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Switching pharmaceuticals from 
prescription (Rx) to over-the-
counter (OTC) status can prolong 
brand revenues beyond patent ex-

piry and has recently proven to be a suc-
cessful strategy.

The past year has seen several high-pro-
file switches, such as GSK’s weight-loss 
drug orlistat (Alli), Nycomed’s heart-
burn treatment pantoprazole (Europe 
only), Schering Plough’s Zegerid OTC 
(omeprazole/sodium bicarbonate; heart-
burn), and Boehringer Ingelheim’s Flo-
max Relief (tamsolusin) for benign pros-
tatic hyperplasia (UK).

The strategies for maximizing commer-
cial success in the OTC arena differ 
substantially from those generally used 
for prescription pharmaceuticals. Differ-
ences in stakeholder roles, viable distri-
bution channels and distribution margin 
regulations contribute to the distinction 
between appropriate strategic approaches 
for the Rx and OTC markets.

This article outlines opportunities and 

common pitfalls for successful OTC 
pharmaceutical price setting and man-
agement, addressing issues that arise 
throughout the distribution chain and 
up to the point of sale.

Figure 1 displays the key distribution 
chain factors to be considered for the 
successful pricing of Rx pharmaceuticals 
that are switched to OTC status.

Differences in worldwide 
legal distribution 
environments
One of the most important differences 
between the Rx and OTC markets is the 
relevance of different distribution chan-
nels. For the purposes of this article we 
will use the term “drugstores” to refer 
to large chains selling a wide range of 
goods. We will use the term “pharma-
cies” to refer to the continental European 
concept of a pharmacy – usually a small-
er business with the primary purpose of 
selling prescription and OTC medicines.

While the distribution channels for Rx 
drugs are essentially uniform across Eu-
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Figure 1: Framework of key factors across the distribution chain

rope and the US, regulations for OTC 
drug distribution differ markedly be-
tween countries. 

In Germany, Austria, Belgium, France 
and Spain, OTC pharmaceuticals may 
not be sold in drugstores or supermarkets 
but are instead limited to pharmacies. 
Conversely, in countries such as the US, 
the UK and the Netherlands, there are 
few legal limitations when it comes to 
OTC drug distribution. 

The key sales channels for OTC phar-
maceuticals in the US are retail drug-
store chains and supermarkets. Likewise, 
drugstore chains have high market shares 
in the distribution of OTC drugs in the 
UK and the Netherlands.

However, even in markets with less re-
stricted distribution environments, 
so-called pharmacy-only, or behind-
the-counter (BTC), classifications can 
effectively limit the possible distribution 
channels. Typically, drugs that require 
the advice of qualified personnel are 
classified as “pharmacy-only.” One such 
example is Flomax (tamsulosin HCI) in 
the UK, a drug for urinary symptoms 
related to an enlarged prostate. In most 
countries, national laws limit distribu-
tion of these types of drugs to pharma-
cies only.

Figure 2 on the next page provides an 
overview of the legally viable distribution 
channels and different drug classification 
categories in the US, Japan and selected 
European markets. The overview is sort-
ed in descending order from most liberal 
to most restricted.

Decision process at  
the point of sale
In countries with predominant or exclu-
sive distribution of OTC pharmaceuti-
cals through pharmacies or for products 
that are categorized as pharmacy-only/
BTC drugs, the influence of the phar-
macist is oftentimes a decisive factor in 
the consumer’s final drug choice. Thus, 
thorough mapping of the interaction and 
decision processes between pharmacists 
and consumers is key to understanding 
price elasticity for an OTC drug in these 
markets.

Pharmacists influence consumer choic-
es through direct recommendations 
about how to treat their conditions or 
symptoms. Because pharmacists’ under-
standing of product characteristics and 
benefits is more developed than that of 
consumers, pharmacists are usually less 
price sensitive than their customers, al-
though they may face some incentives 
related to profit margins. 

Educating pharmacists on the differ-
entiating factors of a new OTC drug 
through the pharmacy sales force typi-
cally increases the quantity of their rec-
ommendations for the product and fur-
ther diminishes their sensitivity to price.

