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Last year, a Malaysian executive 
told me that she must compete 
on price because Malaysians only 
buy on price.  This year, an In-

dian executive told me that he only sells 
commodities because that’s what his na-
tion buys.  On both occasions, I coun-
tered with a strong push to find ways of 
meeting their customer’s needs better to 
reduce downward price pressures asso-
ciated with selling commodities.  They 
reluctantly allowed me to continue but 
I don’t think they believed me.  Was I 
wrong?

In this article, I present case studies on 
Cummins, Gorgeous Look, and Zam-

beef based on The Wall Street Jour-
nal ’s “Africa Rising” series as evidence 
that even in developing nations, not all 
customers are pure price buyers.

Zambeef
Zambeef Products PLC expanded into 
Nigeria to provide meat to consumers 
and recorded about $90,000 a week in 
sales as of February 2011.  They were 
expecting sales to double in Nigeria by 
year-end.  At roughly $4.75 per pound, 
Zambeef is priced about 16% higher 
than competing meat.

Why might Zambeef attack a relatively 
poor market and expect to grow and yet 
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avoid direct price competition?  Because 
they offer a better whole product expe-
rience.

Zambeef offers clean, packaged meat in 
contrast to that sold in open-air mar-
kets in Lagos.  It also sells its meat in 
Western-style stores run by Shoprite 
and Zambeef ’s own outlets, as well as 
through restaurants and hotels.

In total, some Nigerians consumers view 
the whole product experience of Zam-
beef worth more than the 16% premi-
um they pay for their meat.  And, while 
“middle class” in Nigeria might mean 
making between $2 and $20 per day, 
even at this level of poverty, people will 
make rational tradeoffs between price 
and benefits.

Gorgeous Look
Also in Nigeria, Gorgeous Look sells 
embroidered dresses, blouses, and shirts, 
known as lace to the locals.  Lace prod-
ucts are common in Lagos, from night-
club goers to motorcycle-taxi passengers.

Gorgeous Look sources their lace from 
Austria.  While Gorgeous Look sells 
$200,000 – $300,000 of Austrian lace 
per year, Austria as a whole sells an es-
timated $37 million in lace to Nigerian 
shopkeepers like Gorgeous Look.

Austrian manufacturers do not have the 
Nigerian market to themselves.  Chinese 
manufacturers, noticing the popular-
ity of lace in Nigeria, entered the market 
roughly a decade ago and are now doing 
roughly $200 million in lace trade with 
Nigeria.

In a price comparison, typical Chinese 
lace costs about $45 per 15 yards while 
typical Austrian lace costs about $250 to 
$1,000 per 15 yards, at 450% to 2000% 
price premium.

Ask why a Nigerian lace trader might 
choose to source lace from expensive 
Austria rather than cheap China and 
they will state that Austrian lace is bet-
ter.  When it comes to quality fashion, 
even a relatively impoverished middle-
class Nigerian will often choose to pay a 

premium for a premium look.

Cummins
Although Cummins has a long history 
in Africa, it has treated Africa like most 
global firms:  tucked into the EMEA 
(Europe, Middle East, Africa) market 
and holding a relatively unimportant po-
sition at that.  In 2010, Cummins’ Af-
rica strategy changed.  They installed a 
South African executive to drive African 
growth to $1 billion within five years, or 
to roughly 6% of global revenues.

Power generators are one of Cummins 
key products.  Power, along with other 
basic infrastructure, is a notorious chal-
lenge in developing nations.  To address 
power shortages, many businesses and 
homeowners will purchase a backup gen-
erator.

Cummins sells high-end generators 
that are perhaps more appropriate for 
businesses or large housing complexes.  
Priced at $9,000, a diesel-powered Cum-
mins generator is far more expensive 
than the typical $500 gasoline powered 
Chinese generator.

