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Introduction

Business owners all have different strengths and specialties. Some
are incredibly knowledgeable about their industry; the knowledge
they bring to bear is a big advantage and benefit to customers.
Some have a gift for developing products and services that people
love—whether it’s one big idea or a whole series of them, they
know what their customers want before the customers do. Some
people are gifted at sales and marketing; they can sell anything.

But you won’t often hear a business owner say that his strength is
“knowing how to price things.” Even though it’s a fundamental
part of every business, putting a value on what you’re doing,
you’re more likely to hear confusion in the room when the
subject turns to pricing than you are to hear bold confidence.
Everybody has to do it—but how?

Pricing Mistakes

Getting your pricing wrong can be a big problem, whether you're
priced too high or too low. Consider some of the potential
consequences.

Low Pricing. If your pricing is too low, not only are you
leaving money on the table, hurting your ability to both invest in
the business and pay yourself and your team, but you might be
priced so low that you can’t make your business profitable. If
you're losing money on every sale, you’ll never make it up in

volume! P —
t
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Even as you speed along from 1 to 100
to 1,000 sales, all you’re doing is
succeeding to death. If you can’t make
enough sales to cover your fixed costs
and/or don’t price high enough to
account for your production costs, then the business cannot
work.

If you’re losing
money on every sale,
you’ll never make it
up in volume!

Another problem of low pricing is in the message you send to
consumers. If your product is priced dramatically lower than
people might expect, you probably think that you’re offering
people great value. And that might be the case—but it’s also
possible that you’re priced so low that people are suspicious of
the quality of what they’re getting. You get what you pay for,
people start to whisper—and suddenly your brand is in the
basement, associated with cheap but disposable purchases,
instead of quality, reliability, and real value. People want a good
deal, but most people have learned that if something’s too good
to be true, it probably is.

You can also run into problems when you try to correct the
problem. No one likes it when they have to pay more for
something (although they’ll certainly understand—to a point!).
But if people have gotten used to paying one price for your
products or services, and then prices jump dramatically, there
will be a backlash. Sure, your new price would be more
profitable if you kept all your customers—but will you be able to
keep all your customers? A first impression goes a long way, and
that first price put a value on what you’re selling.
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If the price then goes up but it’s still the same product, expect to
hear this a lot: “Why am | paying so much now, when before |
only had to pay...?” It’s no longer perceived as a good value—
even if you think it would be a good value at the new price—
because the old, lower number is deflating the perceived value.
Customers (usually) understand that businesses need to be
profitable, but they’re not interested in all the grimy details of
how that happens; what they care about is that they used to pay
$15, and now you want them to pay $30 for the same thing.

High pricing. shooting too high when you start pricing
brings its own set of problems. While setting your prices too low
might bring in the wrong kinds of customers (for example,
someone hunting for a bargain instead of someone looking for
quality work), setting your prices too high can make it difficult to
find any customers at all.

Above all else, consumers are looking
for value. There can be value at any
price point, even a high one. But you
have to earn that price. Aim too high,
and people take one look and walk
away shaking their heads. “Sure, it’s

I))

There can be value
at any price point,
even a high one. But
you have to earn
that price.

nice—but I’'m not paying that

You might think that you can just lower your price until you find
that sweet spot where people do see value—but like we
discussed earlier, first impressions count for a lot.

€
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When you decide that you’re priced too high and make a big
reduction in your prices, you think that you’re increasing the
value by that much: “So many more people will be interested.
Look, folks! You used to have to pay $100 for this, now it’s just
$25!” Some people will have the reaction you’re expecting. But
you might be surprised by other possible responses. People who
bought earlier at the higher price point are likely to be upset and
feel like they wasted their money. And others might wonder
what’s “wrong” with your products or services that you're
cutting prices—is this a sign that it’s a boondoggle and you’re
just desperate? Some people will decide that there’s no value to
be found at any price. Instead of seeing value in the lower price,
they see failure.

Don’t get me wrong—it’s possible to fix your pricing, whether
you’re too high or too low, if you do it right. It happens. But just
as often, businesses do it wrong, including some of the biggest
and most well-known. The stories hit the news often enough
that you can almost just fill in the blanks:

* The business known for low prices that tries to go more
“upscale” by raising prices or eliminating discounts, only to
find that all the customers are gone (read much about JC
Penney lately?)