Consumers who actively seek advice 
from pharmacists, druggists or physi-
cians and trust their recommendations 
are likely to be less sensitive to price, as 
shown in Figure 3 on page 4. Determin-
ing the share of consumers who actively 
seek or are receptive to pharmacist or 
physician advice is crucial to aggregating 
the individual price response functions 
of each stakeholder group into a single 
price-response curve.

Conversely, in markets where OTC 
pharmaceuticals are predominantly dis-
tributed through drugstores or super-
markets that involve little customer-to-
pharmacist interaction, utilization is 
driven by decision criteria directly rel-
evant to the consumer.

In contrast to a pharmacist-mediated 
buying situation, in non-pharmacy retail 
outlets, patients normally choose prod-
ucts on their own. Past treatment experi-
ence, direct-to-consumer advertising and 
potential recommendations from phy-
sicians create a relevant set of products 
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Figure 1 displays the key distribution chain factors to be 
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cals that are switched to OTC status.
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Figure 2: Overview of legally permitted distribution channels and OTC classifications; x=viable/exists

from which to choose. This relevant set 
frames the price comparators which the 
consumer will have in mind when mak-
ing his choice. In a self-service buying 
environment, the alternatives available 
on the shelf can further widen the rel-
evant set of price comparators, which are 
the key benchmarks for consumers’ psy-
chological price thresholds at the time of 
purchase.

Typically, heavy users (those with fre-
quent symptoms or chronic conditions) 
will have much better price knowledge 
compared to occasional users. Thus, 
depending on the target patient popula-
tion, typical customer ability to gauge 
prices will differ. Only perceived con-
sumer selling prices — those that the 
consumer recalls from past purchasing 
experiences or those which the consumer 
sees on the shelf — are relevant compar-
ators for new purchasing decisions.

In this context, OTC pharmaceuticals 
are similar to many other consumer 
products. In particular, uninformed con-

sumers tend to focus less on pack sizes 
and volume than on the actual retail 
selling price per pack. Although cost-per-
pill information is displayed on most US 
pharmacy shelves, European customers 
rarely perform these calculations. Thus, 
optimizing retail pack price in conjunc-
tion with pack size offers considerable 
profit upside in Europe.

The influence of physicians on patients’ 
decision making and price sensitivity in 
the OTC arena can vary substantially by 
both indication and country. In Germa-
ny, so-called “Green Prescriptions” facili-
tate physician recommendation of OTC 
pharmaceuticals. This type of “prescrip-
tion” is particularly employed for drugs 
exempt from reimbursement by sickness 
funds, such as antihistamines.

Conversely, in several Mediterranean 
countries, patients expect physicians to 
prescribe them a treatment and are hesi-
tant to take a recommendation for an 
OTC drug instead. Consequently, phy-
sician influence on OTC drug choice is 

less relevant in these markets because 
patients do not generally view an OTC 
recommendation as an acceptable out-
come of a doctor’s appointment. The 
preference both for going to the doctor 
rather than the pharmacy and for receiv-
ing a prescription rather than an OTC 
recommendation is driven in part by low 
or nonexistent co-pays for Rx drugs in 
these countries.

The magnitudes of Rx co-payments 
are relevant cost thresholds in all mar-
kets, particularly for patients who have 
a choice between Rx and OTC medica-
tions. For example, a patient with heart-
burn has a choice between both Rx and 
OTC proton pump inhibitors: esomepra-
zole (Nexium) is currently only available 
as a prescription, whereas low dosages 
of off-patent omeprazole (e.g. Prilosec/
Losec), pantoprazole (e.g. Pantozol/Pro-
tonix) or lansoprazole (e.g. Lanzor/Pre-
vacid) have been switched to OTC status 
in many markets.

Both the transaction costs (time and ef-
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Netherlands, there are few legal limitations when it comes 
to OTC drug distribution. The key sales channels for OTC 
pharmaceuticals in the US are retail drugstore chains 
and supermarkets. Likewise, drugstore chains have high 
market shares in the distribution of OTC drugs in the UK 
and the Netherlands.

