Psychology of pricing
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Who hasn’t seen advertisements for cars for “only 29,995” or for stereo systems on sale for “just $999”?   One part of us says uh-uh and the other part thinks what a good bargain this must be, a great car like that for sale in the twenties. Just as consumer behavior is deeply intertwined with psychology, so too is pricing theory.

Pricing can also be psychological as in odd pricing.  That is, pricing a good at $9.95 so it appears to be under the $10.  We know it isn’t the case (9.95 is a lot closer to $10 then it is to 9 or 8 and  $29,995 actually means 30,000).  However, time and again research has been conducted and concluded that the eye sees only the far digit and extrapolates from there.  We see it as twenties and therefore think it is in the twenties.  And perhaps as a  part of us so wishes it to be true, we ignore the obvious and believe.

The counterpart to odd pricing is even pricing. Even pricing is pricing items on natural price points such as $1.00, .50, 10.00, etc.. When the Wall Street Journal decided to increase its price from $.50, it did not increase 10% to $.55 or twenty percent to $.60 but a whopping fifty percent to $.75.  Yet its clientele hardly raised an eyebrow over the steep increase.  The paper is typically sold through paper vending machines , through bookstores, coffee-shops or news outlets.  Perhaps the increase needed was only 15% but charging $.58 would have meant an inordinate amount of change and hassle (not to mention having to purchase new vending machines to accommodate the extra coinage possibilities and to provide correct change).  Most people carry quarters; few carry such a combination of pennies, nickels and dimes to have meant having correct change.  And in lieu of correct change, the user would have to either find a shop to provide change or do without.  In this busy world, any extra effort means less potential sales. A dollar means a quarter back.  The vendor can react quickly to get to the next customer, the businessperson can get his desired paper.  The transaction is over in an instant.  A brief glance at any self-service display will indicate even pricing—from the $.50 daily newspaper to its Sunday edition at $l.25 or $1.50 The level of interaction between retailer and user is minimized to an acceptable degree and the denomination required is common enough that the user should readily have bills available.  

 A third type of psychological pricing point is called Prestige Pricing. Prestige Pricing has a backward bending demand curve ( a reverse ‘U’’).   What happens in this case is the most interesting of the three examples.  Let us presume a premium product that most consumers would consider prestigious (Guggi handbags, Tiffany jewelry,  Rolls-Royce, Diamonds, etc.) is not selling as well as it should be (or its manufacturer forecasted it to do ).  The company using normal economic logic decides to cut prices to spur sales (lowering the price should increase demand).  Having done this, they watch sales continue to slide instead of increasing.  What they have just encountered is the Prestige Pricing effect.  Some goods are priced high and are expected to be priced high.  Any lowering of their prices will turn-off their buyers.  The good’s quality may now be questioned or (more than likely), since the price was lowered, more people can now purchase the good and by doing so, has made the good less desirious by the previous users.  Instead, the company should have increased prices and created the image of hard-to-get, limited supply, and increased its desirable among the elite.  It appears contrary to normal logic but remember understanding human behavior is an art, not a science.

Everyone knows about the law of supply and demand:  as price increases, quantity demanded decreases; as price decreases, quantity demanded should increase.  However with the psychology of pricing combined with human nature, sometimes this law can be repealed.  For example, Manager of Company X decides he needs additional margin and increases price, fully expecting and prepared for a downturn of demand.  Instead quantity increases.  He is perplexed until he surveys the new buyers.  Buyer A indicates he is afraid there will be a shortage of product and decides to buy now.  Buyer B indicates she looks to price as a signal of quality since higher price indicates higher quality, the quality of Company X’s products must have increased.  Buyer C says higher prices indicate still higher prices may be in the future and he better buy now before prices climb higher.  

The Manager of Company Y has overstocked and decides to lower prices which should therefore clear out his excess inventory.  Instead, sales almost dry up.   He goes to regular buyers and ask why.  Buyer D says since the company lowered prices, he expects them to lower prices more and is waiting for a still better deal.  Buyer E indicates lower prices mean lower quality goods and he is no longer interested in the lower quality goods he perceives Company Y to be offering.  All he can do is wonder.

Sometimes pricing requires more an understanding of human behavior than it does of margin analysis and mark-ups.