* The business that hits a rough patch and responds by cutting
prices, only to find that it’s now in a death spiral that it can’t
get out of (check out the prices of the latest Blackberry
devices!)

€
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This stuff isn’t easy—you’re not alone in your struggles! So
what are the tricks to making sure you do get it right? We'll
look at different pricing models, factors you should consider
when setting your pricing strategy, and some of the
psychological factors and impacts of pricing. Let’s get it right!

Pricing Models

There are many different models you can use when you want to
price your products. Some of them are consumer-oriented,
while others focus on internal factors at your business. Looking
at multiple models will help you find a price that works for each
aspect of your business.

Cost-based Pricing. The most basic pricing model is cost-

based pricing, a model that is internally focused since it’s based
on what’s happening inside the business. Expressed simply, you
add up all your costs, then add in a percentage for profit, and
you have a price.

Cost + Profit = Price

It looks so simple, right? But of course, there’s a lot more to it
than first meets the eye, all thanks to that little four letter word,
“cost.”

Do you know all the costs in your business? Really, all of them?
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A lot of people make a mistake here because they’re only
counting certain kinds of costs, typically costs of production. If all
the raw materials cost $10, you can sell for $15 and make a hefty
50 percent profit, right? Not so fast. Let’s take a step back and
make sure you’re counting all your costs.

1. First, as we’ve mentioned you have your production costs.
That accounts for how much it costs you to provide your
product or service—the materials, transportation, etc. To
make one widget or deliver your service to one customer,
how much does it cost you?

2. Next up is overhead. These are your fixed costs—bills that
you have to pay whether you make 5, 50, or 500 sales. Some
examples include the cost of your working space, equipment,
governmental fees, insurance policies, etc. One way or
another, you’re going to be paying these bills. Things can get
a little tricky here because you have to estimate how many
sales you're going to make, so that you can spread the
overhead costs around.

3. Your labor costs might fall into either of the above two
categories, depending on how you’ve set things up. If you
have employees on salary, then labor is part of your
overhead. Or if workers’ hours are dependent on how many
products you need to produce or services you need to
deliver, then labor is like an additional production cost.
Either way, you have to pay your people!

4. Then, taxes. Yes, Uncle Sam wants his cut, too. And he will
find you if you forget him.

5. Don’t forget to pay yourself!
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Once you’ve added up all your costs, then you at last have your
true baseline price. You cannot drop below your cost (with some
exceptions, such as loss leaders where you intentionally price
one product or service below cost with the goal of getting
people to also buy more of the things you’re making a profit on.
But be very careful with this strategy!).

Value-based pricing. value-based pricing is the idea of
setting your prices according to the utility that customers get
from your products or services. This is a more customer-oriented
pricing method, and is especially useful when what you’re selling
will save the customer money in other ways. Instead of looking
at how much it cost you to make something, your pricing is
based on how much your customer would have to spend if he or
she didn’t buy from you.

Here’s an example: energy-efficient light bulbs. If you bought
regular light bulbs, you would spend a certain amount on energy
costs and then replacing them regularly when they burn out.
The idea behind the new light bulbs is that they will last a lot
longer, meaning you don’t have to buy as many replacements,
and they will run more efficiently, lowering your electric bill each
month. Knowing that you’ll save money over the long term, the
bulb manufacturer charges a premium price up front, above and
beyond costs, based on the value of the product to you, the
customer.
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Another example, a customer might have a range of related needs
that cause him or her to buy five different products. You come up
with one product that does all five things. You might look to go
above your cost-based pricing because you are saving the
customer money (and simplifying things) by only making them
buy one thing. You just have to price your product below the
combined cost of everything the customer had to buy before.

Market Research-based pricing. The last method
we’ll discuss is based on the kind of research that marketing
firms do for businesses—and for a lot of money, we might add.
There are a lot of different methods that firms might use, but for
our purposes we’ll talk about just one, called the van
Westendorp Price Sensitivity Meter (or PSM, and named after its
creator, Peter van Westendorp). This model is all about the
customer and how he or she perceives the value of what you’re
selling.