Even with their higher prices, Cum-
mins is marching forward in Africa.  
They plan to open a retail outlet in La-
gos in conjunction with a training pro-
gram that will convert salespeople from 
“hawkers” towards value-adding solution 
selling.

There is Always Room  
for Differentiation
From beef to electricity, firms are suc-
cessfully selling higher quality and 
higher priced goods than their “com-
modity” competitors in Africa. Some 
American and European firms are even 
competing successfully with China in 
Africa.  They are doing so because they 
meet the needs of a segment of the mar-
ket better than their competitors.

People, even those with only a modi-
cum of income and living in a relatively 
poor market, will make rational tradeoffs 
between price and benefits.  Even when 
most of the population is impoverished, 
those with a little income will pay for 

better quality.

Developing nations are not just for sell-
ing cheap stuff and commodity goods.  
Some people in developing nations are 
willing to pay for quality.  They, like the 
rest of the world, will pay a price com-
mensurate with the value a product de-
livers in relation to its nearest competing 
alternative.  In other words, they are not 
pure price buyers – they are value seek-
ers.

(Much appreciation to the Wall Street 
Journal for providing the raw material 
for this case study.)

References

Peter Wonacott.  2011. World News — Af-
rica Rising: A New Class Of Consum-
ers Grows in Africa — Numbers on Par 
With China and India. Wall Street Jour-
nal, May 2, Eastern Edition. http://www.
proquest.com.ezproxy1.lib.depaul.edu/ (ac-
cessed August 7, 2011).

Will Connors.  2011. Catering to New 
Tastes as Incomes Climb — Zambian Beef 
Processor Expands to Nigeria With Aim of 
Spreading Out Across the Continent. Wall 
Street Journal, February 10, Eastern Edition. 
http://www.proquest.com.ezproxy1.lib.de-
paul.edu/ (accessed August 7, 2011).

Will Connors.  2011. Africa Rising: In Ni-
geria, ‘Lace’ Market Reflects Rising Middle 
Class. Wall Street Journal, June 28, Eastern 
Edition. http://www.proquest.com.ezproxy1.
lib.depaul.edu/ (accessed August 7, 2011).

James R. Hagerty, and Will Con-
nors. 2011. U.S. Companies Race To 
Catch Up in Africa. Wall Street Jour-
nal, June 6, Eastern Edition. http://www.
proquest.com.ezproxy1.lib.depaul.edu/ (ac-
cessed August 7, 2011).

Tim Smith.  2004.  Between Solution and 
Transactional Selling.  Wiglaf Journal, Au-
gust 2004. http://www.wiglafjournal.com/
selling/2004/08/between-solution-and-
transactional-sellingbetween-solution-and-
transactional-selling/

 



 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

August 2011 3

In a database marketing 
study, the price points should 
have ample variation to allow 
estimation of price elasticities. I’ve often observed that every aspect 

of a pricing study, such as the bud-
get, sample size, target audience, 
and even the team responsible for 

the study was carefully planned, orga-
nized, and frequently, hotly debated. Ev-
erything except for the most important 
aspect - the price points. I frequently 
heard: “We’ll get to that later.” 

This is odd, to say the least, since they 
were the very focus of the studies! Why 
should they command any time when 
headier project issues demand attention?  
After all, a price is a price, whether it’s 
historical in a data mart or “known” by 
management who needs just two min-

utes to write it down. Management 
only needs the final price point from 
the study to use in the market. This is 
short-sighted. 

The price points studied should not be 
given short shrift. They should be dis-
cussed, debated, and planned upfront 
like everything else. Too much rests 
on the final one chosen since its effects 
reach into every aspect of the business. 
Certainly, it’s the basis for revenue. But it 
also determines if new customers will be 
acquired; if repeat customers will be re-
tained and incented to buy more; if more 
production capacity will be needed; if a 
larger work force can be supported; and 
so on throughout the business. 

Everything rests on the final price be-
cause if customers cannot afford it, then 
they simply won’t buy. At the end of the 
day, something must be sold and that de-
pends on the price. 

