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Abstract

The thesis deals with the issue of consumers’ decision-making based especially on behav-
ioural economics and behavioural pricing strategies. The thesis aims to review relevant lit-
erature regarding the topic, examine correlations between behavioural pricing and consumer
decision-making and analyse pricing strategy of a particular company, in this case, Apple,
Inc., with emphasis on behavioural pricing. The method is interpretative study and price
analysis, since the topics is almost completely theoretical. In conclusion, the analysis re-
vealed the way a company sensitively uses insights from behavioural economics and also

the positive influence of behavioural pricing on revenue growth.

Key words
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ing

Abstrakt

Bakalatska prace se zabyva problematikou ovlivitovani rozhodovani spotiebitele zalozené
na behavioralni ekonomii a behavioralni cenové strategii. Cilem prace je piezkoumat pii-
sluSnou literaturu tykajici se tématu, provétit vztah mezi behaviordlnim ocefiovanim a roz-
hodovanim spotiebitele a analyzovat cenovou strategii konkrétni spolecnosti, v tomto pii-
pad¢ Apple, Inc. Zvolend metoda je studie a cenova analyza, nebot’ téma je pievazné teore-
ticky orientované. V zavéru analyza poukazala na spojitost mezi zvySenim obratu a behavi-

oralnim ocenovanim.
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Introduction

Behavioural economics is a field of economics concerning topics of consumers' decision-
making in relationship to rationality, emotions, social and cognitive factors. The goal of
behavioural economics is not to replace neo-classic economics theories, but rather to com-
plete them. In general, the issue with current economic theories is that they are far from
reality. Many of the theories focus on rational decision-making, which in reality works dif-
ferently, when circumstances are far from perfects. If we think outside of the box, as behav-
ioural economics is persuading us to do, we might understand more about our behaviour,

market behaviour and economics in general.

It is interesting to see how consumers' decision-making is influenced by perceived reality. If
we work with an idea that consumers tend to behave irrationally based on bounded misper-
ception, behavioural economics can explain seemingly irrational behaviour. It can help us
understand how and why consumers' decision-making is influenced on certain occasions and
can help us avoid making those mistakes in future or alternatively can help retailers use
strategies that profit from human tendencies to misbehave. Also, we have only limited
knowledge about the brain's function. We have a lot to discover in the fields of neuroscience
and behaviour and therefore in behavioural economics as well. There are some limitations,
one of which is literature. Since the topics of behavioural economics are new, enough re-
sources do not exist yet. In the future, more attention should be directed to behavioural eco-
nomics and more experiments should be conducted in order to broaden the field.

The first goal of my thesis is to examine new economic trends of behavioural economics in
relationship with consumers and their decision-making processes. For that reason, | present
behavioural economics and its concept concerning moments when consumers tend to make
errors and misbehave. The second goal is to focus on price setting strategies using insights
from behavioural economics and how to use them to maximize a company’s utility just from
price itself. The third goal is to study pricing strategies of the chosen company and examine
whether the company is using behavioural pricing strategies and whether they influence con-
sumers’ decision-making on purpose. In conclusion, the aim is to confirm or disprove an

interrelationship between behavioural economics and consumers' decision-making and also



to answer the question of whether using behavioural economics might help a company in-
crease its profits.

For that reason, I divided the thesis into three chapters. The first two chapters are theoretical,
and the third is practical. The methodology I will be using is interpretative study and price
analysis.

Chapter 1 will focus on behavioural theories. | will cover the most important theories influ-
encing consumers’ decision-making such as prospect theory, decision-making biases, and
issues with rationality. Chapter 2 will focus on pricing strategies. | will examine pricing
strategies from classical economics, but the aim will be to understand behavioural pricing
strategies in depth and how thus behavioural pricing strategies such as charm pricing, irra-
tional value, power of free and hyperbolic discounting might influence consumers’ decision-
making. In Chapter 3, I will study pricing approaches of a particular company, with emphasis
on behavioural pricing strategies and consumers’ behaviours. The pricing policy and con-
sumer segmentation will be aligned with approaches in the practical part. Also the impact of

behavioural pricing on revenue will be discussed.



THEORETICAL PART



1 CHAPTER Behavioural Economics

According to classic economics, individuals are making-choices to maximize utility. In
terms of business it means, that costumers are purchasing most desired products or services
according to consumers’ preference, but individuals tend to do mistakes in their decision-
making. Behavioural economics claims that those errors are caused mainly because of
bounded and imperfect rationality and as result consumers are making inaccurate choices,
causing inefficient purchases. For instance, they are often driven not by the actual cost of a
product/service but by it perceived cost. Therefore, companies should take an advantage of
knowing about customers’ misbehaviour and misperception, and by using suitable methods
of nudging people into desirable decision-making, companies can increase its own profit

with minimum costs (Bar-Gill, 2008).

1.1 Behavioural Economic

At the core of Behavioural Economics is the conviction that making our model of economic
man more accurate will improve our understanding of economics, thereby making discipline
more useful. Behavioural Economics as a young field is missing specific coherent and uni-
fied theory explaining economics behaviour, but despite that, it has managed to dramatically
change the way economists observe the world. Even if there exist numbers of theories at-
tempting to correctly clarify behavioural phenomena, the core idea stays unchanged. For
instance, according to Advances in Behavioural Economics; “Behavioural economics uses
facts, models and methods from neighbouring sciences to establish descriptively accurate
findings about human cognitive ability and social interaction and to explore implications of
these findings for economic behaviour. “(Camerer, et al., 2004, p.3). Similarly, Thaler (2000,
p.1) states that: “Behavioural Economics is the combination of psychology and economics
that investigates what happens in markets in which some of the agents display human limi-
tations and complications.”. Behavioral economics uses neighbouring sciences to help create
new insights about human conginitive abilities in economic field, therefore help to

understand true nature of economics.



1.2 Historical context

Behavioural economics may seem to appear as a relatively young science, but in fact the
very first foundations were set up by Adam Smith in 18" century in Scotland (Rehman,
2016). In 1759, Smith come up with his work: The Theory of Moral Sentiments (1759), in
which he states that “... the mental principles of individuals’ lead are apparently as big as
their monetary observations” (Rehman, 2016). The main idea of Smith’s work was focused
mainly around justice and fairness, as well as psychological principles of human behaviour,
therefore this piece could be considered as a first published book regarding Behavioural
Economics, although at that time the term did not exist yet. As stated in The Foundations of
Behavioural Economics Analysis, Smith’s book The Theory of Moral Sentiments, reads like
an agenda for modern behavioural economics; “It recognizes many behavioural phenomena
such as loss aversion, altruism, emotions, willpower, and the planner.” (Dhami, 2016). Later
on in 1776, Smith wrote his magnum opus: An Inquiry into the Nature and Causes of the
Wealth of Nations. The work included well-known theory of “invisible hand of free market”
which is nowadays being recognized as the groundwork of classic economics and happened

to become predominant theory.

In the 20" century, economists have been attempting to shape economics as more scientific
field. The psychology was in a scope at that time. Economists were assuming that psychol-
ogy insights provided too unsteady foundation for economics, therefore they have gradually
removed psychology aspects from economic discipline to respond more to an idea of eco-

nomics as a natural science (Thaler, 2016).

It took two more decades to “rediscover” behavioural economics. In the 1950s and 1960s
breakthrough progress had happened such as: axiom of expected utility, violations of sub-
jective utility, bounded rationality, hyperbolic discounting and others. At that time behav-
ioural economic struggled to receive deserved attention. Until the emergence of cognitive
psychology, helped to understand importance of mental processes involving decision mak-
ing, memory, problem solving (Dhami, 2016). In 1979 Adam Tversky and Daniel Kahneman
came up with ground breaking discovery regarding of decision-making under risk and un-
certainty called Prospect Theory, one of the core principles of behavioural economics and
behavioural finances (Thaler, 2016).



Nowadays, important influencers dealing with behavioural economics are: Dan Ariely, Rich-
ard Thaler and Daniel Kahneman. In fact, in 2017 Richard Thaler received Nobel prize in
economics science for ‘nudge’ theory, where he examined influence of human instincts on

rational choice.

1.3 Prospect theory

To understand prospect theory completely, we must first acknowledge the expected utility
theory proposed by Daniel Bernoulli in 1738 and then further developed by John von Neu-
mann and Oscar Morgenstern in 1994. The expected utility theory is applied as a normative
and descriptive model of economic behaviour for decisions under risk. The theory states that
under uncertainty and probability, individuals choose the options that offer the highest utility
(Kahneman, 1979).

Figure 1 Utility function
Utility
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Source: (Pettinger, 2018)

The underlying issue with most economic theories and therefore with the utility model is
that they often make simplified assumptions. For instance, one premise of classic economic
theory is that agents are entirely rational. The theory does not recognise that humans’ be-
haviour is complex. Our limited willpower and cognitive abilities influence our decisions,
which are often led by self-interest, but also fairness and equality. Likewise, we struggle

with self-control and motivation (Committee, 2017).
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Prospect theory

Kahneman and Tversky’s (1979) prospect theory intends to distinguish the actual behaviour
of individuals when they are making decisions under risk (Kahneman, 1979). They worked
with an idea that not every decision individuals make must be necessarily entirely rational
or optimal. Many findings about human behaviour motivated their theory, which focuses on
how people systematically violate the predictions of the expected utility theory (Committee,
2017).