A fair warning, the PSM comes with some scary-looking graphs
and number-work. But it’s actually not that complicated, and
you can use the insights that led to the model’s creation even if
you don’t want to go through all the precise number-crunching.
The PSM tries to find the Put simply, the.PSM tries to find
the range of prices where the
most people would be open to
buying from you. It identifies a
low point, below which too many
people would be skeptical of the quality of what they’re buying,
and also a high point, above which too many people think it’s

too expensive. ’g—
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Inside that range, then, it’s up to you to find the point that
makes a profit and fits with how you’re positioning your business
in the market.

To set up the model, a researcher surveys people with four
guestions about a particular product or service:

1. At what price would you consider x to be too expensive, that
you wouldn’t consider it?

2. At what price would you consider x to be too cheap, that the
quality couldn’t be very good?

3. At what price would you consider x to be starting to get
expensive—you’d still consider it, but you would have to
think about it?

4. At what price would you consider x to be a bargain, or
cheap?

You might get responses that look like this:

Too Cheap | Cheap | Expensive | Too Expensive _
0 10 15 20
02 8 20 30

And so on.

Then researchers graph the responses to each question, charting
the percentage of people at each price who think the price is
“Too Cheap,” “Cheap,” “Expensive,” and “Too Expensive.”
Presumably no one says the product is “Expensive” or “Too
Expensive” at SO. Likewise, everyone thinks the product is “Too
Cheap” or “Cheap” at SO.

Elin
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As the price increases, some people will start to think the price is
“Expensive” and then “Too Expensive,” until eventually everyone
has hit the upper limit. At the same time, fewer and fewer
people will think the price is “Too Cheap” and then “Cheap,”
until eventually no one thinks the price is a bargain. Now you
have four lines crisscrossing the chart, and the intersection
points, circled red in the sample below, give you your price
range.

Sample PSM

100%

50 51 52 53 4 55 56 57 SB 59 510

e T30 C heap Chesp Expensive s=Too Expensive

Where the “Too Cheap” line crosses the “Expensive” line is
considered the low end of your price range. Below that, too
many people think the price is too low. Where the “Too
Expensive” line crosses the “Cheap” line is considered the high
end of your price range. Above that, too many people think the
price is too high. In between is the range of acceptable prices. In
the sample chart above, that range is from just under S5 to just
under S7.
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Even if you don’t hire out an expensive marketing firm,
you can get some of the benefits of this pricing model. For
starters, you can ask the questions of yourself, and get
yourself thinking like a consumer. What prices would
interest you, and what prices might make you skeptical or
turn you away? You can also mimic the strategy on a
smaller scale by going to people you know and getting
their honest feedback about your products and services.
Instead of 400 responses, you might have 10 or 20, but it’s
a good place to start. But be careful to make sure you’re
getting honest feedback—don’t do anything that might
make people edit their responses to avoid hurting your
feelings, or prejudice their answers by talking about your
own ideas of pricing. You can still get a good idea of an
appropriate price range.

Within that range, you’ll need to consult several factors
(and use trial and error) to find the price that’s right for
you:

* Costs. You don’t want to drop below your cost, making
that the real lower bound.

 Competitors. Where are your competitors priced
inside that range?

€
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* Positioning. How are you
positioning yourself in the
market compared to those
competitors? Are you the
budget option and looking to

beat them on price, or
a high-end option that competes on added value and

can price at or above the rest?

e Strategy. Are you more interested in maximizing
profit by finding the most profitable price point, even
if it means bringing in fewer customers (the Apple
strategy), or are you trying to maximize revenue and
bring in as many customers as you can, even if the
profit margin slims (the Amazon strategy)?

Are you looking to
maximize profit, like
Apple, or to maximize
revenue and market
share, like Amazon?

The Psychology of Pricing

Once you have a grasp on the right pricing for your
business, there are some fascinating psychological studies
offering some extra tips for getting the most value from
your pricing. Here are a few.

The Super-Number “9.” Have you noticed how

many prices end in the number “9”? You have so many
products priced at $X.99, and then at $9, 529, $99, etc.