However, even in markets with less restricted distribution 
environments, so-called pharmacy-only, or behind-
the-counter (BTC), classifications can effectively limit 
the possible distribution channels. Typically, drugs that 
require the advice of qualified personnel are classified as 
“pharmacy-only.” One such example is Flomax (tamsulosin 
HCI) in the UK, a drug for urinary symptoms related to an 
enlarged prostate. In most countries, national laws limit 
distribution of these types of drugs to pharmacies only.

Table 1 provides an overview of the legally viable distri-
bution channels and different drug classification catego-
ries in the US, Japan and selected European markets. The 
overview is sorted in descending order from most liberal 
to most restricted. 
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Table 1: Overview of legally permitted distribution channels and OTC classifications; x= viable/exists

Decision process at the point of sale
In countries with predominant or exclusive distribution of 
OTC pharmaceuticals through pharmacies or for products 
that are categorized as pharmacy-only/BTC drugs, the 
influence of the pharmacist is oftentimes a decisive 
factor in the consumer’s final drug choice. Thus, thorough 
mapping of the interaction and decision processes between 
pharmacists and consumers is key to understanding price 
elasticity for an OTC drug in these markets. 

Pharmacists influence consumer choices through direct 
recommendations about how to treat their conditions 
or symptoms. Because pharmacists’ understanding of 
product characteristics and benefits is more developed 
than that of consumers, pharmacists are usually less 
price sensitive than their customers, although they may 
face some incentives related to profit margins. Educating 
pharmacists on the differentiating factors of a new OTC 
drug through the pharmacy sales force typically increases 
the quantity of their recommendations for the product 
and further diminishes their sensitivity to price. 

Consumers who actively seek advice from pharmacists, 
druggists or physicians and trust their recommendations 
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fort) of obtaining prescription drugs 
and the co-payments associated with Rx 
pharmaceuticals drive consumer demand 
and willingness-to-pay for OTC drugs. 

On the other hand, low co-payments for 
Rx pharmaceuticals in countries with 
well-developed healthcare systems, such 
as France, create a barrier to uptake and 
willingness-to-pay for OTC drugs. In 
order to optimize profits, manufactur-
ers who offer both Rx and OTC brands 
of a compound must be aware of poten-
tial cannibalization effects in both direc-
tions. 

Understanding cross-price elasticity and 
the thresholds at which patients will 
switch between an Rx medication and its 
OTC version is crucial to profit optimi-
zation for both brands.

Influence of distribution 
mediators’ pricing and 
margin policies on 
successful OTC pricing
In contrast to many Rx markets, nei-
ther distribution margins nor final retail 
selling prices are fixed for OTC drugs; 
manufacturers can only recommend a 
retail price. Marketing and promotional 
activities in retail outlets as well as price/
margin policies of players in the distribu-
tion chain may alter the price consumers 

eventually pay. This adds yet another lay-
er of complexity to OTC price strategies 
because it obscures the price positioning 
originally pursued by the manufacturer.

Divergent permanent prices between re-
tail outlets or price promotions that are 
not coordinated between manufactur-
ers and retailers are a risk to long-term 
profits, as lower retail prices may increase 
pressure on ex-factory prices.

Particularly in countries with more lib-
eral distribution environments (see Fig-
ure 2) on page 3, supermarket, drugstore 
and pharmacy chains are likely to exert 
their negotiating power to reduce source 
prices. Even in more regulated markets 
such as Germany, pharmacies have start-
ed to collaborate with the goal of in-
creasing pressure on manufacturer prices 
and margins.
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are likely to be less sensitive to price, as shown in Figure 
2 (next page).  Determining the share of consumers who 
actively seek or are receptive to pharmacist or physician 
advice is crucial to aggregating the individual price-
response functions of each stakeholder group into a single 
price-response curve. 

Conversely, in markets where OTC pharmaceuticals 
are predominantly distributed through drugstores or 
supermarkets that involve little customer-to-pharmacist 
interaction, utilization is driven by decision criteria directly 
relevant to the consumer. 

