INTRODUCTION


The intangibility factor inherent in services  complicates the pricing of services  (Dearden 1978; Lovelock 1981; Thomas 1978).  Traditionally, most service firms have used cost-oriented pricing strategies. Though 63 percent of the service firms base their prices on costs, a significantly lower number of service firms (36 percent) base price on competition and market willingness to pay (Zeithaml, Parasuraman, and Berry 1985).  Although service costs may be difficult to calculate, service companies apparently make estimates of costs to allow for a profit.  Nonetheless, competition-oriented pricing, although simpler, may not assure covering costs. In contrast, willingness to pay is a demand-oriented pricing strategy.  Demand-oriented pricing still can be as  difficult to implement as cost-oriented pricing and, additionally, it does not guarantee that costs will be covered (Zeithaml, Parasuraman, and Berry 1985).  


Another demand-oriented method of pricing not commonly discussed in the literature is differential pricing.  Differential pricing (aka price discrimination) is charging different prices for the same service to different segments, when the price differences are not justified by differences in cost.  It is of value to service firms since they can make additional profits by using intelligent price discrimination between customer segments. This paper discusses the various steps in differential pricing, integrates the economics of differential pricing with the marketing perspective, explains the concept of differential pricing with the help of a mathematical model, and illustrates the concept of differential pricing by using an example of  the hotel industry.

Differential Pricing


The model of price discrimination used by Cannon and Morgan (1990) provides an important analytical insight into many discriminatory pricing practices.  For instance, the model explains why medical doctors may charge different fees for different patients and why lawyers' fees are related to the amount of money involved in the case rather than the amount of work involved (Awh 1988). Howcroft and Lewis (1989) discuss the use  of price differentials in the retail bank market.That is, in both cases, the prices charged are not proportional to the marginal costs incurred in producing the service.  The problem, however, is not so much one of pricing as it is how to administer the differential scheme without alienating customers or violating legal restrictions. 



To illustrate the concept of differential pricing, the example of a monopoly maximizing profits is enlightening. A monopolist who knows the demand curves of each customer attempts to extract the maximum amount possible from them.  Thus, the monopolist charges each customer the maximum sum the customer is willing to pay rather than go without the commodity.  That is, the monopolists attempts to take away the entire consumer surplus.  Most firms cannot act as a monopolist.  Colvin (1994) indicates that bysegmenting by  competitive advantage, user perception, type of customer, and costs and margins, price differential can be achieved in many businesses.  In order to successfully adopt the method of differential pricing the following conditions should be satisfied:

1.
The firm should be a large one  (in terms of market share; large chain of hotels, for example).

2.
The firm should be able to estimate the demand curves of consumers (hotels can do this by examining the occupancy rates from historical data) (Awh 1988).

STEPS FOR DIFFERENTIAL PRICING



The steps a firm must take to achieve a differential pricing policy are as follows:

1. Select target market.


The target market is already selected when the product is positioned.  For differential pricing the firm needs to go one step further and divide the target market into smaller segments. 

2. Divide the target market into smaller customer segments.


Developing a service strategy is an essential step toward choosing an optimal mix and level of service for different customer sets.  The essence of any customer service strategy is to segment the customers to be served.  As with classic market segmentation, the goal is to isolate a reasonably homogenous set of consumers that can be served at a profit.  Thus, the target market is divided into several narrow customer segments. Until it segments, a hotel or a field force of computer engineers may see huge and apparently random fluctuations in demand.



A comprehensive review of market segmentation literature concluded that the field has become too fixed in its ways and that new conceptualizations of the segmentation problem should be explored (Wind 1978).  One convention that bears examination is the equating of market segmentation with customer segmentation. Customer service segments differ from the usual market segments in significant ways.  For one thing, customer service segments tend to be narrower (Davidow and Uttal 1989).  Also, the narrower the segments the more homogeneous they tend to be; and it is easier to estimate the demand of the consumers. 


Markets can be subdivided by usage situation (see Table 1).  Although almost every conceivable person-based characteristic has been used to segment markets over the last two decades, there has been a disturbing lack of consideration of the usage situation as a basis for defining product/service markets and modelling consumer choice (Leigh and Marin 1981, Shocker and Srinivasan 1979).  Market segmentation requires an understanding of the what, when, where, how and why of demand.  As demand results from the interaction of a person with his or her environment,  a segmentation perspective that includes both the person and the situation is needed to explain demand and target marketing strategy.  It helps distinguish, for example, between the heavy beer drinker who seeks to "escape" and the heavy beer drinker who seeks "social accommodation," the young athlete who drinks beer to quench his/her thirst and the young college party-goer (Dickson 1982).  In the service industry distinct lines of demarcation can be drawn, say, to divide the different types of customers for a hotel; the vacationer, the business traveller, and the transit passenger (see Table 1).  The target market can thus be segmented into smaller customer groups based on the attributes of users and characteristics of the usage situation.  The "usage situation" gives the hotelier a guideline to segment his/her customers.


