	IGCSE BUSINESS STUDIES



PRICE

So, a business has decided upon what product or service it is going to provide.  It has done its market research and it knows the target market it is aiming for.  What it needs to do now is move onto the second step in the marketing mix, which is to set the price.  

[image: image1.wmf]There are two ways of looking at this problem.  One is to use the laws of supply and demand.  Those of you studying economics as well as business studies will know all about this already.  
Things look different when looking at the problem through the business studies perspective.  Pricing will depend upon the objectives that the company is trying to achieve.  As you can see from the diagram below, firms may be interested in making as much profit as possible but this is not the only objective a business may have.  

If the firm wants to increase market share it may have to charge a lower price so that it can entice customers away from existing products and therefore build up brand loyalty.  Or maybe a firm wants to get rid of the competition in the market altogether and sets a really low price for as long as it can afford to.  All of these techniques have special names and you must know what they are called and when they are used.
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Below is a table that names several important pricing strategies.  Use your textbook and any other sources and complete the table.

	PRICING POLICY
	DEFINITION
	WHEN MIGHT IT BE USED?



	Market led/competitor pricing
	
	

	Skimming pricing
	
	

	Penetration pricing
	
	

	Promotional pricing
	
	

	Cost plus pricing
	
	

	Discrimination and Differential
	
	

	Loss leaders
	
	

	Psychological pricing
	
	


TASK

Now complete Activity 19.3 from page 269 of your textbook on lined paper and add to your workbook

PRICE ELASTICITY OF DEMAND (PEd)
An important concept in economics is that of price elasticity of demand.  This measures how much demand changes if you change the price of a product.  This is very useful to know when businesses are setting prices for products and services.

Price elastic demand

Some goods have price elastic demand.  That means that when the price is dropped by 1% the level of demand rises by MORE than 1%.  This means that if prices are lowered, turnover actually increases!  (Not necessarily profit though).  This is used in industries for LUXURY goods (not necessities) such as electronics and holidays.  That is why shops like Al-Ghanims and Eureka are always having sales.  People see what they think is a bargain and buy more at the sale price.

 Calculating price elasticity of demand (PEd)

PEd compares the percentage change in quantity demanded with the percentage change in the price which caused it.  We write the formula like this :

	PEd
	=
	% change in quantity demanded

	
	
	% change in price


Example

Personal stereos go up in price from £20 to £25.

The quantity demanded drops (contracts) from 1000 per week to 500 per week.

In this example, demand has changed by a greater percentage than the price, therefore we can say that personal stereos are demand elastic.  That is, each 1% rise in the price leads to a 
- 2% change in quantity demanded.

[image: image3.wmf]
PEd = less than 1 then demand is inelastic
PEd = more than 1 then demand is elastic
PEd = 1 then demand is unitary elastic
Question

A supermarket is thinking about having a sale – in order to attract customers.  It wants to know how price elastic the demand for its products is.  Below is some data that they gathered from when they had previous sales.

	
	Milk
	Digital Camera
	Newspaper



	
	
	
	

	Original price


	£2
	£800
	£0.80

	New price


	£1.50
	£600
	£0.60

	
	
	
	

	Original demand


	4000 per month
	50 per month
	6000 per month

	New demand


	4500 per month
	150 per month
	6500 per month


In the table below, calculate the PEd for the three items above.

	
	Milk
	Digital Camera
	Newspaper



	
	
	
	

	Change in QD


	
	
	

	Change in price


	
	
	

	
	
	
	

	Elasticity


	
	
	

	Comment on the value


	
	
	


So you can see that although the % change in the price was always the same, consumers responded to that change in different ways, depending on the good in questions.

FACTORS WHICH AFFECT PEd

So, what makes some goods price elastic and some inelastic?  There must be a reason.  Some of the most important ones are set out below.

The number of substitutes

[image: image4.wmf]When consumers can chose between a large number of substitutes for a particular product, demand for any one of them is likely to be price elastic, as when the price of one rises, people will switch to an alternative - cheaper - option.  For instance if McDonalds suddenly charged £10 for one burger, then most people would switch to a competitor such as Burger King, Hardees, Wendy’s etc.

[image: image5.wmf]
Demand will be price inelastic when there are few substitutes to choose from.  Examples of this are milk and medicines, which have few substitutes.  You can’t really put anything else over your cereal in the morning – or in your tea – other than milk (well, not unless you’re a bit weird).

The period of time

[image: image6.wmf]
If the price of a product rises, consumers will search for cheaper substitutes.  The longer they have to look around and comparison shop, the more likely they are to find one.  Demand will therefore be more price elastic in the long run.

The proportion of income spent on a product or service

[image: image7.wmf][image: image8.wmf]Goods, like matches or newspapers, may be price inelastic because they do not cost very much and any rise in their price will only take a little bit extra out of a person’s income.  For instance, even if the price of a box of matches doubled from 25p to 50p, it probably wouldn’t make many people say “Oh, that’s FAR too expensive – I’m not paying 50p for a box of matches!”  However, if the price of buying a 4 wheel drive car was to double this could mean paying an extra £15,000 or more for the car.  This is a considerable part of a person’s income.  Demand is likely to be price elastic.  This is true for most luxury goods.

PEd and revenue

So, the supermarket we saw earlier now knows the PEd of the three goods (milk, a digital camera and newspapers). However, that alone is probably not much use to them.  What they REALLY want to know is – if they change the price of the goods, will they make more money than before ….. or less?

To find this out we need to use the formula for revenue (remember, revenue means the same as income, turnover or sales – but is NOT the same as profit)

	revenue 
	=
	price 
	x
	quantity


Complete the table below to find out if the price changes are a good idea or a bad idea.

	
	Milk
	Digital Camera
	Newspaper



	
	
	
	

	Original revenue


	
	
	

	Revenue after changes


	
	
	

	
	
	
	

	Difference in revenue


	
	
	

	Good idea?


	
	
	


Fill in the missing words with those listed below.

Demand is price elastic when the % change in quantity demanded is …………….  than the %

change in price.  A fall in price will cause a ………………extension in quantity demanded so 
that total sales revenue ……………….  If price increased, total revenue would ………………..

Demand is price inelastic when quantity demanded changes by a ………………..  % change in 

price.  A fall in price will cause a ……………….  extension in quantity  demanded so that total 

sales revenue  ………………….  A rise in price therefore causes total revenue to ……………….  

	more
	smaller
	small
	fall

	large
	rises
	falls
	rise 


Pricing past paper question – Paper 1 November 2003

The table below gives some data about the cost structure of Company B, a fashion-clothing manufacturer.

Cost Data for Company B

	Output per week (units)
	100 
	200 
	300

	Direct unit labour cost ($) 
	20 
	19 
	18

	Direct unit material cost ($) 
	25 
	22 
	18

	Weekly overheads ($) 
	2000 
	2000 
	2000


(i) 
Give an example of an overhead cost.




[1]

	

	


(ii) 
As output increases, the unit labour cost falls and the unit material cost falls.  Explain possible reasons for this.




[4]

	

	

	

	

	

	


(iii) 
The company uses a cost plus method to determine the price that it charges for its products. It works out the unit total cost and adds on 75%.

Calculate the average unit selling price if 300 units are produced each week.









[4]

	

	

	

	


(iv)
Is this cost plus pricing method always the best method to use for a fashion company? Explain your answer.




[6]
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