If we must be careful and thought-
ful about the price points studied, what 
should we consider? It depends on 
whether obser-
vational or ex-
perimental data 
will be used. 
The following 
are guidelines 
for planning 
the studied 
price points. 

Observational Data 
Observational data are observed in the 
market, then collected and organized 
in a database. They’re what happened; 
they’re ex-post.  The observed prices in 
the database are market determined and 
so are often believed to be ready for use, 
as is. 

Many marketing managers and pricing 

analysts argue that because they reflect 
actual market behavior, they’re the best 
to use. What could be better? A lot! 

Here are some points to consider for an 
observational pricing study: 

Have variation in the price data. In 
a database marketing study, the price 
points should have ample variation to al-
low estimation of price elasticities. The 
most popular estimation technique is 
ordinary least squares (OLS) regression.  
Many people are trained in simple re-
gression, so it’s a natural tool for estimat-
ing elasticities, the key to pricing.  

The OLS formulas, however, require 
variation in the data since they’re defined 
in terms of deviations (i.e., variation) 
from the means.  Without variation, 
there are no estimates. We can develop 
estimates with little variation, but they 
will be questionable. 

Prices for some products do not change 
often enough or by large enough 
amounts because of the nature of the 

products’ mar-
kets or the 
time period 
covered by the 
database. The 
observed mar-
ket behavior 
may thus be 
insufficient for 
estimation. 
Hence, ques-

tionable OLS elasticity estimates may 
result. 

Use real prices.  If a time series is used, 
then prices should be adjusted for the 
general cost of living. In other words, 
to use economists’ terminology, use real 
prices. 

Unadjusted prices are nominal prices, 

Dealing with Prices in a  
Quantitative Pricing Study

Price points are the most important 

aspect of every pricing study, since these 

data provide the foundation for the 

pricing strategy resulting from the pric-

ing study! However, price points are 

often the aspects of pricing studies that 

management most overlooks. In this ar-

ticle, the author explains the importance 

of studying price points and provides 

guidelines for planning the studied price 

points using both observational and ex-

perimental data. Walter R. Paczkows-

ki, Ph.D. is President of Data Analytics 

Corp. and is leading a workshop at the 

PPS Fall Conference entitled “Innova-

tive Quantitative Techniques for Esti-

mating Elasticities” on October 25. He 

can be reached at info@dataanalytic-

scorp.com.
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prices we actually observe. Real prices 
reflect the prices of other things con-
sumers could have purchased with their 
limited, often fixed, income; nominal 
prices do not. If the nominal price of 
some other product consumers always 
buy increases, they will buy less of it. 

Any money saved by buying less, even at 
the higher price, will be spent on some-
thing else. After all, the money has to go 
somewhere.  A product’s sales could be 
affected even if its nominal price does 
not change. It will look less expensive in 
relative terms so its effective or real price 
has fallen. 

Economists divide, or deflate, nominal 
prices by an appropriate price index such 
as the Consumer Price Index. A more 
appropriate index for the product catego-
ry should be used.  For example, bever-
age prices should be deflated by the CPI 
for food and beverages, a subset of the 
overall CPI. 

Use recent price history. Old data is 
stale data. If the market is dynamic, 
constantly changing with new products 
and offerings, then older data may not 
reflect conditions under which people are 
currently making decisions. New tablet 
computers are a good example. 

Include competitors’ prices.  This goes 
without saying.  No one competes in a 
vacuum, so why price in one? But in-
cluding competitors’ prices may lead to a 
statistical problem called multicollinear-
ity. This basically means that the prices 
are correlated and because of this elastic-
ities are difficult to estimate, if they can 

be estimated at all.  

This issue will surface when competi-
tors typically follow one another:  if one 
competitor raises its price, then all prices 
increase. Complex estimation method 
will then be needed. 

