then the change 
in wholesale price from $250 to $125 
would have required selling 25 units at 
$125 to deliver the same profit as selling 
one unit at $250. 

Almost no markets have that much elas-
ticity of demand. 

In 2004, Zander 
launched the Motorola 
RAZR at a retail price 
of $500. By 2006, 
the RAZR was being 
given away free when 
bundled with a two-
year-service contract. 




