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Pricing is not a math problem

It's a judgment problem



Toast
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Toaster

Mechanical timer lets you get exactly the degree of toasting you prefer
Faster warm-up ensures perfect browning right from the first slice
Defrost setting for frozen bread before toasting

Bagel setting to warm one side and toast the other

Award-winning ProHeat elements guaranteed for two years
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Toaster

Mechanical timer lets you get exactly the degree of toasting you prefer
Faster warm-up ensures perfect browning right from the first slice
Defrost setting for frozen bread before toasting

Bagel setting to warm one side and toast the other

Award-winning ProHeat elements guaranteed for two years
Superlative quality, hand-assembled in England

lconic design, stainless steel costs manufacturer $70 to make it

Dualit brand, available at Williams-Sonoma

It's the same toaster that Queen Elizabeth uses at Buckingham Palace



Dualit Classic Toaster




Dualit Classic Toaster

$259.95
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How might we think about pricing?

e Standard model of supply and demand is powerful. It has some very nice
features for understanding pricing
o Downward sloping demand curves, utility and preference
o "Elasticity" that links change in quantity to change in price
o Supply curves, marginal costs of production and variable unit costs
o Buyers and sellers use reason to make decisions

e But the standard model is less useful when managing pricing
o New markets where demand is highly uncertain
o Software, digital services where variable unit costs approach zero
o Markets where humans make decisions only partly based on reason
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... in a different way?

e Behavioral economics offers helpful modifications to the standard model
o Intuition and reasoning operate together in a compound system
o "Utility" is reference-dependent and loss-averse
o Complex decision-making is simplified using prototypes as anchors,
and accessible analytic techniques

e You can use four simple tools to improve your pricing judgment
Map substitutes and complements for your product

Design for both the intuitive and the rational p.o.v. of users
Create value-based prototypes (perceived value > price)
Build assortments to probe demand and increase conversion

O O O O
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Standard model - classical economics

Milton Friedman

Adam Smith
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Daniel Bernoulli

Paul Samuelson



Standard model - supply & demand

Price

Supply

Demand

Quantity



Nice features - demand

Price
[\Downward sloping demand curves
based on utility and preference
p Elasticity of demand
{ (% change in q / % change in p)
pl
Demand

Quantity



Nice features - supply

Price

Supply

NN

Based on marginal costs of production
and variable cost per unit

Quantity
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Nice features - rational actors
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Supply

-

--------------------------- Buyers and sellers use reason to make
! decisions that maximize their own

utility >

Demand

Quantity



Problems with the standard model

In new markets preferences and utility have not been
established, therefore no demand curves

In software and digital services, variable costs and
marginal costs may approach zero, makes supply
curves behave in weird ways

Dis-utility from losses is not proportional to utility from
gains

Human psychology is burdened with / blessed by
perception and intuition alongside reason



The psychologists

Daniel Kahneman and Amos Tversky
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Behavioral economics helps

Kahneman and Tversky described a compound cognitive system, where intuition and reason operate

together
Intuition (S1) Reason (S2)

e "Trusting plausible judgment" e (Careful, based on doubt

e Fast (like perception) e Slower, more effortful

e Automatic (like perception) e Accesses stored analytic

e Quickly accesses prototype techniques and methods
answers and suppresses e Higher processing costs, higher
uncertainty cognitive load

e Low processing cost, low e (Good at monitoring S1 but only
cognitive load if prompted to investigate

e Prone to errors

Source: "Maps of Bounded Rationality: Psychology for Behavioral Economics," Daniel Kahneman's lecture December 8, 2002 when he received the Bank of Sweden Prize in
Economic Sciences in Memory of Alfred Nobel, Stockholm, Sweden. Reprinted in The American Economic Review, vol 93, no 5 (December 2003).
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Behavioral economics helps

Buyers make hard decisions by accessing mental anchors like substitutes or complements, and stored
analytic methods (in that order)

Substitutes
S1: "It's kind of like
that other product |
bought that time."
"l don't know if | Complements
should buy this
product. What or
does it remind
me of?"
S2: "Nothing comes ta Stored, accessible analytics
mind. What tools can |
Breakeven

use to decide?" Expected value

Downside calculation
Switching cost calculation
NPV

Others...
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How do we sort all this out?
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Synthesis