The prospect theory describes how people choose between different options/prospects and
how they estimate the perceived likelihood of each of these options (Harley, 2016).

Figure 2 Prospect theory

value
'y

# outcome
Losses Gains

Reference point

Source: (Kahneman, 1979)

Reference point
A reference point is not related to probabilities. It is used in prospect theory as the point in
which the value function changes curvature and slope (kink) and divides outcomes into gains

and losses (Kahneman & Tversky, 1979).
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Prospect theory contains four main elements.

1) Individuals derive utility from gains and losses relative to some reference point,
rather than wealth.

2) Individuals are more sensitive to losses than to gains.

3) Individuals exhibit diminishing sensitivity to gains and losses. Larger utility im-
pact is experienced when losing (or gaining) 100 USD when moving from a 100
USD to a 200 USD than moving from a 10 100 USD to a 10 200 USD.

4) The theory includes probability weighting: individuals overweighting low prob-
abilities and underweighting high probabilities (Committee, 2017).

1.4 Decision-making systems

In the book Thinking, Fast and Slow, Kahneman (2011) addressed two system models that
describe our decision-making. The two systems do not work against each other, but rather
are complementary. Usually, we use both systems at the same time. When we are in a calm
state, System 1 is working automatically and giving suggestions to System 2, which is in
low-effort mode. Usually System 2 just adopts these suggestions: “Impressions and intui-
tions turn into beliefs, and impulses turn into voluntary actions” (Kahneman, 2011, p. 24).
When difficulty occurs, System 1 calls on System 2. “System 2 is activated when an event
is detected that violates the model of the world that System 1 maintains”, (Kahneman, 2011,

p. 24). System 2 also controls our own behaviour: politeness, anger and more.

Christopher Chabris and Daniel Simons' experiment illustrates how sometimes the two sys-
tems may clash and fail in terms of observing. They created a short film of two teams playing
basketball. One team wore white shirts and the other black shirts. The task was to count the
number of passes done throughout the video. It is very difficult task, and it requires all the
attention. During the video, a woman wearing a gorilla costume appears for 9 seconds. Thou-
sands of viewers did not notice anything extraordinary. The reasons are that task was ex-
tremely difficult for the cognitive functions and also that the instruction was to focus and try
to ignore the other team. If there were no instructions, viewers would not have missed the
gorilla. “The gorilla study illustrates two important facts about our minds: we can be blind

to the obvious, and we are also blind to our blindness” (Kahneman, 2011, p. 24).
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System 1

“System 1 operates automatically and quickly, with little or no effort and no sense of volun-
tary control” (Kahneman, 2011, p. 20). System 1 uses mental shortcuts, common sense and
emotional reactions. It is activated when an individual is driving a car on an empty road,
determining the source of sound, detecting distance between objects or detecting emotions

such as disgust.

System 2

“System 2 allocates attention to the effortful mental activities that demand it, including com-
plex computations. The operations are often associated with the subjective experience of
agency, choice, and concentration” (Kahneman, 2011, p. 20). To perform well, system 2
needs deeper attention and focus, conscious thinking and mindfulness. It is activated, for
instance, when individuals are filling out tax forms, comparing prices between two products,
or focusing on their own behaviour. System 2 is much slower than System 1, so when quick
thinking is needed, individuals often use System 1. Interestingly, System 2 is more easily

influenced and manipulated toward consumer decision-making (Kahneman, 2011).

Behavioural economists have been quite interested in the gorilla experiment because it
shows that people are able to pay attention to only a limited number of things and that when
some of those things are not salient, we ignore them, sometimes to our detriment (Sunstein,
2012).

1.5 Decision-making biases

The Oxford dictionary (Stevenson, 2010) describes bias as “prejudice in favour of or against
one thing, person, or group compared with another, usually in a way considered to be unfair”.
People generally do not enjoy making decisions because it is mentally and physically drain-
ing. When individuals are faced with several decisions in a row, they tend to get apathetic
and incoherent. So instead of using critical thinking, as in most cases, they like to use habits,

automatic thinking and biases so they avoid the stress associated with making a choice.
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Biases recur predictably in particular circumstances such as when the person’s positive or
negative traits influence other areas of his or her perception (Kahneman, 2011). We recog-
nise several biases; a great example of well-known bias is the “halo effect”. Kahneman
(2011) defines the halo effect as the likelihood of audiences to judge a handsome and confi-

dent speaker more favourably than he/she actually deserves.

Biases can be divided into several subgroups:

a. cognitive biases occurring towards decision-making and economic behaviour;
b. biases in probability and belief (anchoring); and
c. social biases (halo effect).

1.5.1 Cognitive biases

Behavioural economics focuses heavily on cognitive bias. Shiraev (2016) described cogni-
tive bias as “(...) any systematic error in thinking that derives from limits that are inherent
in people’s cognitive abilities to process information, therefore affecting their decision-mak-

ing and judgments”. Cognitive biases can help reduce the complexity of a problem.

Availability bias

According to Kahneman and Tversky (1973), availability bias is the human tendency to
evaluate the frequency or probability of an event by the ease with which examples of the
event can be retrieved from one's memory. Humans tend to overestimate the likelihood of
events, because if a similar event had occurred recently or if such event stirred deep emo-
tions. Generally, availability bias is a phenomenon of illusory correlation. If we can recall
information easily, such as a plane crash or police shooting, we believe it is common because
we assume our memory is a representative sample of reality. The truth is, we recall some
information more easily because it is emotional or unique and therefore it stands out in our

minds.

For instance, lottery companies often remind us of recent winners so we will overestimate
the likelihood of winning and purchase a ticket. Investors often make judgements about
stocks based on the news that subsequently underperform in later years. The doctors who
have treated a patient with a serious disease are likely to believe other patient have similar
symptoms, which could lead to improper treatment (Tversky & Kahneman, 1974).
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Confirmation bias

According to Wason (1960), confirmation bias is a cognitive error that people make when
they are only willing to accept new information when it confirms what they already believe.
People who fall into the trap of confirmation bias tend to purposefully seek out evidence that
supports already solidified beliefs and purposefully reject any evidence that goes against

those beliefs.

This is a socio-psychological concept that describes the tendency of a person to prefer infor-
mation and interpretations that support his or her own opinion and, on the contrary, to ignore
or underestimate information that is inconsistent with his or her conviction, possibly inter-
preting ambiguous information in a manner consistent with its view. It is a type of cognitive
distortion and a frequent reason for misconduct. The effect of confirmation distortion is
stronger in emotionally coloured issues and in heavily rooted opinions. Confirmation distor-

tions also apply to memory and the popularity of information sources.

1.5.2 Heuristics

According to Kahneman (2003), “Heuristics are commonly defined as cognitive shortcuts
or rules of thumb that simplify decisions, represent a process of substituting a difficult ques-
tion with an easier one” (Kahneman, 2003). Heuristics is an important part of decision-mak-
ing. It helps shorten the amount of time needed to make a decision. Every day, we are over-
loaded with information, so our brain creates shortcuts to make quick and efficient decisions.
Heuristics is helpful tool in many cases, but sometimes the simplification of the problem can

create errors called cognitive biases.

1.5.3 Anchoring

“Anchoring occurs when people consider a particular value for an unknown quantity before
estimating that quantity” (Kahneman, 2011, p. 199). Anchoring is the human tendency to
rely heavily on the first piece of information they were given. For example, at San Fran-
cisco’s Exploratorium, costumers were asked what the height of the tallest redwood is. They
were given two anchors. For a few participants, it was the high anchor, more or less than
1,200 feet, while others got the low anchor, 180 feet. According to Kahneman (2011), those
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two groups produced very different outcomes. The first estimated the height of the redwood
at roughly 844 feet, while the other estimated the height as approximately 282 feet tall. The
anchor ratio was around 55%. According to the results, we can assume that anchoring pro-

foundly influenced the consumers.

Anchoring can be very powerful. For instance, Kahneman mentioned in his book Thinking,
Fast and Slow (2011) that few German judges read the description of a woman, a shoplifter,
shortly after they were supposed to sentence the woman to prison. Before they were asked
about their opinion, the rolled a pair of dice. In the experiment, the dice were loaded, so the
only possible outcome was 3 or 9. According to Kahneman, those who rolled 9 said they
would sentence her to 8 months in prison, while those who rolled 3 said they would sentence
her to 5 months. Such result is warning example of how humans can be subconsciously

influenced by the anchor.

1.5.4 Loss Aversion

Tversky and Kahneman (2011) first acknowledged the fascinating human trait of being loss
averse. They have found out that losses cause more pain than equivalent gains cause pleasure
and that individuals overweigh small probabilities to guard against losses. Kahneman said,
“When directly compared to each other, losses loom larger than gains relative to a reference
point” (Kahneman and Tversky, 2011, p. 282). Inequality between positive and negative
assumptions has an evolutionary history. According to Kahneman (2011, p. 282), “organ-
isms that treat threats as more urgent than opportunities have a better chance to survive and
reproduce”. The loss aversion bias affects individuals differently when riskless and risky

choices occur.

Gain frame (endowment effect)

Endowment (ownership) effect is the example of riskless choice. The endowment effect
analyses how ownership affect valuations. The hypothesis states that individuals value pos-
sessions they already have more than individuals who do not. The power of endowment
effect can be seen through sellers who struggle to sell a commodity because they want more
money than consumers are willing to pay. Therefore, it is convenient for sellers to give sam-
ples to consumers or let consumers use the product for a limited time since they can create

the feeling of ownership.
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Loss frame (loss-seeking behaviour)
An example of risky choices is that individuals reject small-scale gambles that have a posi-
tive expected value but may involve losses. Generally speaking, loss-seeking behaviour is

common in special cases such as certain loss.