Use marginal prices. Economists talk 
about deciding at the margin, meaning 
the last unit such that someone decides 
to do or not do something. They discuss 
marginal revenue, marginal cost, margin 
product, marginal utility, and marginal 
price.  The marginal price is at the point 
where a consumer will or will not buy a 
product. 

An average price is different. It’s calculat-
ed by dividing sales revenue by the quan-
tity sold. The logic is that sales revenue 
is price times quantity so dividing by 
quantity sold gives back the price. This is 
typically done when several prices are in-
volved, as with a multi-part tariff, so that 
sales revenue is an easily calculated met-
ric. The quantity would be gross units 
sold. The resulting “price” is the average 
over all units sold. 

The problem is that average price falls 
as the quantity sold increases.  So, 
quantity determines price.  But price 
determines quantity (which, by the way, 
is the focus of the pricing study) by the 
downward-sloping demand curve.  

This is a simultaneous equations prob-
lem resulting in biased elasticities if OLS 
is used.  Since all pricing decisions are 
based on elasticities, the final price point 
used in the market will be incorrect. 

The marginal price avoids the simultane-
ity issue. Unfortunately, it’s not always 
easy to determine. If there is only one 
price for a product, then that’s the mar-
ginal price. If there are multiple prices 
for a product as with a declining rate 
schedule, then there are many marginal 
prices. Different ways have been pro-
posed to handle this, but this is a com-
plex issue best discussed another time. 

Experimental Data 
Experimental data are collected through 
a market research study such as conjoint 
or discrete choice in which consum-
ers are shown hypothetical price points. 
These studies are experimental because 
the analyst has control over what is used, 
whereas in an observational study the 
analyst has to use what’s in the database. 

Economists divide, or deflate, nominal prices by an 
appropriate price index such as the Consumer Price 
Index. A more appropriate index for the product 
category should be used.  For example, beverage 
prices should be deflated by the CPI for food and 
beverages, a subset of the overall CPI. 
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The experimental approach allows the 
analyst to study situations that don’t cur-
rently exist in the market; basically, to 
play what-if games to determine what 
could happen. Because there’s more free-
dom to choose prices rather than take 
prices as given, the analyst can also make 
more mistakes. 

Here are some points to consider for an 
experimental pricing study: 

Use only a few price points.  Not all 
possible values have to be tested since a 
statistical model will be estimated.  The 
model can be specified so that the effect 
of any intermediate price can be deter-
mined, even if the intermediate price was 
not part of the study per se. 

This does not mean that a price outside 
the range of prices shown can be used.  
It does mean that a price intermediate 
between the maximum and minimum 
shown can be determined by interpola-
tion. This is frequently done in a simula-
tor which allows the pricing analyst to 
test any price point. 

Use evenly dispersed price points. Try 
to have evenly dispersed price points. 
Don’t have, for example, $1, $3, $5, and 
$25. Interpolation involves finding linear 
segments between points and without an 
even spread interpolation is difficult to 
justify. 

Ensure sufficient variation. In addi-
tion to not using all possible price points, 
ensure sufficient variation in what is used 

for the reasons discussed above for ob-
servational data. The analyst is not ham-
pered by actual market prices so flexibil-
ity is gained in specifying price points. 

Have some meaningful distance be-
tween price points. Do not have price 
points that are too close to one another 
or that increase by small increments. For 
example, avoid 
prices such as 
$1.10, $1.15 
$1.20, $1.25 
because there’s 
not much dis-
tinction be-
tween $1.10 
and $1.15 or 
between $1.20 
and $1.25. In a 
discrete choice 
study where 
consumers are 
asked to make comparisons, they could 
(and probably will) view the difference 
between $1.10 and $1.15 as too trivial to 
make a difference.  

Their focus could then be on other fac-
tors, minimizing the importance of 
price. As a result, price would become 
insignificant when in fact it should be 
highly significant. 