Core truths of the standard model
+ Insights into humans of the behaviorists

+ Practical tools that help managers make
better judgments

= A better way to manage pricing



Four tools

e Map out your product's substitutes and complements --
they anchor your buyers' thinking in S1

e Design with the buyer's intuitive (S1) and rational (S2)
thinking in mind

e Prototype a value-based price for your product
(perceived value > price)

e Build an assortment around to probe demand curve
and increase conversion

© Harrison Meta



#1: Substitutes and complements

These are the highly accessible anchoring ideas that your buyers fall back on when they think
about your new product using S1

Substitutes

Complements

Without your product, how would your
target user solve this problem?

Do nothing

Buy a competitor's product

Jury rig a DIY solution

Eliminate the underlying problem
Hire someone to deal with it

Keep using your earlier version of the
product

O O O O O O

What are the other products you'd expect to
find in nature alongside your product?

A left shoe to go with a right shoe
Printer with a desktop computer
Cocktail table with a sofa

Github subscription with a Heroku
account

o O O O
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#2: Intuitive and rational thinking

e Intuitive (S1): immediate, automatic thoughts that "lean in" or "push back"
e Rational (S2): careful, effortful analytic tools that monitor S1

e To make a sale, bolster S1 or call on S2 to influence decision-making

Intuitive (S1) Rational (S2)

Buyer's POV Anchor ideas / prototypes / Household budget constraint
analogies Personal utility function
Endowment state they don't Breakeven analysis
want to lose Competitive price-value
Loss aversion NPV
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#3: Value-based pricing

@)

(@)

Dolan's genius was to identify two
separate gaps that drive product
decisions

He accidentally created a tool for
S2 to monitor S1
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Substitutes, complements,
status, current endowment,
vanity, insecurity,

aspirations, features, brand,
references, etc ...

Perceived value m
- Incentive
to buy
Price B
- Incentive
to sell
Cost




Robert Dolan's genius

A

Cost

$0



Robert Dolan's genius

A

Price

Cost

$0



Robert Dolan's genius

A

Perceived value

Price

Cost

$0



Robert Dolan's genius

A

$0

Perceived value

Price

Cost

|

Incentive
to sell



Robert Dolan's genius
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Robert Dolan's genius

A

o Dolan's genius was to
identify two separate
gaps that drive product

decisions Perceived value

o Price > costis a given
Price

o Perceived value >

price is a true insight Cost

$0
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Incentive
to buy

Incentive
to sell



Dualit Classic Toaster

Substitutes, analogs,
values, vanity, insecurity,
aspirations, features,
messaging, brand,
references, etc ...

A

Perceived value 7
- Incentive
to buy
Price _
/ DUBIE - Incentive
to sell
Cost

$0
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#4: Build assortments for the win

Horizontal Vertical Optional add-
Assortment Assortment ons




#4: Build assortments for the win

Best

Better Still
(decoy)

Vertical
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Good




#4: Build assortments for the win

Best ev Anchor your brand
A

Better Still

Vertical per transaction (real or perceived)

Better

(decoy) (/_L
Increase conversion by increasing utility

Capture more of the area under the
demand curve

Good
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#4: Build assortments for the win

Vertical

© Harrison Metal

Best w Anchor your brand
Better Still
(decoy) (/_L
Increase conversion by increasing utility
per transaction (real or perceived)
Better é\/\
Capture more of the area under the
Good demand curve
Apples Oranges Pears
(segment 1) (segment 2) (segment 3)
>

Horizontal



Horizontal assortment increases utility and conversion rate (shifts demand curve out)

\d
Prego HEALTHY & DELICIOUS CLASSIC ITALIAN CHUNKY GARDEN PIZZA SAUCE

ATSINTHERE. T WITH SWEET TOMATO AND SAVORY ITALIAN SEASONINGS YOU CAN
2= TASTE IN EVERY BITE.