Certainty

Individuals are better satisfied with smaller but certain gains over the chance of winning or
getting more, but at the same time, they risk losing everything. The same principle is applied
when individuals have possibilities to gain certain rewards over the mere chance of larger
gains. When dealing with certain losses, that is the only moment when individuals are like

to engage in risky behaviour to avoid even greater loss.

When individuals are facing the choice between products or services they know and are
satisfied with and products or services that might be better, most of the time, they remain
loyal. Consumers do not want to risk using something different, even though it is more likely

a better option.

1.5.5 Framing

Framing effect explains how distinctive forms of presenting information may cause different
emotions. For example, individuals react more positively when they hear that the chance of
survival after surgery is 90%, rather than that mortality after such surgery is 10%. Although
it is the same information, because it is presented differently, individuals react in favour of
the first statement. The same principle applies to fat-free products. Consumers are more
likely to buy the product labelled 90% fat-free, rather than that product that includes 10%
fat (Kahneman, 2011).

1.5.6 Questioning rationality and decision-making

The approach of behavioural economists towards rationality is notably distinctive from clas-
sical economists' perspective. In general, economics study choices people take under the
conditions of scarcity and uncertainty, also consider humans are fully rational (Angner,
2012).
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Giergenezer (2001) described the fully rational man as a “Mythical hero who knows the
solutions of all mathematical problems and can immediately perform all computations, re-
gardless of how difficult they are”. In his book Bounded Rationality: The Adaptive Toolbox,
he focused on analysing the gap between how economics expect man will behave and how

in reality man actually does.

Behavioural economics aims to reconstruct microeconomics on the basis of a more realistic
picture of economic decision-making. The truth is, humans are very far from precise com-
puters. Our cognitive capabilities are limited. Also, unlike computers, we have to deal with
emotions and mental and physical variables that influence our perceptions (Gigerenzer,
2001).

Humans are not always aware of those variables on a conscious level, although they believe
they are acting rationally and in advance. According to Horst and Matthijsen (2013), only
5% of our behaviour is conscious and planned, and the remaining 95% is unconscious. De-
cisions are mostly automatic, made by emotion, memory and intuition based on the environ-

ment we are living in and what we have been taught (Horst and Matthijsen, 2013).

1.5.7 Bounded rationality

Nobel prize laureate for economics sciences (1978) Herbert A. Simon laid the foundation of
the theory of bounded rationality. It is important not to confuse this theory with irrationality.
Irrationality explains phenomena of human behaviour such as trust in lucky numbers, addic-
tion behaviour or trust in lotteries. However, according to Reinhard Selten, “Behaviour
should not be called irrational only because it fails to conform to norms of full rationality. A
decision maker who is guided by aspiration adaptation rather than utility maximisation may
be entirely rational” (Selten, 1999).

Simon described the theory of bounded rationality as non-optimizing and non-rational deci-

sion-making. Three key features describing bounded rationality can summarise Simon's

work: the search for alternatives, satisficing, and aspiration adaptation.
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Bounded rationality is the situation in which the available information is limited, and there-
fore uncertainty exists (Simon, 1956). Simon wanted to create a realistic theory of economic
decision-making. The economic decision-maker has limited computation capabilities, de-
spite what he/she has to decide, meaning decision-making necessarily involves non-optimiz-

ing procedures (Selten, 1999).

Satisficing is the combination of two words: “satisfy” and “suffice”. Generally speaking, it
is the opposite of optimisation. In other words, optimisation maximises the utility function.
On the other hand, satisficing seeks a satisfactory or adequate result rather than the optimal
solution. Satisficing is a sequential process that stops the search when the predefined thresh-
old is reached (Simon, 1956). Satisficing is simple and requires limited computation and
time (Selten, 1999).

Aspiration level is, according to Selten (1999), «. . . a value of a goal variable which must
be reached or surpassed by a satisfactory decision alternative”. In other words, aspiration
level is a level individuals demand to reach to satisfy certain minimal utility. Outcomes be-
low aspiration level are accepted as failures, while those above the aspiration level are suc-
cesses. For instance, farmers often choose to cultivate crops that are safe and that produce
steady but lower profit instead of crops that could yield greater revenue but are considered

“unsafe” to cultivate (Diecidue, 2006).

1.5.8 Irrational behaviour and decoy effect

Economic theory understands individuals as rational and well-informed decision-makers.
Those assumptions are very deeply rooted but not necessarily true. In fact, new research
shows that what we know about economic man is quite far from reality. Actually, humans
rarely ever make rational decisions (Economic Irrationality, 2012). Therefore, decision-
making and irrational behaviour are deeply interrelated.

Irrational behaviour in decision-making can be illustrated by an experiment in Predictably

Irrational by Dan Ariely (2009). He observed an exciting advert on The Economist's website.

The way the advertisement was written might suggest that the rational decision would be to
purchase the third option, print and web subscription, since the price is the same as for a

119



print subscription only. It almost looks like one can purchase the web subscription for free!

In fact, the second option (print subscription) is called a decoy option, which nudges pro-

spects towards the third offer. Such model is called good-better-best. The second option was

presented to encourage consumers to purchase the more expensive option since they are

offered two options for the same price, which makes it easy to compare and choose the better

one, and to disregard the first option even if it is half the price. If we remove the decoy

option—the print subscription—suddenly it no longer make sense to purchase both print and

web subscriptions.

Figure 3 Economist subscription without decoy
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Source: (Ariely, 2009)
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Figure 4 Economist subscription with decoy
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Ariely tested 100 students at MIT's Sloan School of Management to determine the influence
of the decoy effect on consumers' perception. He gave his student two different offers, the
first without the decoy option and the second one with the decoy option. The proportion of

students who went for different options when presented with these choices was:

1. Internet-only subscription for $59.—68%
2. Print-and-internet subscription for $125.—32%

1. Internet-only subscription for $59.—16%

2. Print-only subscription for $125.—0%
3. Print-and-Internet subscription for $125.—84%
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Decoy effect
The decoy effect is an additional option retailer give customers to choose from. It is pre-
sented as a slightly worse option for the product. Humans naturally have tendency to com-

pare to make quick and efficient decisions. Such false options make the decision easier.

The third option, the decoy, in Ariely’s experiment was asymmetrically dominated. It was
dominated by one alternative on all of the attributes, in this case the attributes were high
price and lack of the option to have “Internet subscription” as well. It changed the basis for
comparison in that context, and because the students did not have any idea about the real
value of each option, they change their preference to what seem to be a better deal after they
compared the cost and benefit. In this case, Print only subscription received 0% of students

willing to purchase.

According to Ariely (2009), we are always looking at the things around us in relationship to
others. We not only tend to compare things with one another, but we also tend to focus on
comparing things that are easily comparable and avoid comparing things that are not (Ariely,
2009).

For instance, potential buyers are presented with three buildings for purchase. The price is
similar, but two buildings are colonials and one is contemporary. One of the colonials needs
roof reconstruction. The greater chance is that buyer will choose the colonial with the better
roof. The reason is quite simple. Since the options are similarly desirable, the only difference
is that one house (the decoy) needs some repair. Therefore, it is easier to decide between
those two, and the last option, in this case the contemporary building, remains out of game
(Ariely, 2009).

The asymmetrically dominated decoy is one of the types of dominated and non-dominated

alternatives. There exist many more.

The second type of dominated decoy is the symmetrically dominated alternative, an alter-
native that is dominated by all other alternatives in the choice set. For example, a symmet-
rically dominated alternative would have the highest price and the lowest user rating among

all alternatives in a choice set. Additionally, the symmetrically dominated decoy would be
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expected to receive little to none of the choice share when included in a choice set because
it is inferior to all other alternatives available.

Related research has also examined the effect of including a non-dominated decoy alter-
native that is not dominated by any of the other alternatives in the choice set but is typically
viewed by participants as being inferior to at least one other alternative. Such a decoy is
referred to as a viable decoy, meaning that it is not dominated by any of the other alternatives
and thus may receive some of the market share, but is likely still perceived by the participant

as being inferior to at least one of the other (Hartzler, 2012).
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2 CHAPTER Pricing Strategies

2.1.1 Introduction

In thesis, | focus on price from a marketing point of view since marketing activities are

crucial in business. Schindler (2012) identifies four main categories of marketing activities:

1) product: designing, naming, packaging goods and services that satisfy customers'
needs;

2) distribution: making the product available at the times and places that customers
want;

3) promotion: communicating about the product and the organization that produces it;

4) pricing: determining what must be given by a customer in return for the product.

Price can be considered as the most important of the four marketing actives mentioned

above, since it is the only one which generates company’s revenue.

2.1.2 Pricing and price

“How customers perceive the price is as important as the price itself”.
- Harvard Business Review, 2017

One of the most crucial marketing activities is pricing and therefore price itself. Schindler
(2012) described price as “What is given in return for a product in a commercial exchange”.
Alternatively, “Price is the quantity of payment or compensation given by one party to an-

other in return for one unit of goods or services” (Parkin, 2017).
Price has a huge impact on consumers' perception. When influencing the perception of price,
one can choose whether to lower or maximize the perceived magnitude through a reference

price. Both strategies achieve the same effect—increasing the company’s profit.