Customers' perceptions of the service varies, depending upon the usage situation.  Even voters' perceptions of and preferences for politicians may change depending upon whether voters expect the politician to be used in peace time, in a world crisis, in war, in a depression or in good times (Dickson 1982).  Wind (1978) suggest that different marketing decisions should use different segmentation bases; for example, a price sensitivity basis for price decisions.  Thus, once customer segments are identified, the next essential step for the determination of price is estimating the demand for each of these segments.

3. Estimate demand for each customer segment.



Customer demand can be estimated by a method suggested by Oren, Smith, and Wilson (1984).  According to this method, there are many customers in the target market, each with different characteristics summarized in an index, say, t indicating the customer's type.  Presume that there is a continuum of types with indices arrayed in an interval t0 < t < t1.  The fraction of the population whose types are less than an index t is given by a distribution function H(t) (which forms a customer segment as described in the previous section) that is assumed to be continuous and strictly increasing.  It simplifies notation  to let s = H(t) be this fraction, so that t = H(s), and s is uniformly distributed on the interval 0 < s < 1.  Thus we can use s to denote a customer rank or type equally well.  This method is more practical for product markets, but with slight modifications it can be applied to services as well.  In practice, of course, the customers' demand behavior must be estimated from market data.

4. Determine reservation prices (which indicate willingness to  pay) for each segment.



Reservation price indicates the maximum amount a customer is willing to pay for a product or a service (Guiltinan 1987).  The reservation price of the customer indicates their willingness to pay and is the underlying bench-mark for setting different prices for different customer segments.  Classifying customers by the value they place on the service often creates a rough idea of the cost of satisfying them and the price they are willing to pay.  Service sellers can use differential pricing only if they can estimate the distributions of the reservation prices.  The amount by which the reservation price exceeds the actual price is the consumer's surplus.  The reservation price indicates the utility of the service to the consumer.  The reservation price would hence depend upon the value the customer places on the service (see Table 1) and the number of different firms from which the customer can choose to buy the service from.

                     Rp = f(V,N)                            (1)


where: Rp = Reservation Price

             V  = Value of service to the consumer

             N  = Number of firms offering a similar service 

5. Determine prices for each segment.


The above steps are illustrated for the hotel industry in Table 1.



The Concept of Value 


The concept of value can be better understood in the light of the "means-end chain approach" (Cohen 1979).  The means-end chain approach to understanding  the cognitive structure of consumers holds that product (service) information is retained  in memory at several levels of abstraction (Cohen 1979; Myers and Shocker 1981; Olson and Reynolds 1983; Young and Feigen 1975).  The simplest level is the product attribute; the most complex level is the value or payoff of the product to the consumer.  Young and Feigen (1975) depicted this view in the "Grey benefit chain," which illustrates how a product is linked through a chain of benefits to a concept called the "emotional payoff."


Product/Service-----Functional-----Practical-----Emotional

                          Benefit        Benefit       Payoff


Consumers thus organize information at various levels of abstraction ranging from simple attributes to complex personal values.  What constitutes a value--even in a single product category--appears to be highly personal and idiosyncratic (Zeithaml 1988).  


There are different definitions for value.  In this model we take the definition of value as "what I want in the product/service" (Zeithaml 1988), because it is a determinant of reservation price (see Table 1).  The above definition of value  says that the benefits received from the product/service as the most important components of value.  It also agrees with the economists' definition of utility, that is, a subjective measure of the usefulness or want satisfaction that results from consumption.  This definition  has also been expressed in the trade literature by Schechter (1984) who defines value as all factors, both qualitative and quantitative, subjective and objective, that make up the complete shopping experience.  In these definitions value encompasses all relevant choice criteria.   Thus, Zeithaml's (1988) definition of value was considered appropriate because it can be measured with the help of Likert scale ratings of consumers for practical purposes.