TRADITIONAL

D~ 0()
e
| Tradition®

o

TRADITIONAL TOMATO BASIL MARINARA ROASTED GARLIC THREE CHEESE ROASTED GARLIC
& GARLIC & HERB PARMESAN

MUSHROOM

FRESH FLAVORED ITALIAN MINI-MEATBALL
MUSHROOM WITH MEAT SAUSAGE &
GARLIC
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1903

Sears catalog,

Horizontal assortment in house dresses

© Harrison Metal



Horizontal assortment in BB guns, Daisy, 1950s
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Vertical assortment (good, better, best) captures more of the area under the demand curve

© Harrison Metal
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Honest prices, no surprises.

Pay as you go. No long-term contracts. No per-user fee

You can switch packages or cancel any time

Manage UNLIMITED projects

Includes 100 GB for file storage $150/montn
Manage up to 100 projects at once

Includes 40 GB for file storage $100/montn
Manage up to 40 projects at once

Includes 15 GB for file storage $50/montn
Manage up to 10 projects at once

Includes 3 GB for file storage $20/monlh
Also il in every Unlimi users, SSL data

encryption (the same as online banks), and daily backups of your
data to prevent permanent data loss.

Get started today with a 45-day free trial
No obligation, no credit card required.



Vertical assortment in Teddy Bears, 1909

“TEDDY BEARS”AREALL THE RAGE

The Best Plaything Ever Invented. T

(i

THESE BEARS ARE THE MOST SENSIBLE AND SERVICEABLE

toys ever put before the public. Mot & fad or campalgn artliele, but pomething wh‘lth hag come
m’a‘my on merlt alone. An article which will afford your children and even yoursell great
amusement and lasting pleasure, Made of the fineat quality Imported bear plush, they cloge-
ly resemble the little cuba. They are tull jointed amd will assume eountless different posluons
{four of which we lllustrate). Fach bear has a natural voice, produced h%H“ETlt pressure ol
the front of body, and they are practically unbreakable. We offer these bears in four sizes.
Natural cinnamon color ouly. 1he lgrger the size the better proportioned are the bears.
Order one of thesa bears st onee for | 0, Hize Shll&)!!‘lx Wt Price,
our boy of girl, and you will and | 18K23358 10 Inchca high 10 onnces. § .?g
hat no toy which you could select IBKEE;IED 12 inchea high 16 ounces N |
would give them more actual plegs- | | 8K 3332 14 Inches high 18 ounces .75
ure and entertalnment. 18K23364 18 inches high 24 cunces. 2.3

]
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Vertical assortment in "talking machines," early 20th century
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#4: Build assortments for the win
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Horizontal
Assortment

Vertical
Assortment

Optional add-on features increase
margin, utility, and improve price

"customization"

W srousery
T

~ Categories
Baby Accessories

Bags (1017)

Bels (29)

Gloves & Mitens (2,658)
Hair Accessories (42,0%)
Has (38,659)

Jewelry (306)

Scarves (305)
Sunglasses (272)

Ties ()

Otner (4,748)

~ Gender
Boys (11.964)
Gits (53,120)
Unisex (12,873)
Not Specified (19,740)
Choose more.

~ Condition
New with tags (43,815)
New without tags (41803)
New with defects (7).
Pre-owned (3,577)
Not Specified (848)

~ Price

s 108

» Brand

Optional add-
ons

'm looking for SabyAcessories + m

Related Searches: gymboree, hat, gap, janie and jack, ralph lauren, sunglasses, headband, socks, hair bows, baby clothes, sun Incud descriton
hat

90,144 results found in Baby Accessories i Save search

Alems  Auctonsonly  BuyRNow  Product & reviews®®

Viewss: = Sortby: [ Bestatch %) pagetoriozz

Cute Handmade Ow! Newbor Baby .. Breast Cancer Awareness "Wings of...  New Newbom Baby Headband Toddl... ~ Cute Baby Infant Gils Peal Flower

$8.99 5uy iiow $1.00 159 i $2.89 By ltNow $1.50 5uy fthow
© Nore Opions $5.00 Buy tNow © hore Optons