There is no cookie-cutter answer to whether the price should be low or high. Such a decision

depends on several variables such as the type of product, the market, the country where the
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product is being sold, the government, the economic situation, and the type of consumers we
are attracting, also the brand itself.

For instance, low prices are desirable when selling certain type of product, but some con-
sumers might perceive low-priced products as lower quality. It is important for sellers to
create a focused market so their price strategies will meet the consumers they want to target
(Heda, 2017).

2.1.3 Value

“Everything is worth what its purchaser will pay for it”.

- Publilius Syrus, first century B.C.

Value is the cost of production and additional costs associated with a product’s sale. Eco-
nomic value measures the utility the economic agent gains from goods or services. It is
measured relative to currency. Customer's perceived value is the worth the good or service
has for the consumer, and it affects the willingness to pay. Perceived value is based on the
consumers' opinion of what the product's or service/s theoretical utility might be. Every con-
sumer is different. What one will consider valuable might be for another a waste of money
(Anderson, 2017).

2.1.4 Pricing strategies

This chapter is focused firstly on classic marketing pricing strategies and secondly on pricing

strategies based on behavioural economics insights.

2.1.5 Cost-based pricing

This is a pricing method in which the initial price considers the costs of a product. According
to Schindler (2012), “An item’s selling price should be greater than what it costs to produce
or acquire that item”. The price is calculated by adding an amount of money to the product

costs. Cost-plus pricing is one form of cost-based pricing. It is calculated as follows:
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P = C + added amount
where:
P is price

C is product costs

Such a pricing method is common among companies making customised products.

2.1.6 Value-based pricing

“Value-based pricing is the method of setting a price by which a company calculates and
tries to earn the differentiated worth of its product for a particular customer segment when

compared to its competitor” (Dholakia, 2016).

There are several rules for using value-based pricing to obtain desirable outcomes.
1) Value-based pricing always focuses on a single segment.
2) It compares one's own product with alternatives.
3) It recognises the product's uniqueness.
4) It adds the right amount to the price (Dholakia, 2016).

2.1.7 Penetration pricing

Penetration pricing is a strategy in which retailers set a low price when launching a new
product, often significantly lower than the price of its competitors. The penetration pricing
strategy, also called market-minus, is based on the idea that lower prices will attract con-
sumers and help the brand move from unknown to well-known. After some time, retailers

usually increase the price to the level of competing products.

It is strategy used to quickly achieve great sales and establish a product in the market. It is
based on the assumption that the product does not have a price market segment and buyers
are price-sensitive. Also, the market has to be large enough to accommodate low profit mar-

gins (McCannell Financial Group, 2016).
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2.1.8 Skimming pricing

Skimming pricing is the opposite of penetration pricing. It is used when a new product is
launched, but the price is set up high because of the product's uniqueness and benefits to
consumers. When the product gets older, the price usually drops. Cell phone companies usu-
ally use skimming pricing when launching a new product. It plays on consumers’ willingness
to pay for premium or cutting-edge technology. After the competitors catch up to the tech-
nology, usually the company progressively lowers the price (Bhasin, 2017).

2.2 Behavioural pricing strategies

Behavioural pricing uses pricing strategy and insights from behavioural economics. Behav-
ioural pricing sees a price as a tool for influencing consumers and their behaviour in favour
of the seller. When value-based pricing meet irrational consumer psychology the literature
refers to as behavioural pricing (Behavioural Pricing, 2012). By influencing decision-mak-
ing through customers' perceptions, business can achieve greater sales. | focus more deeply
on special cases of influencing perception by pricing techniques that behavioural economics

include.

2.2.1 Charm pricing

One of the easiest and most popular ways to influence customers' perceptions is to reduce
the digit by one. It is called charm pricing. Although the consumers know the true nature of
price, they perceive the first number as a key information, and since the first piece of infor-
mation says the price is significantly lower, they are more likely to buy the product. They
anchor perceived magnitude as lower, since the first number says so. This is because our
brain stays stuck with the first piece information (the anchor) and significantly ignore the
rest of the information. For instance, instead of 15 EUR, it is better to show the price as
14.99 EUR. It also works with numbers ending in 95 or 90. The businesses do not have to
use cents to trick consumers. Anchoring works even with whole numbers. According to an
experiment conducted by the University of Chicago and MIT, the most prominent sales hap-
pened when a women’s clothing retailer used the price of 39 USD. Firstly, they set prices
for 34 USD, 39 USD and 44 USD. The researchers were amazed by the results because the
item sold best when priced at 39 USD (Boachie, 2016).
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2.2.2 lrrational Value (Prestige/Premium pricing strategy)

The opposite of charm pricing is prestige pricing. It works on the idea that round numbers
are more fluently processed, and therefore, consumers find them more reliable. For instance,
prestige pricing suggests it is better to sell products for 100 USD than for 99.99 USD. Ac-
cording to Kuangjie Zhang and Monica Wadhwa in a 2015 study, consumers were more
inclined to buy a bottle of champagne when it was priced at 40.00 USD rather than at 39.72
USD or 40.28 USD.

Prestige prices make people feel unique, extraordinary and valued (White, 2017). Also, this
technique suggests it is better to sell the product for significantly higher prices. Excellent
examples of this strategy are companies such as Apple, Starbucks, Rolex, Nike and Adidas.
The theory states that customers will pay higher prices for the right image and will not in-

vestigate whether the price accurately reflects the value (White, 2017).

Consumers feel superior and special when they purchase such products because it makes
them feel they own something extraordinary. For instance, Rolex watches shows economic
status and power. Seeing the watches on another person’s hand suggests the individual is
rich and can afford such products and thus probably can afford to spend money on other
luxurious items such as sports car. It has little to do with the functioning of the actual gadget.
It has actually been proven that Seiko watches are as good as Rolexes, but nevertheless, the

price is what makes them special to their owners and society (White, 2017).

Black pearls

A possible first use of high price strategy dates to the 20th century. According to Areily
(2009), this can be perfectly illustrated by Tahitian black pearls. When they were first dis-
covered, there was not a place in the market for them. This could be considered a gap in a
market. Imagine having something nobody knows anything about, does not even know it
exists yet, so it is entirely up to the company to decide how to market the product and let
consumers perceive the product. The black pearls could be sold as a discounted version of
white pearls and the company could wait to see how consumers would respond, or it could
choose a different approach and make them appear very special and extraordinary. One very
smart businessman understood the potential. He decided to put the black pearls in a window

| 28



with extremely expensive gemstones and with outrageously high price tags. This courageous
strategy worked perfectly. Women in Manhattan started buying black pearls. He had created

a new status symbol - ownership of black pearls as a message that “I can afford such luxury”.

According to research, there exists a correlation between price and perceived value. In one
experiment, participants were tasting wines. Firstly, they were offered a few options of both
cheap and expensive wines. In this case, they were convinced that the expensive wine tasted
better then the cheaper one. Interestingly, when consumers tasted cheap wine presented as
expensive, they labelled the wine as tastier than the “cheap wine”, which was actually ex-
pensive. Such experiments demonstrate the power of perception. Humans brain anchored
the expensive wine as tastier because the price tag said so. It does not necessarily work with
every product, but when we are facing with specialities such as wine, we tend to subcon-

sciously connect expensive with being better.

Also, Ariely (2009) found that participants who paid more for medicine reported the medi-
cine as being strong and felt better sooner than participants who purchased the same but
discounted medicine. This is called the placebo effect, which is one of the many biases that
tend to influence humans. Such examples illustrate the power of perceiving product as pres-
tige, meaning the product works better. It is extraordinary that such a correlation exists and

how it influence the outcome of treatment (Ariely, 2009).

2.2.3 Power of free

“One of the most potent motivators of human behaviour is the fear of loss”.

- Davod Hoffeld, 2016

The power of free or the zero price effect describes how the effect of free goods is influenc-
ing consumers' decision-making (Shampanier and Ariely, 2007). As mentioned, humans are
by nature loss-averse. We try to avoid losses as much as possible. Nowadays, heuristics is
activated when consumers are buying products. The consumer has to give up something
(money) to gain something else (the product). As we know, losses are perceived as 2 times
greater than gains. Therefore, it is completely understandable that consumers enjoy services

or products “for free” more.
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At first, it might to be perceived as the perfect deal. There is nothing to lose, only something
to be gained without wasting precious resources. Therefore, it can be powerful tool used for
merchandises, but in some cases, it is disadvantageous to consumers. The issue here is that
consumers often overlook better choices just because they can get something for free. For
instance, consumers might easily fall for an inconvenient deal just because some service or
product is included “for free”, like disadvantaged mortgage, a credit card or even a cell phone

contract.

Free chocolate, better chocolate

Dan Ariely's experiments, documented in his book Predictably Irrational (2009), can
demonstrate such issues. He set up a large table in a public building and offered two types
of chocolate, Lindt truffles and Hershey’s Kisses. During the first experiment, the Lindt
truffles cost 15 cents, and the Hershey’s Kisses cost 1 cent. The majority of consumers
(around 73%) chose Lindt truffles, which is entirely rational, since Lindt truffles are known
to have richer and more excellent flavour. During the second experiment, Lindt truffles and
Hershey’s Kisses were discounted by 1 cent. Therefore, Lindt truffles cost 14 cents, and
Kisses was suddenly free of charge. Even though a 1 cent discount is not a dramatic change,
since the Kisses were free, it actually made a massive difference in consumers decision-
making. Suddenly, 69% of consumers wanted Kisses, and only 31% wanted Lindt truffles.
When consumers were faced with a free option, the majority chose the free option because
a free item does not carry any risk (Ariely, 2009).