Use reasonable price points below and 
above current market prices. Managers 
frequently say that prices for their prod-
uct category will never fall below the 
minimum currently in the market, so 
why waste time using a lower price in the 

study? Then one month after the study 
is completed, a competitor announces 
a lower price completely negating the 
study! 

The purpose of the experimental ap-
proach is to evaluate what-if scenarios.  
If it’s really believed that a lower price is 
impossible in the market, then it should 

be ignored in 
the simulator. 

Include the 
competitors’ 
prices. This 
was discussed 
above. But the 
point about 
reasonable 
prices points 
emphasizes the 
need to in-
clude competi-

tors’ prices. If they’re not included, then 
there’s no way to judge the effect of com-
petitors.  Cross-price elasticities cannot 
be calculated. Multicollinearity will not 
be an issue because of the way the exper-
iments are constructed. 

Final Recommendation 
The recommendation is clear. A quanti-
tative pricing study should include price 
points that are meaningful for the busi-
ness, meaningful for the consumer, re-
flect the current and possible potential 
market, and are varied. This is a lot to 
consider, but why do less? 

 A quantitative pricing study 
should include price points 
that are meaningful for the 
business, meaningful for the 
consumer, reflect the current 
and possible potential 
market, and are varied. 
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Figure 1

It will be difficult to find retailers 
nowadays that do not make influ-
encing consumers’ price perceptions 
a priority on their agendas. Since re-

tailers successfully changed power posi-
tions with suppliers during the nineties, 
the power balance now seems to switch 
to the consumer. Driven by technologi-
cal innovations and educated by retailers 
to search for the best price alternative, 
it is now the consumer who controls the 
retailer. The use of smart pricing appli-
cations and the possibility to shop glob-
ally online are examples of how consum-
ers set the rules and retailers follow. The 
last resort to obtaining customer loyalty 
for retailers seems to be a robust pric-
ing image, often realized only through 
lowering prices. However, price image 
is something completely different than 
actual price levels (see French example 
in Fig. 1). This article looks beyond price 
image and focuses instead on a Smart 
Pricing approach that enables retailers to 
price for profit without hurting the price 

image. Based on industry experience, a 
margin improvement of one to three per-
centage points can be realized by using 
this approach.

Challenges
In general there are three major price-
setting methods: cost-plus, competition 
oriented and value based (see Fig. 2). 
Retailers face new challenges in deter-
mining the optimal price for products 
because traditional pricing methods no 
longer deliver the desired results. Prices 
based on general margin guidelines, such 
as those determined using the costplus 
method, do not leave room for differen-
tiation in profit margin between prod-
ucts (and categories). Competitor bench-
marks turn out to be counter-productive 
as well; the only result with this strat-
egy has been vicious circles of price de-
creases. When emphasis is put on setting 
prices as low as possible to realize a high 
volume, less attention is paid to profit. 
This volume-driven philosophy generally 
comes with extreme promotional strate-
gies. But when do prices reach their lim-
it? At a 50% discount, 60%, or maybe 
even 70%? Discounts have not been as 
effective in the last years as they were in 
the past. Opportunities to differentiate 
are ignored by limited use of thoughtful 
customer- or product segmentations.

As a result of these improvident tactics 
consumers no longer have an accurate 

view of the value of a product. They are 
approached with price instead of value 
persuasions, which only encourages price 
sensitivity and makes customers increas-
ingly unsure of the suitable price. The 
insecurity that follows influences the 
willingness to pay negatively. When con-
sumers are uncertain about offered prices 
they inevitably make even more compar-
isons thinking this will get them the best 
deal! This is how the vicious circle starts.