17,?4,_\
=
L Ciaa
. ~

¥
X
2t ey P oot Cut it Gt Pe e W Rt By Howpands Bty . Lot By Todar it Inctargn

'\a

$1.00 0ss 1o $1.53 Buy liNow $2.89 50y ow $6.
$5.00 Buy ItNow © hors Options




Improve your pricing judgment

1 Buyer's anchors

Substitutes Complements

@ Buyer's cognitive system

Intuitive (S1) Rational (S2)

© Harrison Metal

@ Value-based
prototype

Perceived
value

Price

Cost

$0

@ Assortment

Horizontal

Vertical

Apple

Orange

Pear

Best

Bette
r still

Bette
r

Good
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Applying the Toolkit

The Case of the Dualit Toaster




Nice features - wealth, utility, risk

People's utility from changes in wealth can be measured and used to assess risk.

Utility
Daniel Bernoulli (1732)

Wealth loss Wealth gain

Source: "Exposition of a New Theory on the Measurement of Risk," Daniel Bernoulli, 1738. Translated from Latin to English by Louise Sommer in Econometrica, vol 22, issue 1
(January 1954).

© Harrison Metal



Behavioral economics helps

Buyer's intuition is dominated by reference dependence and loss-aversion. This creates the
"endowment effect" -- a tendency to overestimate the pain of a potential loss

Utility

Daniel Bernoulli (1732)

Wealth loss Wealth gain

Kahneman & Tversky (1991)

Source: "Exposition of a New Theory on the Measurement of Risk," Daniel Bernoulli, 1738. Translated from Latin to English by Louise Sommer in Econometrica, vol 22, issue 1
(January 1954); "Maps of Bounded Rationality: Psychology for Behavioral Economics," Daniel Kahneman's lecture December 8, 2002 when he received the Bank of Sweden
Prize in Economic Sciences in Memory of Alfred Nobel, Stockholm, Sweden. Reprinted in The American Economic Review, vol 93, no 5 (December 2003).

© Harrison Metal



Dualit Classic Toaster

o Stainless steel with a lever to lower, raise
bread

o Mechanical timer allows the degree of
toasting you prefer

o Faster warm-up ensures perfect browning
right from the first slice

o Defrost setting for frozen bread before
toasting

o Bagel setting to warm one side and toast
the other

o  Superlative quality, hand-assembled in
England

o lconic design, costs manufacturer $72 to
make it

o It's the same toaster that Queen Elizabeth
uses at Buckingham Palace

© Harrison Metal



#1: Substitutes and complements

The target user is an affluent, status-conscious household where the key decision-maker gets her or
his self-esteem from the quality of the kitchen

Substitutes Complements
Without your product, how would your What are the other products you'd expect to
target user solve this problem? find in nature alongside your product?

Sub-zero refrigerator

Bread bought at local bakery
Calphalon pots and pans
Henckels knives

o) Do not eat toast

O  Buy atoaster at Target or amazon that
looks sort of like this one but isn't

O  Toast in the oven
Delegate decision to the cook

O  Keep using the old toaster and hide it in
the cupboard

o O O O

@)
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#2: Intuition and reason

Intuition POV (S1) Reasoning POV (S2)
Demand side e High-status kitchen e Household budget = $25k /
e High performance month, 30% discretionary
appliances e Lasts 3x longer so $/slice is
e Basic functionality is not so bad
excellent

e Style points for design
e Heritage of the product

Supply side e Aspire to be the premier e Unit cost = $72 fully loaded
brand forever e Retailer needs to make 50%
e German brands must be margin
crushed e Revenue growth
e 100 years of leadership e Customer segmentation

e Premium position is more
important than volume

e Rely on high-end retailers
to bring to market

© Harrison Metal



#3: Value-based price prototype

A

Perceived value n . .
[ Consumer incentive
to buy
$259.95 retail [ W_S incentive
to distribute
~$130 wholesale 7
| Dualit incentive
to make
~$72 mfg. cost -

$0

© Harrison Metal



#4: Build assortment

Original toaster

Built for commercial use

2 Slot NewGen Toaster

© Harrison Metal

Combi toasters

A perfect combination

-

3 Slot Vario Toaster

Bun toasters

Buns, bagels and teacakes

i

4 Slot NewGen Toaster

Sandwich toasters

For the perfect toasted sandwich

Libubda

6 Slot Vario Toaster