Free shipping

Another excellent example of the power of free is Amazon.com. They started to offer free
shipping for purchases over a certain amount. For instance, if someone wanted to buy a
single book and the price was not high enough, he/she would have to pay shipping fees, but
if the customer bought a certain amount, the shipping was suddenly free of charge. Let us
say the book cost $12 and shipping was $4. If the consumer purchased more than $20 worth
of merchandise, he/she would not have to pay shipping fees. The offer created the impression
that, rather than paying for shipping, it is more convenient to invest more money, which
would be lost anyway, in something else, for instance, another book. The idea seems com-

pletely rational.
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But what if the shipping was not separate, but was included in the price? Would that change

consumers' perceptions?

Ariely assumes that some consumers did not want to purchase another book, but because it
seems to be a better deal since the purchase offered free shipping, they were likely to buy an
extra book, just for the sake of getting free shipping.

The outcome was that Amazon's sales increased tremendously, except in France. This could
suggest that French people are probably more rational than others, but the key issue was
something else. Instead of offering free shipping, the France division offered shipping for 1
franc, which is roughly 20 cents—basically for free. The truth is consumers did not perceive
the promotion as a profitable deal, because consumers have to pay anyway, even thought it
is insignificant sum. They would lose money (which is what loss aversion is all about). One
can assume that when Amazon.com changed the French promotion to free shipping like in
rest of the divisions, sales increased tremendously also. Therefore, free shipping caused dra-

matic changes (Ariely, 2009).

2.2.4 Hyperbolic discounting

Discounts

When it comes to discounts, things can get really tricky. The key factor is the consumers'
perception. If a consumer thinks it is a great deal, he/she is likely to buy a product. Some
authors suggest it is better not to discount at all. It often happens that consumers get used to
deep discounts and the retailers have to communicate with consumers only through dis-
counts, which may result in a negative spiral of endless discounting. Also, consumers might
perceive the reference point as lower thanks to repeated discounts. Professor Akshay Rao
states ““... consumers are inclined to perceive add-ons such as bonus packs as gains but view

price discounts as reductions in losses” (Chen, 2012).

Hyperbolic discounting
“Hyperbolic discounting refers to the tendency for people to increasingly choose a smaller-

sooner reward over a larger-later reward as the delay occurs sooner rather than later in time”
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(Redden). People choose to wait when offered large rewards in the distant future. When
faced with a decision in the present, they avoid waiting as much as possible. It is a human
tendency to choose immediate pleasure in exchange for suffering later because we tend to
overestimate our future selves. For instance, Liabson (1997) studied how people respond to
rewards towards time. He found that people’s investment behaviour exhibits patience in the
long run and impatience in the short run. According to Liabson, hyperbolic discounting can
explain why people have large credit-card debts at high interest rates and pre-retirement
wealth growing at a lower interest rate. The rewards provided by buying something today

outweigh the displeasure of future payments (Redden, b.r.).

2.2.5 Pain of paying

As we already know, humans are loss-averse, most decision-making is unconscious and hu-
mans do not always make rational decisions. The same rules applies for financial decisions.
Therefore, people overall do not enjoy spending money, because they experience lose and
sense the “pain of paying”. Areas in brain associated with physical pain and disgust are
activated when it comes to spending money. Making the payment actually worsens the pleas-

ure accomplished from the purchase.

The more we perceive the pain of paying, the less we enjoy the service or product. It is
important for sellers to eliminate the “pain of paying” as much as possible to make consum-

ers spend more money.

In 1996, Zellermayer defined the concept of “pain of paying” as “direct and immediate dis-
pleasure or pain from the act of making a payment”. The pain of paying may decrease the
pleasure of making a purchase, or the prospect of it may persuade us not to make the pur-
chase at all (Horst, 2013).

The pain of paying was also examined in 1998 by Prelec and Lowenstein. They find that
certain ways of paying are less painful for consumers. If the payment is less transparent and
evident, we are not experiencing “pain of paying” as strongly as we would by paying actual
money. Using credit cards helps overcome the negative feeling. Therefore, it is in the interest

of sellers to encourage consumers to pay by credit or debit card. When consumers have to
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pay with money, they do not focus on the pleasure from the product or service, but their

attention is drawn to the money they spend.

The pain of paying develop from three factors:
a) salience of the payment form/method;
b) salience of the amount; and

c) timing.

The saliency of the payment form occurs when occurs when we experience losing the money.
The saliency of the amount relates to salience of the payment form, because cash payment
makes the consumers more aware of the amount then other payment methods. The timing of

the payment occurs when we pay after consumption (Horst, 2013).

Another way to overcome the pain of paying is automatic payment. For instance, download-
ing music from iTunes does not require bank details, because they are already registered, so
to make a purchase, consumers just have to press the download button. The purchase is thus
less visible, and consumers do not have to provide bank details, which causes the pain of

paying.
Uber uses all these techniques to avoid the pain of paying. There is no visual meter or phys-

ical payment. Everything is done automatically. It is understandable why so many people

choose Uber over taxis.
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3 CHAPTER Analysis of pricing strategies

The purpose of this research is to analyse pricing strategies of a particular company critically
and further discuss and propose recommendations. For analysis, the secondary data used has
been borrowed from quarterly reports and data collected by surveys conducted by statistical

companies. Since the data are secondary, data analysis was conducted.

The thesis analyses the pricing strategies of Apple, Inc. since the company uses many pricing
strategies borrowed from behavioural economics, such as premium pricing, reference prices,
the pain of paying, and more. Apple is one of the well-known companies using behavioural
pricing strategies to influence consumers® decision-making. They are an example of how
behavioural economics strategies work in real life and how such strategies can at least par-
tially contribute to transforming a small start-up company into a billion-dollar business. I am
going to analyse their pricing strategy, especially of iPhone products, since their highest

revenue comes from selling mobile devices.

3.1 Introduction

“Think different.”

- Craig Tonimoto

Apple is one of the first tech fairy-tallish start-ups which emerged from a garage project
conducted by three friends to successful business. Nowadays, Apple is the world's largest
information technology company by revenue and the world's second-largest mobile phone
manufacturer after Samsung. Throughout the years Apple happened to become one of the
first U.S. companies valued over 600 billion USD. Apple's annual revenue in 2017 was 229
billion USD and possesses a huge product range and also a range of related software, ser-
vices, accessories, applications, digital content and networking solutions. Apple sells mainly

consumer electronics and online services. Apple’s hardware includes the iPhone, tablet iPad,
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computer Mac, the iPod, the Apple Watch, the Apple TV, smart speaker HomePod. Apple’s
software includes macOS, i0S, iTunes, Safari, iLife and iWork. The online services include
the iTunes Store, the iOS App Store and Mac App Store, Apple Music, and iCloud.

3.2 History

Apple Inc., formerly Apple Computers Inc., is an American company based in Cupertino
California and was founded on April fool’s day in 1976 by Steve Jobs, Steve Wozniak and
Ronald Wayne, in Steve’s parents’ garage. The journey from start-up project to successful

company was not easy. Apple went through many ups and downs.

The first Apple product was conducted by Steve Wozniak who designed and built computers
from scratch. In 1976, he built himself the hardware and software. Name of the product was
very simple, Apple I. Steve Wozniak’s intention wasn’t directed to selling computers, but
luckily Steve Jobs saw the opportunity and decide to sell Wozniak’s product. The Apple I
was just a motherboard with processor and memory. The customers had to build their own
case, keyboard and monitor. It was sold for 666.66 USD in 1976 (today it would equal
2 958.29 USD in 2018).

Steve Jobs found angel investor Mike Markkula, who was willing to invest 250 000 USD
into the company and became a 3rd partner with 1/3 company’s share. In 1977, Steve Woz-
niak designed a personal computer known as Apple I1. In between the CEO of the company
was Michael Scott, thanks to Mike Markkula. The Apple Il was sold mainly to business
customers, thanks to the VisiCalc — spreadsheet software application.

The company entered the exchange stock market in 1980 and within only a day achieved a
shares increase by 32%. Thanks to success with the Apple Il computer the company gained
a name in the world and could expand. Already in 1980, the company employed a few thou-

sand people in Cupertino.
The company almost went bankrupt when Steve Jobs left. The former CEO John Sculley,

was not able to keep up with competition. In 1996, Apple bought company NeXT where

Jobs worked, and named him CEOQ. Afterwards, the company slowly started to regain its
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position on market. In 1998, the company introduced Mac, three years after the first iPod
was sold. In 2007, Apple changed the technology world by introducing iPhone. After Steve
Jobs’ death, the CEO become Tim Cook. The company become the fastest growing company

in the history of US business (Rawlinson, 2017).

3.3 Behavioural segmentation

This chapter is analysing the behavioural segmentation of consumers. The behavioural seg-
mentation is more focused form of consumers segmentation based on decision-making pat-
terns. It focusses less on who the consumers are and more on what consumers actions re-
garding the product or service really are. The patterns include for instance spending behav-
iour, consumption, life-style, desired benefits and many others.