In contrast to a pharmacist-mediated buying situation, 
in non-pharmacy retail outlets, patients normally choose 
products on their own. Past treatment experience, direct-
to-consumer advertising and potential recommendations 
from physicians create a relevant set of products from 
which to choose. This relevant set frames the price 
comparators which the consumer will have in mind when 
making his choice. In a self-service buying environment, 
the alternatives available on the shelf can further widen 
the relevant set of price comparators, which are the key 
benchmarks for consumers’ psychological price thresholds 
at the time of purchase.  

Typically, heavy users (those with frequent symptoms or 

chronic conditions) will have much better price knowledge 
compared to occasional users. Thus, depending on the 
target patient population, typical customer ability to gauge 
prices will differ. Only perceived consumer selling prices 
— those that the consumer recalls from past purchasing 
experiences or those which the consumer sees on the shelf 
— are relevant comparators for new purchasing decisions.

In this context, OTC pharmaceuticals are similar to many 
other consumer products.  In particular, uninformed 
consumers tend to focus less on pack sizes and volume 
than on the actual retail selling price per pack. Although 
cost-per-pill information is displayed on most US 
pharmacy shelves, European customers rarely perform 
these calculations. Thus, optimizing retail pack price in 
conjunction with pack size offers considerable profit 
upside in Europe.

The influence of physicians on patients’ decision-
making, and price sensitivity in the OTC arena can vary 
substantially by both indication and country. In Germany, 
so-called “Green Prescriptions” facilitate physician 
recommendation of OTC pharmaceuticals.  This type 
of “prescription” is particularly employed for drugs 
exempt from reimbursement by sickness funds, such as 
antihistamines. 
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Figure 2: Characteristic price-response functions in OTC pharmaceutical price research (conceptual)

Figure 3: Characteristic price-response functions in OTC pharmaceutical price research (conceptual)

Lesson 1: Know your distribution 
environment by country and prod-
uct type. This will help to identify 
the relative influence of different 
stakeholders. In many markets, 
relying only on consumer research 
will lead to sub-optimal prices.
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The risks of retail price erosion are evi-
dent in the UK: Since the deregulation 
of pharmacy licensing, many pharmacies 
operating in the UK have joined to form 
chains. Some of these are operated by 
large European pharmaceutical wholesal-
ers such as Phoenix, Celesio and Alliance 
Boots. Other sales outlets that offered 
related product lines prior to the deregu-
lation, including the British supermarket 
chain Sainsbury, have also started to sell 
OTC drugs in the UK.

Following the price deregulation of these 
items in 2001, many of the large non-
pharmacy outlets slashed OTC prices 
by up to 50 percent. At first, pharma-
cies and pharmacy chains did not fol-
low suit, but their OTC sales dropped by 
6% in the first year, and by 2.6% in the 
second. Supermarkets sold considerably 
more products, but the steep price cuts 
outweighed the increases in volume and 
they posted no revenue gains on OTC 
drugs. In 2004, the pharmacy chains 
retaliated by taking aggressive price cuts. 
Total revenue on OTC products plum-

meted for both sides, with no meaning-
ful increase in customer volume.

As is evident from the above example, it 
can be quite difficult to control end-user 
prices for OTC products. Consequently, 
manufacturers must consider the ability 
for retailers to change retail prices at will 
in their pricing, rebate and trade term 
systems. It is essential for OTC manu-
facturers to establish consistent prices 
and strict performance parameters in 
their trade terms, including contractual 
and non-contractual agreements. 

These parameters should differ by:

• Brand strength/ competitive position-
ing

• Sales channel or customer group 
(wholesalers, small regional co-oper-
atives, chain stores, leading pharma-
cists, mail-order companies, etc.)

Depending on the individual manufac-
turer’s objectives, customers can be re-

warded when pre-defined efficiency or 
marketing-related goals are achieved. For 
instance, supply chain costs can be cut 
by applying efficiency parameters such as 
logistics terms and cash discounts. Fur-
thermore, market benefits such as prod-
uct line bonuses and advertising subsi-
dies can be granted to wholesalers and 
pharmacies for activities that specifically 
support sales of OTC products.