Five steps in Smart Pricing
Traditional methods for pricing are no 
longer sufficient.  The Smart Pricing 
method consists of five steps to secure an 
optimal price for retail products:
•	 Step 1 – Segment products according 

to their strategic role
•	 Step 2 – Classify products in propor-

tion to their price sensitivity
•	 Step 3 – Choose a strategy based on 

pricing freedom
•	 Step 4 – Optimize the final price
•	 Step 5 – Test and evaluate the select-

ed price levels

The first step is to establish pricing ob-
jectives and the implications for each 
category and each product, which then 
makes it possible to segment offerings. 
The strategic role of a product depends 
on (pre) defined category roles, for ex-
ample, a destination or convenience role. 
This process needs to be performed care-
fully as an abundance of destination 

Retailers face new challenges in deter-
mining the optimal price for products 
because traditional pricing methods no 
longer deliver the desired results. Driven 
by technological innovations and edu-
cated by retailers to search for the best 
price alternative, it is now the consumer 
who controls the retailer. In this article, 
the authors explain how retailers can 
regain control of their pricing power in 
despite increased consumer price sen-
sitivities.  Ronald Molenaar MSc is a 
senior consultant and Marjolijn Tim-
mermans MSc is a consultant at Simon 
-Kucher & Partners. Molenaar spe-
cializes in retail pricing. Timmermans 
specializes in value-based pricing for 
consumer goods. They can be reached at 
amsterdam@simon-kucher.com.
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categories can result in margin erosion. 
A target group is subsequently formu-
lated for each product. Based on these 
target groups retailers need to decide 
who will be the most important com-
petitor. One competitor for each target 
group is enough; the position of ‘cheap-
est’ is reserved for only one retailer in the 
market, all the other players will not win 
with this strategy.

Step two is to classify products based 
on price sensitivity. This classification 
can be obtained by looking at the rela-
tive buying frequency of products within 
the sub-category and the degree of com-
parability within the market. Attention 
can additionally be turned to the relative 
height of the price of the offering within 
the product category and whether the 
product is a main or a sub-product. It is 
important to choose variables that fit the 
retailer’s specific needs and situation. The 
variables, preferably quantitative, need to 
appropriately forecast the price sensitiv-
ity of products. Based on their sensitivity 
the products will be divided into various 
price sensitivity classes (see Fig. 3).

The strategic role of the product in com-
bination with its price sensitivity gives 
the retailer a certain degree of freedom 
with regard to pricing their products. 
Exactly this pricing freedom forms the 
foundation for selecting the most effec-
tive pricing approach in the third step. 
There are two ways to decide on the opti-
mal price. The first focuses on competitor 
prices and the second uses the conceived 
value for the customer as a starting point. 
Products with limited pricing freedom 
are priced on a preset interval from the 
competitor. Products with a high degree 
of freedom are priced based on consumer 
value (profit optimal).

The forth step of the Smart Pricing ap-
proach is optimizing prices. Knowledge 
on the psychological price thresholds 
for consumers is applied to the process 
and optical price points are used for 
rounding purposes. Knowledge on price 
thresholds is often underestimated but it 
is a powerful tool to distribute categories 
of groups of products in several consum-
er-relevant price intervals.

The final step of the Smart Pricing meth-
od is evaluating the price level. Often 
prices are determined once and never 
adjusted to changing market conditions. 
Periodically, it is essential to measure 
the impact of new prices on revenues 
and profits, and particular attention 
should be paid to price levels of focus 
products. The best solution is to test 
these upfront, which is possible through 
differentiated pricing at individual stores. 
Fear to adjust prices of focus products 
often leads to an impasse, while a simple 
price test often yields valuable informa-
tion necessary for making the best pos-
sible decision.

Conclusion
Applying the five steps of the Smart Pric-
ing approach makes it possible to deter-

mine and implement profit-generating 
prices and leaves companies too afraid 
of acquiring a bad pricing image far be-
hind. Consumers are less and less sen-
sitive to the pricing instrument than 
originally perceived. Quality and service 
are far better tools, and a differentia-
tion strategy based on these two levers, 
combined with a healthy price level, is a 
considerably smarter retail strategy. By 
following the Smart Pricing method the 
first essential step is made to optimized 
prices and sustainable improved profit.