3.3.1 Segmentation based on loyalty

According to Montgomerie and Roscoe (2013) the reason behind company success is espe-
cially strong brand loyalty and great customer relationship as a result of company’s market-
ing mix and strategy of adding value to their products. Apple’s customers are very strongly
attached towards the brand and they rarely switch from the Apple to other competitors. Ap-
ple mastered the art of appealing towards human needs such as: creativity, respect and be-
longing to something bigger than ourselves. The company’s branding uses minimalistic de-
sign, simplicity and recognizes that humans are in core social animals and that we want to
be part of a revolution, part of the newest cutting-edge technology, part of something im-
portant. Especially the Apple ability to “own consumer” was the reason behind huge expand
and grow. The consumers who already possess one of the company’s product, often purchase
others. The Apple’s ecosystem is also company’s advantage, since the devices communicate

with each other fluently.

Endowment effect
One of the most important part towards consumers loyalty plays endowment effect. Accord-
ing to endowment effect, the individuals who already possess Apple products value them

more than individuals who do not. This is also the reason, why Apple can afford to price
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their product expensively, since the base of loyal consumers will be interested despite the
price. (Giné and Goldberg, 2013)

3.3.2 Purchase behaviour

Consumer behaviour is affected by social, psychological, cultural and personal factors.

Confirmation bias

One of the market segment Apple is targeting is individuals who crave for social status and
declaration (Montgomerie and Roscoe, 2013). By purchasing Apple products, they confirm
themselves that they belong to a group of individuals interested in the high-tech market. The
ownership of an Apple product confirms their own importance and sense of belonging to a
group of individuals who are devoted to Apple products, therefore owning iPhone has more

value, than possessing products of the other brands.

Loss aversion

When Apple launched the new iPhone, the company frequently undersupplied its stores.
Usually, it is sold out within a few hours and those who did not buy the product in time must
wait for weeks in order to be able to purchase newly released product. Why does it work so
well? Firstly, it works as free marketing, since every time such occasion occurs, the media
are full of messages regarding Apple. Secondly, people are loss averse, therefore the con-
sumers who are interested in buying the product are experiencing anxiety of losing the op-
portunity to purchase an iPhone in time, since they have to wait weeks for the re-supply
(Ordway, 2017).
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Table 1 Apple revenue by operating segment
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The graph shows the demand is increasing every year. The highest revenue of all time Apple
recorded in the first quarter of 2018 and majority of income comes from iPhone sales, where
the revenue increased significantly from the other year.

3.4 Pricing models

The following chapter is focused on the company’s pricing policy’s beginning with classic
strategies and continuing into behavioural pricing strategies. Price itself is a very important
marketing tool since a pricing policy has strong impact on the company’s performance. Right

! The Services mentioned in graph include: iTunes, App Store, Mac App Store, iBooks Store, AppleCare,
Apple Pay and other services. The Other Products include revenue from: Apple Watch, Beats products, iPod,
Apple TV, Beats Electronics and Apple-branded and third-party accessories
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pricing strategies demand understanding the market and the structure of the company result-

ing with a positive effect on a company’s revenue and also competitiveness.

3.4.1 Price maintenance

One of the strategies Apple uses is price maintenance. Price maintenance is an agreement
between producer and distributor not to sell products under certain minimum price. Usually,
distributors have space to decrease prices since the product they are selling has “manufac-
turer suggested retail price” (MSRP), meaning they buy the product for 100 USD, they are
supposed to sell it for 400 USD, but since the price is not fixed terminally, retailers often
decrease price and sell product for instance for 200 USD. Such variability is possible when

large differences between the wholesale price and what retailers pays to distributor occurs.

Apple has such a gap also, but it is very tiny and do not allow retailers to move with is
significantly. The percentage range is guarded secret. So why would retailers carry Apple
products? Apple offers retailers” monetary incentives when selling products at or above a
certain price called “minimum advertised price” (MAP). Such agreement empowers retailers

to make profit and at the same time keep Apple’s homogeneous prices (Tabini, 2013).

3.4.2 Skimming price strategy

Skimming price strategy is used to maximize profits in early stage of the product life cycle.
Such strategy helps to cover costs of development and the research (Huimin and Hernandez,
2011).

When the new Apple product is launched, it is marketed with relatively high price because
of the additional value the product carry with itself like innovation, improvement etc. In
early stage of the product life cycle the consumers are less price sensitive. They prefer values
such as status, fashion, technology changes and brand itself. The skimming strategy is fo-
cused towards early adopters - consumers who are willing to pay for product in order to have
it sooner. Later in product lifecycle the prices are lowered, when the demand decreases and
product is priced in competitive price range. Apple uses skimming price strategy for most of

their product especially for iPhones.
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Table 2 Product life cycle of iPhone 6s

Stage Price
Introduction 649 USD
Growth 450 USD
Maturity 399 USD
Decline 350 USD

Source: (DealNews, b.r.)

The table shows how Apple uses skimming price strategy during the product life cycle. The
initial price starts on 649 USD, the discounted price on the end of a lifecycle is 350 USD.
Usually such discount occurs when Apple is releasing new devices and the demand after
older devices decrease.

3.4.3 Price discrimination

Price discrimination happens when same product is being sold to different consumers for
different prices, depending on size of the order or geographical location etc.

Whether Apple uses price discrimination is debatable, but the fact is that price for iPhone X
vary significantly country by country. In the following chart, there are compared the USD
equivalent of iPhone X prices in several countries for 64 GB model. The price for brand new
iPhone X starts at 999 USD for 64 GB and 1 149 USD for 256 GB model in the USA. The

exchange rate used was valid for 3rd April 2017.
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Table 3 Comparison of iPhone X prices in USA with rest of the world

Country Local Price | USD Price
Canada 1319 CAD | 1029 USD
Japan 112800 JPY | 1061 USD
Hong Kong 8 588 HKD | 1094 USD
UAE 4099 AED | 1116 USD
Australia 1579 AUD | 1215USD
Taiwan 35900 TWD | 1231 USD
Switzerland 1199 CHF | 1254 USD
Singapore 1648 SGD | 1258 USD
Mexico 23499 MXN | 1293 USD
New Zealand 1799 NzD | 1307 USD
China 8388 CNY | 1334 USD
Sweden 11 495 SEK | 1374 USD
Luxembourg 1121 EUR | 1378 USD
Russia 79990 RUB | 1390 USD
Norway 10 990 NOK | 1405 USD

Source: (Apple, 2018)

Country Local Price [ USD Price
UK 999 GNP | 1405 USD
Austria, Germany 1149 EUR | 1414 USD
Belgium 1159 EUR | 1425 USD
France 1159 EUR | 1425 USD
Netherlands 1159 EUR | 1425 USD
Spain 1159 EUR | 1425 USD
Ireland 1179 EUR | 1450 USD
Finland 1179 EUR | 1450 USD
Portugal 1179 EUR | 1450 USD
Poland 4979 PLN | 1455 USD
Czech Republic 29990 CZK | 1456 USD
Italy 1189 EUR | 1462 USD
Denmark 8 899 DKK | 1469 USD
Hungary 379 990 HUF | 1497 USD
USA 990 USD 990 USD

The biggest difference between price in the USA was in Hungary, where the cost of iPhone

X is 1497 USD, which is almost 50%. The lowest difference is in Canada, where customers

might purchase new model for 1 029 USD. Interestingly in the UK, the price is same as in

the USA, but in British pounds.
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Table 4 The prices of iPhone X across the countries
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How is this possible? The reason behind different price ranges across countries according to
Apple is that price for iPhone X in USD dollars are shown without VAT. In the USA, every
state has different rate of the taxes so the products are shown without VAT. The taxes are
up to 11%, so for instance in New York, customers actually purchase iPhone X for 1 249
USD. Since in Wilmington, Delaware, there are 0% taxes the cost of iPhone actually is 999
USD.

Also according to Apple, the difference between prices are the result of the currency ex-
change rate, import laws, taxes, business practice and more. It is interesting that for instance
in the UK the price is 999 GBP, same as in USA but in British pounds, pointing on possibil-
ity, that more than issues with laws and taxes, it is part of Apple price discrimination strat-
egy. The price discrimination allows company to target consumers who have different price
elasticities of demand.
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3.5 Behavioural pricing and strategies

In order to maximize company’s profit, the fastest way is through the pricing. According to
study published in the Harvard Business Review even 1% change in price can increase prof-
its by 11% (Varn, 1992). The right pricing strategy will effectively boost revenue and be-
havioural pricing is one of those strategies which is not difficult to use and work wonders

when used properly.

This chapter is focused more in depth towards Apple’s usage of behavioural pricing strate-

gies and discuss whether adopting thus strategy have positive impact on company revenue.

3.5.1 Pain of paying

In 2015 Apple first introduced Apple Pay, digital wallet and mobile payment. Apple pay
allows users to make payments via iPhone, Apple Watch, iPad or Mac (Apple, 2018).

According to Apple, Apple Pay is used by 16% of iPhones owners, about 127 million people
around the world. The number is growing rapidly, but the company does not hurry to enter
other markets. Most of the users are in the United States where less than 40 million people
use it. Outside of North America, the service operates in Western Europe, Russia, China, or
Australia. The service supports more than 2700 banks, as well as the number of apps where
Apple can pay. In the past, however, the service had a problem with large retail chains trying
to push through their own mobile wallets. Apple Pay still does not work in the Czech Re-

public, where it is possible to use Google Pay.