Lesson 2: Monitor and steer re-
tail prices to the extent allowable 
by local law. A pricing, rebate and 
trade term system that is aligned 
with the manufacturer’s efficiency, 
marketing and pricing targets will 
help prevent profit-jeopardizing 
price erosion in retail outlets, sup-
port brand and price positioning, 
and strengthen the manufacturer’s 
position in negotiations with stake-
holders in the distribution chain.
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When ‘Nickel and Diming’ May be 
‘Penny Wise and Pound Foolish’ 

Pricers in many industries have at 

times adopted strategies of introducing 

incremental fees in order to increase 

product profitability. This is predomi-

nantly evident in tough macro-eco-

nomic environments when firms look 

for ways to maintain their profitabil-

ity. In this article, the authors address 

two specific examples: the US domes-

tic airline and credit card industries. 

Harmeet Singh is an Economics lectur-

er at Texas A&M University – Kings-

ville. He can be reached at Harmeet.

Singh@tamuk.edu. Hans Schumann 

is a professor at Texas A&M Univer-

sity – Kingsville, teaching Entrepre-

neurship, International Business, Pric-

ing for Profitability, Economics and 

Finance. He can be reached at hans.

schumann@tamuk.edu. 

Over the last couple of decades, 
industry has learned to be-
come much more sophisti-
cated in price and customer 

segmentation. Frequently, this entails 
the creation of multiple products, fences, 
and other tools to target the “right” price 
to the “right” customer. These strategies 
function well during normal economic 
time. During periods of macro-economic 
stress, however, we see a behavior that 
often times goes against the over-arching 
pricing strategy previously crafted.

Industries have at times adopted strate-
gies of introducing incremental fees in 

order to increase product profitability. 
This predominantly is evident in these 
tough macro-economic environments 
when firms look for ways to maintain 
their profitability. The reader can clearly 
come up with dozens if not hundreds 
of such examples where companies have 
created additional or incidental fees. In 
this article, we would like to direct your 
attention to two such examples: the US 
domestic airline and credit card indus-
tries.

When firms see significant pressure 
on their bottom-line, cost reductions 
are targeted first. Once cost reductions 
are exhausted, the topic of revenue en-
hancements emerges. In a recession, 
increasing the base price may appear to 
be too risky and thus may be taken off 
the table. What is left is an attempt to 
raise revenue through other means such 
as adding or increasing incidental fees or 
charges. 

Often the belief is that increasing these 
charges and fees may not be viewed by 
the consumers as a price increase. This is 
justified under the pretext that consum-
ers can keep the same price and avoid 
these extra fees by a change in behavior.

The airline indus-
try has tradition-
ally been extremely 
strong and proud of 
their ability in seg-
menting consumers 
and building effec-
tive fences between 
price elastic consum-
ers and price inelas-
tic business traffic. 

During the recession 
of 2008, airline companies started charg-
ing for checked bags, and other ancillary 
fees in addition to the base fare. A casual 
observation at the airport reveals that 
the families and/or other leisure travelers 

appear to be the majority of passengers 
checking bags. Even before airlines be-
gan charging bag check fees, most busi-
ness passengers could be seen toting their 
roller-bag to the gate. In recap, airlines 
have chosen a bag fee pricing strategy 
that effectively raises price for the price 
elastic leisure customer segment while 
having much less of an effect on the 
price inelastic business customers. This 
clearly is not consistent with their previ-
ous overarching pricing strategy.

Not all carriers chose to implement these 
fees. In particular, Southwest Airlines re-
mained a strong proponent of maintain-
ing an all-inclusive fare structure. Their 
claim so far is that they have achieved a 
market share gain which more than off-
sets the revenue “left on the table” by not 
charging for checked bags. In a separate 
research, we conclude that Southwest’s 
claim appears to be correct1.

In the credit card industry, it became 
fashionable in the recessions of the early 
1990s to institute a variety of fees related 
to consumer behavior such as over-limit 
fees, penalty APRs, cash advance fees, 
etc. Pressure for these revenue enhance-
ments typically originated from within 
the firms’ CFO or finance departments.

