	

	Set the best price for your product
By Curtis D. Frye

Determining a price for a product that maximizes revenue is an ongoing process that challenges the best business planners. The first step in developing a pricing strategy is to collect data about the buying habits of your customers. You can use that data to calculate a product's price elasticity of demand, which is a measure of how price changes affect consumers' willingness to buy a product.

Pricing strategy plays a critical role in fleshing out a company's budget. Pricing is used to project sales revenue and calculate profit and loss. In addition, some pricing strategy tasks, such as collecting pricing data and positioning products in new markets, can be expensive. Budgets need to account for these costs as required line items.

Collect pricing data

The first step in a pricing strategy is to collect data about how changing prices affect buying habits. You can initially sell your product in a limited number of markets to get a feel for how your customers react to the product. Sell your test product at slightly different prices in each market to determine the price that produces the most revenue.

Another way to collect pricing data is to compare historical sales data about similar products your company sells. Or you can purchase historical sales data about similar products sold by competitors.

You can learn about buying habits by asking your customers directly. Conduct surveys to determine your customers' sensitivity to a product's price changes.

Price elasticity of demand

With a product's pricing data in hand, you can calculate price elasticity of demand, which is a ratio that measures how price variations affect customer purchases. In mathematical terms, price elasticity of demand is calculated as the percent change in product demand divided by the percent change in product price:

Price Elasticity of Demand = % change in demand / % change in price
To calculate the percent change in demand, find the difference between the quantities purchased at each price and divide the difference by the average of the two quantities:

(Quantity2 – Quantity1) / ((Quantity1 + Quantity2)/2)
To calculate the percent change in price, find the difference between the two product prices and divide the difference by the average of the two prices:

(Price2 – Price1) / ((Price1 + Price2)/2)
Sample calculation

Follow these steps to calculate the price elasticity of demand when a product's price changes from $24 to $26, using figures from the table below:

Price

Quantity purchased

Total revenue

Price 1
$24

45

$1,080

Price 2
$26

43

$1,118

1. Calculate the percent change in demand between Price 1 and Price 2: 

(43 – 45) / ((45 + 43) / 2) = –2 / 44 = —0.045 (or –4.5%)
2. Calculate the percent change in price between Price 1 and Price 2: 

(26 – 24) / ((24 + 26) / 2) = 2 / 25 = 0.08 (or 8%)
3. Divide the percent change in demand (result of step 1) by the percent change in price (result of step 2) to determine the price elasticity: 

–4.5 / 8 = –0.56
The price elasticity of demand when the price increases from $24 to $26 is –0.56.

Interpreting price elasticity of demand

The first thing you can do when interpreting the price elasticity of demand value is to ignore any negative signs. All you're concerned with is the size of the value.

When the price elasticity of demand between two prices is equal to 1, the total revenue stays the same. This indicates that the price increase exactly offsets the lower number of sales.

When the price elasticity of demand between two prices is less than 1, total revenue goes up. This shows that customers are not bothered by the product's price increase and continue to buy it at the new price.

But when the price elasticity of demand between two prices is greater than 1, total revenue goes down, indicating that customers do not buy enough of the product at the higher price to offset the price increase.

Sample calculation

As an example, consider the data for a product sold at three different prices in the following table.

Price

Quantity purchased

Total revenue

Elasticity

Price 1
$10

25

$250

Price 2
$12.50

20

$250

  1

Price 3
$15

12

$180

  2.75

In this case, the price elasticity of demand between Price 1 and Price 2 is equal to 1. It doesn't matter whether the price of your merchandise is $10 or $12.50 — consumers will buy enough goods at the higher price to generate the same amount of total revenue.

The price elasticity of demand between Price 2and Price 3 is 2.75. In this case, it does matter if you increase your product's price to $15. Fewer customers are willing to buy your product at that price, so your total revenue goes down significantly.

Factors affecting price elasticity of demand

Calculating a product's price elasticity of demand helps you plan your pricing strategy. But the cold, impersonal math used to calculate price elasticity of demand doesn't account for every element affecting the demand for your product.

Here are some other factors to consider when you evaluate how price changes affect product sales: 

· Access to substitute products   Many customers don't care which brand of laundry detergent they buy. They may choose a competitor's product if you raise your product's price. 

· Item cost as a proportion of income   Understand the disposable income level of your customers. The demand for products that consume a larger proportion of a customer's budget will likely decrease as prices increase. 

· Item necessity   Milk? Necessary. Bread? Necessary. Hand-roasted premium coffee beans? A luxury. Increased prices for luxury products tend to lessen demand. 

· Duration of the price change   Reduced prices during a sales event can drive up demand in the short term, building valuable brand identity and word-of-mouth advertising. 

· Item attractiveness   Athletic shoes and some types of clothes are valued as status symbols in some markets. These items command higher prices than they would in markets where they are considered normal commodities. 

Monitor price elasticity of demand

Finding a product's price elasticity of demand isn't something you can do once and forget about. You need to monitor your competitors' prices and sales continually so that you can re-examine your pricing strategy to maximize revenue. And whenever your pricing strategy changes, make sure you update your budget to reflect changes in projected revenue, profits and loss, and pricing strategy costs.

About the author   Curtis D. Frye is an industry analyst and author of Microsoft Office Excel 2003 Step by Step and several other books from Microsoft Learning.
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