The Number of Competitors Offering The Service   


The greater the number of firms offering the service the lower will be the reservation price of the consumer.  Whereas if the customer has only a limited number of firms to choose from and the service under consideration is an essential one (like a medical service, or a legal service), then the customer's reservation price becomes higher; in other words his or her willingness to pay increases (see Table 1 for illustration of this concept in the hotel industry).

THE PROPOSED MODEL


Henderson and Quandt (1958) describe an approach which demonstrates the theoretical basis for using price discrimination when it is feasible.  The current model is developed using their model as a basis.


Suppose Rp1, Rp2,...,RpK be the reservation prices for k different customer segments.  In discriminatory pricing, the firm charges RpK instead of the original pK for which the customer in the kth segment could have obtained the product because the customer is willing to pay that much.  In order to explain the model we consider just two customer segments.  If the goal of short-term profit maximization is employed, the benefit of price discrimination can be determined:

Rp1 (1+ Q1/Rp1 * dRp1/dQ1) = Rp2 (1+ Q2/Rp2 * dRp2/dQ2)= MC (2)                                                               

where:  Q1 = 
Quantity of service expected to be purchased in segment 1 

             Rp1 = 
Reservation price of customers in segment 1

        Q2 =
Quantity of the service expected to be purchased in segment 2

       Rp2 = 
Reservation price of customers in segment 2

       MC  =
Marginal cost of production


The first two terms in equation 2 describe the marginal revenues in segments one and two, respectively.  This result suggests that if the marginal revenue from one market segment is higher than from that from the other segment, profits can be maximized by shifting to the market segment with the higher marginal revenue until the equality in the above equation is obtained (Kotler 1972).  Thus, selling larger quantities to the segment which brings higher marginal revenue increases profits, because the marginal cost remains the same for all segments. In the above model, if Rp1 > Rp2, then the service marketer can take advantage 


The additional profits the firm makes through differentialpricing in k segments is shown by equation 3 below:

PR = (Rp1-p1)Q1 + (Rp2-p2)Q2 + . . . + (Rpk-pk)Qk          (3)

where: Q1, Q2,...,Qk     =
the quantities of service expected to be purchased in each of the segments 1,2, ...,k respectively.

       Rp1, Rp2,...,Rpk  =
the reservation prices in segments 1, 2,...,k respectively.


The service marketer in a highly concentrated industry can  take advantage of the "willingness to pay" of different customer segments.  The segments as discussed earlier would depend upon the usage situation; for example: purpose of stay in the case of hotel services.  Also, only those service industries can take advantage of differential pricing, in which the target market can be divided into narrow customer segments.  This is because, the narrower the segment the easier it is to estimate demand; and knowledge of demand is essential to adopt a differential pricing strategy.

DISCUSSION


Defining markets and demand in terms of people and usage is not a new idea.  National Analysts introduced their concept of occasion-based segmentation in the mid-1970s.  In reporting on the technique McDonald and Goldman (1980) did not deny the existence of stable personal needs that generalize across situations, but they argued that in addition, certain situations can evoke fairly standard consumption roles.   The approach has been used to increase consumption among current users by developing new situation usage campaigns (e.g., "orange juice isn't for breakfast anymore").  The service marketer can also emphasize the motivational insights of different usage situations of customer segments.  It would enable him to define the customer segments better which is an essential criterion for differential pricing.  


Sandell (1968) did not believe that the observed situation-specific beverage preferences resulted from different needs.  He claimed that only one single drive existed--thirst. Some other possible goals that people seek in consuming beverages are to relax and reduce shyness, sedate, cool down, warm up, stimulate taste buds, aid digestion, relieve throat irritation, provide nutrition and vitamins, celebrate and impress others. Thus a manufacturer or retailer's product (service) line can be viewed as a range of products (services) catering to the needs of a diversity of person-situation market segments.  The important point is that it is not the people or situations that are segmented , but the demand curves.  These demand curves reflect the needs that arise from consumers' interactions with usage situations.

CONCLUSION


Differential pricing can be practiced by those service marketers who have a high market share within their specified industry. For example, a medical practitioner would charge differently to different customer segments, if there are a very few competitors in that particular location. Also the fewer the number of doctors, the greater the customer's willingness to pay because of the essentiality of the service.  In other words, the service marketer can make an "all or nothing" offer to his different customer segments in the case of essential services like  medical or legal services, if he  has a considerable market share. This is because people are constrained by time and mobility, and the monopolist can take advantage of the situation if he has a fair knowledge of their reservation prices. 