In particular, most of the fees were tar-
geted at customers having difficulty 
making monthly payments. Simplisti-
cally, one could argue that there are 
three credit card customer segments: the 

The airline industry has traditionally 
been extremely strong and proud of 
their ability in segmenting consumers 
and building effective fences between 
price elastic consumers and price 
inelastic business traffic. 
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“transactors” and customers who carry a 
balance but never get into payment diffi-
culty; those who at times get into finan-
cial difficulty but eventually pay off their 
debt; and the ones who eventually end 
up as charge-off accounts. 

Arguably, by far the most profitable cus-
tomer segment in credit card 
industry is the middle classifica-
tion. The first group would have 
paid minimal finance charges 
and the last group being the 
source of financial charge-offs 
and losses. In hindsight, such 
penalty fees can be viewed as 
having been a price increase for 
the issuer’s most valuable/prof-
itable customers while not af-
fecting the other two, with the 
former never being assessed such 
fees and for the latter the accu-
mulated fees simply increased 
the ultimate charge off amount. 
We suspect that few executives 
consciously made the decision to 
increase price only for their best 
customers.

While clearly the brunt of the 
ancillary fees fell on the most 
profitable segment, the true 
profit of these actions is not 
clear. Despite selectively penalizing their 
best customers, they did so during a pe-
riod when those cardholders had limited 
ability to qualify for a card elsewhere 
because of their deteriorated credit situ-
ation. As a result they were extremely 
inelastic to any price changes at least in 
the short run. The extent that they may 
have left the issuer once their financial 
situation improved is unknown. For 

those customers who never recover, the 
ancillary fee revenue may very well have 
improved the issuer’s particular quarter’s 
earnings amount while having a cor-
respondence adjustment due to offset-
ting charge-offs during a latter reporting 
period. 

For the first segment, issuers could get 
away with implementing new ancillary 
fees since these new fees would not affect 
this segment. Hence no significant rev-
enue enhancements came from the seg-
ment.

Fast forwarding to 2013, we see a trend 
led by Discover and Citicorp to elimi-
nate many of these fees.

When instituting ancillary charges, 
one needs to do so in the context of the 
larger pricing strategy. It is our observa-
tion that the proponents of such fees of-
ten come from Chief Financial Officers 
(CFOs) or their organizations with ini-
tial resistance for these fees coming from 
the marketing departments. 

Despite the fact that pricing is 
usually viewed as a marketing 
function, these proposals from 
Finance often gain traction. 
The reason for this appears to 
be that the Finance department 
supporters can easily quantify 
the expected increased revenue 
streams by simply multiply-
ing the fees times the impact-
ed accounts while marketing 
and product managers need to 
rely on assumptions of antici-
pated customer losses due to 
these pricing actions. The cal-
culation of these estimated lost 
customers requires substantial 
assumptions which are often 
times difficult to prove. When 
considering a relatively “hard” 
estimate of positive revenue 
against a “soft” estimate of po-
tential losses, the former tends 
to prevail.
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Over the past few years, businesses 

across a wide range of industries have 

begun collecting an impressive amount 

of data on their customers’ purchas-

ing behavior: time, date and place of 

the transaction, items purchased and 

quantity, price paid, etc. Unfortu-

nately, a great number of those busi-

nesses make no use of the data they 

collect when it comes to making stra-

tegic decisions, as the author explains. 
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Are You Listening to Your Customers? 
Analytics Will Help Your Pricing Decisions

Pricing Analytics plays a critical 
role in honing your Pricing Strat-
egy, and making informed and 
profitable decisions that everyone 

can agree on.

Picture the following scene: it’s nearing 
year-end and company executives are im-
mersed in high-level strategic meetings. 
The objective: improve company profit-
ability in 2014.

The VP of Sales makes a strong case to 
offer heavy discounts to your customers. 
The resulting increase in volumes will 
more than compensate for the drop in 
price and total dollar margin will im-
prove, she argues. The VP of Finance 
suggests they do the opposite: the in-
creased profitability on individual deals 
will offset the negative impact on vol-
umes. Ultimately the company will be 
better off. Who needs those heavily dis-

counted customers anyway? Finally, the 
VP of Marketing announces his ten-step 
“war plan,” relying heavily on a massive 
advertising campaign and almost-con-
tinuous “can’t miss” promotional offers 
designed to give the customer as much 
value as possible.