Apple Pay greatly reduces the pain of paying by making the payments less salient. The user
once fills credit card (or debit card) information into an app and can immediately start using

Apple Pay by unlocking and confirming transaction with thumbprint or face recognition.

The reason why the pain of paying is almost none when using Apple Pay is, that as men-
tioned in previous chapters, when the consumer does not see money being spent, parts in the
brain responsible for pain are less active, therefore consumers do not feel the unpleasant
feelings of anxiety over loosing. But when the consumer is supposed to use a thumbprint or

face recognition in order to finish purchase, it makes the consumer feel like he/she is paying
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with identity more than actual money. Also, consumers have connected the smart phones

with non-financial activities, making it even less painful.

On the other hand, when Apple Pay is connected with a credit card instead of debit card, it
can create a very dangerous feature for users. The credit card is well known to ease consum-
ers into overspending with postponing payments. With almost painless purchase, it can trig-
ger consumers’ willingness to spend excessive amount of money. Such conclusion is sup-
ported by study conducted by Le Bras (2017), where according to survey he determined the

that cashless payment are easier to use, but stimulate overconsumption of individuals.

3.5.2 Charm pricing

The charm pricing (psychological pricing) is based on the observation that people, tend to
start reading the numbers from the left and paying more attention to them while ignoring the
last digits on the right. (Thaler, 2016). The consumers perceive 399 closer to 300 than to
400. Apple uses exclusively charm pricing as one of the pricing strategies.

Table 5 iPhone prices

17" iPhone X 999 1149
17'iPhone 8 Plus 799 949
17" iPhone 8 699 849
16' iPhone 7 Plus 769 969
16'iPhone 7 649 849

16' iPhone SE 399 499
15'iPhone 6s Plus 749 949
15'iPhone 6s 649 849
14" iPhone 6 Plus 299 499
14' iPhone 6 199 399
13'"iPhone 5¢ m9g9m 199
13'iPhone 5s 199 399
12" iPhone5 199 399

0 USD 200 USD 400 USD 600 USD 800 USD 1000USD 1200 USD 1400 USD

Lowest price Highest price

Source: (Apple, 2018)

It might seem to be contradictory to other policies Apple uses. According to a study

(Asamoah, 2011) price ending has a significant influence on level of sales. The retailers who
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focus on high quality and expensive products usually use even prices, which should dismiss
the connection between lower price and lower quality. Apple on the other hand uses high
price strategy and at the same time the company is using odd prices. When the company
wants to be exclusive, why would they choose psychological pricing, which should evoke a

smaller price in perception of consumers?

It is part of Apple’s strategic policy. Those techniques are complementary, together are tar-
geting to create great range of consumers. Apple does not only attract only wealthy busi-
nessmen, but also youngsters and children, so it is in the interest of Apple to segment the
market properly and set the prices in order to attract consumers from each segment of the
market, that is also the reason why in USA the company is offering 2 years contract with
mobile providers, so the product are available to more consumers, not only the prise insen-

sitive one.

3.5.3 Anchoring and reference prices

Consumers’ willingness to pay is affected by observed prices and can be influenced by an-
choring. Anchoring works as a bias towards value and, therefore, can influence purchasing
decisions. Decision-making is influenced by quantity limits, suggestive selling, and multi-
ple-unit pricing, which all contribute to increases in purchase quantities (Wansink, 1998).
The anchoring is triggered when individuals rely on System 2 decision-making mentioned
in the first chapter. The consumers consciously reason arguments against the anchor; how-
ever, System 2 is more easily influenced since individuals recall the data connected with
anchoring easier (Kahneman, 2011). In order avoid the influence of anchoring, opposite

thinking by consumers is recommended.

According to Thaler, consumers need reference prices to be able to decide whether the prod-
uct/service value is worth the purchase. The initial reference price can be artificially high,
and yet consumers are unable to tell whether the price corresponds to the item’s true value
and whether the price is a discount or a reasonable price. Apple is accused of launching its
product for an artificially high reference price, as can be seen in Table 5. Since the company
lowered the price so quickly after its initial release, the price drop was perceived as a dis-
count, not a reference price. However, the paradox is that the discounted price was closer to
the true value of the product. Apple could have started selling the iPhone for 399 USD, but
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the company decided to try and create a reference price first, so that consumers had a com-

parison, as it was the company’s first iPhone launched.

According to research conducted by the Pricing Society, the anchor Apple used is called
“Sequential price anchoring”, where the company adopts a high price policy in some cases
for a limited amount of time. Such strategy attracts consumers whose are willing to pay a
premium price in order to experience the product sooner. When sales start to decline, or
sooner, prices are lowered sequentially, so they attract more price sensitive consumers and,
therefore, improve sales. The company can benefit from such an approach by achieving a
competitive advantage ahead of competitors. According to The Pricing Advisor, “a key ben-
efit of this approach is that additional margins realized could potentially be utilized to create
‘brand differentiation’ and achieve competitive advantages ahead of competitor product
launch.” (The Pricing Advisor, 2010).

Table 6 iPhone entry-level pricing in USD
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Source: Apple’s financial report, (Apple, 2018)

The graph shows a pattern of price growing with each new model. The company adopted
stable pricing with first four models, but afterwards, started to change the reference price for
upgraded devices. The iPhone 4s is an upgraded version of the iPhone 4; therefore, it costs

over 100 USD more. The company released a couple of less expensive devices such as the
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iPhone SE and iPhone 5c. Lately, Apple’s strategy is focused more on higher prices in ex-

change for technological progress, new design, better camera, and other features.

Table 7 iPhone average selling price

900 USD
796 USD

800 USD 687 USD 695 USD

626 USD

700 USD 642 USD

600 USD

691 USD 618 USD

500 USD 638 USD 659 USD

400 USD 634 USD

104 USD

300 USD 312 USD

200 USD

0 USD 19 USD

Source: Apple’s financial report, (Apple, 2018)

The average selling price (ASP) of iPhone devices peaks usually in the first quarter, which
for Apple is the last three months of previous calendar year and includes the holiday season.
Therefore, the highest revenue and the highest selling price are usually observed in Q1,

where loyal consumers are also the first to purchase the product.

Table 8 Average selling price

Quarter Q1 2008 (Q1 2009|Q1 2010({Q1 2011|Q1 2012 (Q1 2013 |Q1 2014 Q1 2015|Q1 2016 (Q1 2017 |Q1 2018
ASP (USD) 104 286 638 645 659 642 634 687 691 695 796
Annual ASP

growth (USD) 182 353 6 14 -18 7 3 3 4 102

Source: Apple’s financial report, (Apple, 2018)

The average selling price indicates how much money the manufacturer is receiving on aver-
age for their phones sales. Usually, the ASP differs from the advertised selling price, espe-
cially in the mobile phone industry. Since Apple is a product driven company, the infor-
mation regarding financial performance is calculated by ASP. The importance of ASP is also

because the greatest profitability comes from iPhone sales (in Q1 around 70%).
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The downside of anchoring is that it can also operate against a company. For instance, when
Apple launched the first iPhone on 30 June 2007, the company decided to price the new
device at 599 USD for the 8GB model (732 USD in 2018 dollars). According to Apple re-
ports, over 270,000 devices were sold in the first 30 hours. The company established the
initial anchor by presenting the reference price thus affecting consumers’ perceptions of
price acceptance towards iPhones. The high price was interpreted as a sign of quality,
ground-breaking technology improvements, social status, etc. Only two months after launch-
ing the new product, Apple decided to cut the price by 200 USD and start selling the iPhone
for 399 USD. Many consumers were upset with Apple’s decision to decrease the price
shortly after its release. The timing was too short, and Apple’s former CEO Steve Jobs re-
acted with a public apology and offered existing consumers 100 USD credit for any Apple
products. Such behaviour borders between price discrimination and pricing error. After the
backlash, the company adopted a policy of reducing prices the year after releasing a new

product. The timing in case of anchoring is very important.

3.5.4 Prestige pricing

How do people perceive an expensive product/service? Generally speaking, when consum-
ers are charged more to obtain a product or service, they appreciate the product/service more
rather than if they had paid less. They perceive the higher price as an indicator of greater

quality/value.

Consumers who are attracted by prestige pricing are typically the ones with or wanting to
gain higher social status. They seek satisfaction and desire for a prestige product or service.
For such consumers, the quality and price are proportional, and the price is linked to self-
worth. An excellent example of prestige pricing is the last model of the iPhone, the iPhone
X, with price tag 999 USD. It is exclusive not just because it is the peak of mobile technol-
ogy, but also for its unavailability, as only a limited number of individuals can afford it. For
price insensitive consumers, the iPhone X also carries the emotional value from possessing
an expensive product, meaning that the product is priced more for its value rather than cost.
In fact, consumers do not have a clear idea whether the value of the product or service re-

sponds to its price, as presented on the graph below.
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Table 9 shows the estimated cost of materials and manufacturing for the iPhone compared
to its entry price. The data are provided by HIS Markit, a global information provider. The
estimation does not include research, development, logistics, marketing, or other additional

costs.