Source  
http://www.insideretailing.com.au/Latest/
tabid/53/ID/9771/Top-11-Retail-Trends-
for-2011.aspx
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If I were the CEO of Netflix I would utilize these price 
optimization techniques religiously to ensure that I am 
finding the sweet spot between optimizing my value 
proposition and profitability.

Netflix has been getting a lot 
of attention lately for its new 
pricing strategy. If you have 
kept an eye on the matter 

you will have noticed that there is an in-
teresting paradox:

Consumers hate it but analysts love it. 
They may lose as many as 2.5 million 
customers but profitability should go up.

The new pricing plan increases the price 
from a $9.99 monthly plan, allowing 
subscribers to stream videos and rent one 
DVD at a time, to $15.98. 

Your other choice will be to pay $7.99 a 
month for the one DVD at a time plan 
(plus an extra $2 a month for Blu-ray 
rentals) or $7.99 a month for the unlim-

ited streaming plan.

It seems that the focus is on trying to 
reduce the use of DVDs and increase 
the use of video streaming. The reason is 
simple; it costs about .75 cents in post-
age to send a DVD whereas it only costs 
about .25 to stream.

Initially Netflix forecasted that $9.99 a 
month would drive most of the business 
to streaming but that has not necessar-
ily been the case. The problem is that 
the content of the DVD library is su-
perior, and guess what consumers want 
- great content. Not only that, but with 
the recent bandwidth cap it takes a lot of 
the appeal from streaming.

The other big problem that Netflix fac-
es is pressure from the content owners. 
When video streaming was still new they 
were able to secure contracts for about 
$5-10 million a year. It is estimated that 
by 2012 the costs would rise from $180 
million to $1.98 billion. 

Studios have started to pay more atten-
tion to streaming and they are going 
to look for opportunities to monetize.  
Sony was recently temporarily removed 
from Netflix due to “contract problems” 

and as these costs are sorted out more 
could follow.

In order to fix this problem Netflix has 
applied a dramatic price increase and 
is now facing the wrath of consumers 
flocking to Facebook and other social 

network outlets to gripe about it.

Let me offer a couple of observations 
from my perch as a pricer:

First of all, I am concerned about the in-
accurate forecast of the consumer migra-
tion from DVD to streaming. Did Net-
flix do a proper analysis to understand 
this migration or did they just use gut 
instinct? My take on it is that they used 
their own internal best guess.

Secondly, what has driven the $15.98 
price point? Was it based on expected 
cost increases and financial targets or 
was it driven by value? It is impossible to 
know as an outsider but my guess is that 
the decisions being made are more gut, 
cost and financially driven than they are 
science and optimization driven. 

If that is indeed the case then Netflix is 
foregoing a huge opportunity to drive 
profitability. Price optimization tech-
niques such as conjoint analysis, regres-
sion analysis and testing could provide 
very accurate insights into migration pat-
terns, price point optimization and the 
churn.

If I were the CEO of Netflix I would uti-

lize these price optimization techniques 
religiously to ensure that I am finding 
the sweet spot between optimizing my 
value proposition and profitability. The 
upside is huge and the downside of not 
doing it is even bigger.

Netflix has been causing quite a stir 
lately with its new pricing strategy. 
The company recently announced in-
creased prices for its monthly plans in 
an attempt to encourage customers to 
decrease their requests for DVD home 
delivery and increase their usage of on-
demand content. However, as the au-
thor explains, this new pricing approach 
doesn’t seem to be very well thought 
out. Paul Hunt is the president of Pric-
ing Solutions, a global pricing consul-
tancy, and a frequent PPS contribu-
tor, instructor and presenter. He can 
be reached at phunt@pricingsolutions.
com and his online pricing courses can 
be found at www.PricingSociety.com. 
He also writes a pricing column that 
appears monthly in the Financial Post 
(www.financialpost.com).
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