Who is right and  
who is wrong?
Our advice: let the analytics speak. 
Over the past few years, businesses across 
a wide range of industries have begun 
collecting an impressive amount of data 
on their customers’ purchasing behavior: 
time, date and place of the transaction, 
items purchased and quantity, price paid, 
etc. Unfortunately, a great number of 
those businesses make no use of the data 
they collect when it comes to making 
strategic decisions.

In a recent survey of retail C-suite ex-
ecutives conducted by the Economist 
Intelligence Unit, only 36% declared 
having a well-defined data management 
strategy. Others simply prefer to rely on 
less-than bulletproof methods (“what 
did we do last year?” or “what is your gut 
feeling, Bob?”).

Interestingly, in the same survey, pricing 
was one of the top three areas in which 
data analytics saw the biggest gains. The 
other two were brand loyalty and multi-
channel sales. In other words, transac-
tional data can significantly improve a 
company’s pricing when properly used. 
It can certainly indicate how best to 
‘spend’ company resources to drive prof-
its, especially when it comes to promo-
tional versus advertising spend.

So back to the question: 
who’s right and  
who’s wrong?
As experience has definitely shown, the 
answer – according to analytics – can be 
quite diverse. At first, that may sound 
like an unappealing answer for a de-

cision-maker. However, it actually re-
veals the true power of pricing analytics. 
Analytics provides firsthand, unbiased 
customer insights at a highly granular 
level, to the point that the company can 
target specific customer segments with 
the right action. Thus optimizing the 
way it ‘spends’ its money.

For instance, it was through data ana-
lytics that a company in the consumer 
packaged goods industry found out that 
a price promotion on one of its flagship 
products was best advertised on bill-
boards during the summer (because peo-
ple hit the roads for weekends or holi-
days), and on TV during winter (because 
the majority of professional sports are 
on). It was a move that improved their 
bottom line by 6% for this specific prod-
uct and by almost 2% overall.

For another product, more commod-
itized than the first, advertising was inef-
fective whilst limited-time discounting 
campaigns could increase their margins 
by 1% (not to mention the hundreds of 
thousands of dollars saved on the inef-
fective advertising campaigns!). A third 
product proved to be highly price-insen-
sitive, leading the company to stop dis-
counting it completely and at the same 
time, to stop leaving money on the table.

Transactional data analytics addresses 
one of the biggest (and oldest) challenges 
of every business: to try and understand 
what drives customers’ buying decisions. 
And what better time is there to learn 
about your customers’ preferences than 
when they reveal them to you while buy-
ing your products and services?

Even though pricing analytics shouldn’t 
be the deciding factor in honing your 
pricing strategy, it can, and has become 
a critical tool for making more informed 
and profitable decisions.

 



 PRICING ADVISORThe

www.pr ic ingsociety.comA Professional  Pr ic ing Society Publ icat ion

3535 Roswell Road, Suite 59 
Marietta, GA 30062 
770-509-9933

April 2014 9

In this article, the author examines 
pricing lessons that can be learned 
from Amazon’s recent successful price 
increases. The art of raising prices 
involves a clear yet sensitive dialogue 
with customers to justify the lift. As 
Amazon demonstrated, even a 25% 
price increase can be palatable if 
pitched correctly. Rafi Mohammed is 
the founder of Culture of Profit LLC, 
a Cambridge, Massachusetts-based 
company that helps businesses develop 
and improve their pricing strategy, 
and author of the The 1% Wind-
fall: How Successful Companies 
Use Profit to Profit and Grow. This 
article originally appeared on the 
Harvard Business Review web site at 
HBR.org.

The Art of Raising Prices:  
Lessons from Amazon Prime

With the economy on the 
upswing, most compa-
nies are contemplating 
increasing prices. Man-

agers are rightfully anxious about mak-
ing this move – it’s a sensitive issue for 
customers. While no one enjoys paying 
more, the right series of messaging tac-
tics can tame potential backlash.