€
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Why? Does it really work? In a
word—yes. Researchers from MIT
and the University of Chicago
tested using different prices on
the same items, and found that
prices ending in “9” outsold the
same item priced for less.’ In the study, clothes priced at
S39 sold better not only than the same clothes priced at
S44, but also priced at S34. We as consumers are trained
to see the number “9” as signifying a bargain, while other
numbers, even if they represent a lower price, don’t send
the same signal. It’s the same reason so many items are
priced at $X.99—it gets us thinking about the value.
Conversely, businesses that want to send the message
that they are more upscale will use a round number, first
with whole dollar amounts and sometimes just hitting the
nearest round price point. Depending on your brand
positioning, price accordingly.

We as consumers
are trained to see
the number “9” as
signifying a
bargain.

Anchoring. The way consumers perceive the price of

your product is strongly influenced by other numbers they
are encountering at the same time, an effect known as
anchoring. If you put an item next to something that’s a
lot more expensive, suddenly it looks like more of a
bargain. Put it next to something a lot cheaper, and it now
looks unreasonably expensive.
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The high anchor increases value, the low anchor
decreases it. Researchers from Stanford and Rice tested
the effect in eBay auctions, and found that framing the
same item, with identical starting prices, next to cheaper
or more expensive items made a big difference in the final
price. A $1.99 CD surrounded by $6.99 CDs ended up
going for a lot more money
than a $1.99 CD surrounded by
$0.99 CDs—although, oddly
enough, drawing attention to
the comparison essentially
cancelled the effect. " If you

want to increase the perceived
value of an offering, surround it with other higher-priced

alternatives.

If you want to
increase the perceived
value of an offering,
surround it with other
higher-priced
alternatives.

Options. When you give people choices, they tend to

do funny things. For example, if you have three offerings
at different price levels, you might think that you’re
maximizing your revenue because more people will find
an option that fits what they want. But what you’re
actually doing is steering more people toward the middle
option. Researchers found that when offered two kinds of
beer, one for $1.80 and one for $2.50, a majority of
people chose to buy the more expensive beer. They then
tried expanding the list to three, with different options.

€
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Adding an even cheaper beer, just $1.60, they found that
now the sales numbers reversed, and a huge majority
chose the $1.80 beer, with just a few going for the
cheapest or most expensive choices. The researchers then
replaced the extra-cheap $1.60 option with an extra-
premium $3.40 beer. This time, the vast majority went to
the $2.50 beer, with just a few choosing the others. In
each case, when presented with three options, the middle
drew the best. '

The exception comes when you use a useless price point,
as in the famous pricing of The Economist magazine. You
could get an annual web-only subscription for $59, a print-
only subscription for $125, or a print-and-web
subscription for...5125. Wait, what? That’s right, print-
and-web was the exact same as just print. Dan Ariely from
MIT studied the reason. Surveying his students, he found
that presenting them with those prices drove almost all of
them to the $125 print-and-web subscription, with a few
opting for web-only and exactly zero to the print-only
choice. But with another group of students, he removed
the print-only option, so that there were only the $59
web-only and $125 print-and-web choices. This time, a big
majority went with the web-only option.

€
g9SmallBiZ // Page 16 in


https://www.facebook.com/gsbmembers
https://www.facebook.com/gsbmembers
http://www.twitter.com/gosmbiz
http://www.twitter.com/gosmbiz
http://www.linkedin.com/company/gosmallbiz.com
http://www.linkedin.com/company/gosmallbiz.com

The seemingly useless $125 print option wasn’t there to
get people to purchase it; it was there to get people to
buy the print-and-web subscription! The lesson? A price
point that is obviously inferior to another option will make
more people see value in that other option. So if one
package or product is your biggest priority, having a
useless price point nearby will drive people to it.

Conclusion

Pricing might not be easy, but don’t let it overwhelm you.
By looking at your costs, the actual value you’re providing
to consumers, and the value people perceive in your
business, you can find the right range and narrow in on
the sweet spot that brings in customers, revenue, and
profits. And don’t forget about the psychological factors,
either—customers are human beings, an eclectic mix of
quirks, habits, and urges. Sometimes all it takes is the
slightest push.
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Does your business
need Pricing advice?

Let us help.
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