Amazon recently hiked the price of 
its Prime service, which includes two-
day shipping, Kindle book loans, and 
streaming video. Raising Prime’s price 
is especially risky as it’s a key market-
ing conduit that draws in and engen-
ders loyalty from customers. Analysts 
estimate Prime members spend over 
double compared to the average Ama-
zon patron. With a P/E ratio exceeding 
550, Wall Street is expecting Amazon 
to continue dazzling investors with eye-
popping annual revenue increases. As a 
result, the Seattle-based retailer needs to 
keep Prime – its key engine for growth – 
in tune.

Amazon did a solid job of raising the 

price of Prime from $79 to $99. Given 
its success, managers of all companies 
can learn from the tactics it employed:
Float a Scarier Number. Amazon ini-
tially hinted it was contemplating a $20 
– $40 increase. So when it formally an-
nounced “only” a $20 boost, customers 
let out a sigh of relief (“whew, it could 
have been worse”). The tactic of pre-an-
nouncing a possible 25% – 50% price 
increase was done to place the 50% fig-
ure in the minds of consumers and then 
beat this expectation by going with 25%. 
A good one, Amazon!

Blame Costs. Consumers don’t want 
to hear prices are rising to sweeten ex-
ecutive paychecks or fatten sharehold-
ers’ 401(k) accounts. It’s textbook to cite 
higher costs as justification. On cue, 
Amazon identified the culprits as higher 
shipping and fuel costs.

Appeal to Fairness. Consumers are re-
ceptive to a price hike if they perceive it 
as fair. Amazon clearly noted that it has 
not raised Prime’s price since its incep-
tion nine years ago. C’mon, nine years is 
a long time!

Hint That There’s More to Come. Ru-
mors have been swirling that Amazon 
will be adding an additional feature to 
its Prime package – streaming radio. 
More features translate into a better deal 
for customers.

Don’t Cave to Simple Market Re-
search. UBS conducted a survey indi-
cating a $20 price increase would put 
42% of current Prime customers at risk 
of ditching the service. This led the 
Swiss-based financial services company 
to downgrade Amazon’s stock from a 
“buy” to “neutral.” There are two prob-
lems with interpreting this research. 
First, customers aren’t likely to be ame-
nable when asked about their feelings of 
a higher price – thus, their responses are 
biased downwards. Equally important, 

survey respondents were probably not ex-
posed to Amazon’s reasoning on why it is 
increasing prices. This spin is critical in 
how customers evaluate a price increase.

While Amazon did a good job of raising 
prices, let’s call it a B+, there is more it 
should have done: Remind Customers 
of the Value It Provides. At $99 (or even 
$119) a year, Prime is a great value. From 
a streaming-only perspective, Netflix 
charges $96 annually (with admittedly 
a more comprehensive selection). The 
once-a-month Kindle lending library os-
tensibly saves Prime members, say, $9.99 
a month, from otherwise purchasing e-
books ($120 annually). Finally, two-day 
shipping is a big time- and money-saving 
service. How convenient is it to click to 
purchase a $5 pair of scissors instead of 
incurring the time and gas expense of 
visiting a local Target? Saving 15 – 20 
minutes here-and-there in all of our busy 
schedules is meaningful, hence valuable. 
Even if members don’t currently use all 
of these services, this value-reminder 
may encourage them to do so – which 
deepens loyalty.

Resist the One Price Fits All Mind-
set. As I have previously argued, to ef-
fectively grow a business, one price does 
not fit all. Offering consumers a range 
of good-better-best options truly enables 
companies to profit and grow. Price sen-
sitive customers purchase the good op-
tion while consumers who highly value a 
product spring for the best. Since Prime 
is so critical to growth, it needs a lower 
price point entry version to attract new 
customers. Amazon should have tiered 
its Prime program.

Raising prices is an angst-inducing rit-
ual for all companies. The art of raising 
prices involves a clear yet sensitive dia-
logue with customers to justify the lift. 
As Amazon demonstrated, even a 25% 
price increase can be palatable if pitched 
correctly.