Table 9 Comparison between the price and estimated manufacturing costs
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The graph shows the difference between the price iPhone is sold for and the cost of making
the device. The greatest difference is between their latest device, the iPhone X, where the
estimated gross profit is 697 USD, almost 63% of the cost. Apple manages to produce an
expensive device for a relatively small cost. Usually, in the manufacturing industries, the
mark up is around 30% (Corporate Finance, 2016). Apple accomplishes this because the
nature of the product allows Apple to use Prestige pricing. Apple could have initially priced
the iPhone lower, but instead decided to adopt a high price policy, anchoring the initial price

to be expensive in comparison with the competition.
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Table 10 Apple quarterly reports

Quarter !Phone units | Annual ASP ASP growth Srfgensaeles 'P?r; Revenue
in thousand | growth (USD) thousand growth
Q12009 4 363 88.47% | 285.81 USD - 1247 -
Q12010 8737 | 100.25% | 638.43 USD 352.62 5578 347.31%
Q12011 16 235 85.82% | 644.78 USD 6.35 10 468 87.67%
Q12012 37044 | 128.17% | 659.14 USD 14.36 24 417 133.25%
Q12013 47 789 29.01% | 641.57 USD -17.56 30 660 25.57%
Q12014 51 250 7.24% | 634.11 USD -7.46 32 498 5.99%
Q12015 74 468 45.30% | 687.30 USD 53.19 51 182 57.49%
Q12016 74779 0.42% | 690.50 USD 3.20 51 635 0.89%
Q12017 78 290 4.70% | 694.57 USD 4.07 USD 54 378 5.31%
Q12018 77 316 -1.24% | 796.42 USD | 101.85 USD 61576 13.24%

Source: Apple’s financial report, (Apple, 2018)

According to the quarterly reports, the ASP grew from Q1 2018 to Q1 2017 more than 100
USD, and Apple’s total revenue grew over 13% from iPhone sales alone, despite fewer units
sold. The data shows that adapting high price levels positively influenced revenue, although

it did not increase the number of consumers purchasing the device.

Price elasticity

Price elasticity of the demand helps to analyse consumers” willingness to pay. The price
elasticity or inelasticity helps to undercover the strategy company should adopt in order to
increase total revenue, since the price has a direct impact on company’s profit (Pettinger,
2017).

The most expensive devices in 2017 and 2016 were used to determine the elasticity of iPhone
demand. The quantity of the demanded models is the global estimate from the Strategy an-
alytics since Apple does not share quantity sold information for each model due to compet-

itive advantage. Two models, the iPhone X and the iPhone 7 Plus, were compared.
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Table 11 Price elasticity of the demand

Model iPhone X iPhone 7 Plus
Quantity 16 000 000 17 400 000
Price 999 USD 769 USD
PED -0.27

Source: (Strategy Analytics, 2018)

Figure 5 Price elasticity of the demand

999

769

According to Pettinger (2017), inelastic demand happens when change in price causes a

smaller percentage change in demand. On the other hand, elastic demand happens when

increasing a price causes greater percentage fall in demand.

In this case, the price increases about 29% and the quantity demanded falls about 8%; there-
fore, the PED =-8/29=-0.27. The PED is greater than -1; thus it can be referred to as inelastic

demand. Figure 5 shows how the price affects demanded quantity. The higher prices created

a new equilibrium x’, so even when overall quantity demanded fell, as shown in Table 12 (-

1.24%), the total revenue still increased considerably (13%).
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Table 12 Comparison of price and revenue growth

2016 ASP
iPhone 7 649
iPhone 7s Plus 769 694
2017
iPhone 8 699
iPhone 8s Plus 799 796
iPhone X 999
Price growth 14.82%
Revenue growth —
iPhone sales 13.00%
O Il th

verall revenue grow 9.65%
iPh i |
iPhone units sold 1.24%

Source: Apple’s financial report, (Apple, 2018)
The reason for inelastic demand could be the fact that iPhone has no substitutes for its oper-
ating system. If the consumer relies on having iOS, there are only Apple devices available.

Also, the strong brand loyalty plays important role in creating inelastic demand.

The elasticity also differs when product enter to different product life-cycle. For instance,

the price elasticity of iPhone 6s in last product-life cycle is elastic.

Table 13 Price elasticity of iPhone 6s

Price in
Year Model usbD Market share
2017 iPhone 6s 320 6%
2018 iPhone 6s 220 9%

Source: (Strategy Analytics, 2018)

The price decreased about 37% and market share increased about 3%; therefore, the PED =
-37/3 =-12,33. The PED is smaller than -1; therefore the demand become elastic.

The elasticity depends on many factors such as life-cycle, necessity, income, substitutes,
advertisement, brand loyalty and many others. The inelastic demand can change when the

product enters different product-life cycles.
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At this moment the elasticity of iPhone X is inelastic, meaning that increase in price resulted
in increase in total revenue. The company’s ability to create device with inelastic demand
depends in this case on ability to add value to its product and support strong loyalty towards
the brand.

Whether the company can retain inelastic demand by increasing prices with future models
depends on plenty of factors. The consumers price sensitivity needs to be addressed as well

as the amount of technological improvement compared with previous models.

High price policy and impact on revenue

The idea of the positive impact of the high price policy on revenue is also supported by a
study conducted by Deonir De Toni et al. (2016) where the hypothesis “Adopting high price
levels has a direct and positive impact on profit margin” was confirmed. The study was
directed mainly towards value-based pricing, but since behavioural pricing has a very tight
connection with value-based pricing, the results are applicable towards behavioural pricing

as well.

Table 14 Apple revenue throughout the quarters
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The graph shows the revenue has an upward trend over time, as do the prices of iPhones.
The highest revenue Apple recorded was in the first quarter of 2018, and a majority of in-
come comes from iPhone sales. In Q1 2018, annual revenue grew about 12% compared with
Q1 2017 and about 13% growth from iPhone sales alone. As usual, Q2 is weaker than Q1,
and a further decline is expected. Apple adopted a strategy of a strong first quarter following
with weaker quarters, with a significant decline in revenue from Q1 and Q4.

Another reason behind the growth in income from iPhone sales, despite fewer items sold, is
the launch of three new expensive products: iPhone 8, iPhone 8 Plus, and the iPhone X. The
premise that a higher ASP is based on increasing prices is also supported by research con-
ducted by CIRP. Table 15 indicates the percentage of US consumers who purchased iPhone
devices within 30 days after the launch of each new phone. In 2017 the greatest percentage

of sales was from the iPhone X.

Table 15 Percentage of sold devices in the USA within 30 days after release
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Source: (CIRP, 2018)
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Table 16 Percentage of each iPhone model sold in Q1 2018 in the USA
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Q1 2018 shows that 23% of total iPhone sales were made from the iPhone 8, 21% by the
iPhone 8 Plus, and 20% by the iPhone X. Despite the fact that almost 1 million fewer iPhone
units were sold compared to the previous quarter, the ASP increased over 100 USD com-
pared to Q1 2017. The revenue also increased by 9.65%, which is more than 7 billion USD
in growth from iPhone sales only.

Table 17 Percentage of each iPhone model sold in Q2 2018 in the USA
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In Q2 2018, iPhone X sales declined, and more iPhone 8 and iPhone 8 Plus units were sold.
The ASP in Q2 2018 dropped about 100 USD to 654.98 USD, the same as Q2 2017. Since
ASP is correlated with revenue, there was also a decrease in revenue recorded.
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3.5.5 Decoy effect

The way Apple, Inc. presents their latest devices also trigger allegations that the company is
using the decoy effect. To be able to refer to a pricing strategy as decoy pricing, certain
conditions must be met. Behavioural economics recognises symmetrical domination, asym-
metrical domination and non-dominated decoy alternative (viable decoy). If dominance is
not perceived, the effect is unlikely to occur.

As mentioned in 1% chapter, in order to be able to refer to option as a decoy, the option would
have to have almost 0% of consumers willing to buy it in favour of the other options. Ac-
cording to a survey conducted by CIRP, consumers did not favour any option prevalently as
can be seen in Table 12 and Table 13, where the percentage of consumers buying the devices

was divided almost equally in case of iPhone 8, iPhone 8 Plus and iPhone X.

It is true that how the products are presented by Apple resembles some of the characteristics
of the decoy effect. There is option iPhone 8 (A-), iPhone 8 Plus (A), and iPhone X (B).

Option A (iPhone 8 Plus) is more expensive than A- (iPhone 8), with greater size but same
performance; therefore, the option are almost equal except the higher price. Option B is the
most expensive and also the best device in terms of performance and additional features
compared with Options A and A-. According to decoy effect theory, the consumers like to
compare things which are easy to compare and avoid comparing things which are not. The
consumers can easily compare iPhone 8 and 8 Plus. They cannot compare the iPhone X so

easily since it differs heavily from the other options in terms of price and performance.

There is, therefore, not asymmetrical domination, but a resemblance of non-dominative de-
coy alternative. The consumers, according to the survey, did not prefer any of the options
heavily, nor did they disprove any of these options; therefore the decoy option was not con-
firmed. In order to be able to refer to the pricing as decoy pricing, little to none of the shares

of the market can be in connection with the product.
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Discussion

The gathered data allowed an investigation of the effectiveness of behavioural pricing strat-
egies based on critical review of literature related to behavioural economics and behavioural
pricing. The literature review helped to understand the principle mechanisms behind con-
sumers’ decision-making and behavioural pricing. The insights could be used as a competi-

tive advantage for other companies as well.

The analysed company, Apple, Inc., uses many neo-classical pricing policies with preva-
lence for value-based pricing. From behavioural pricing strategies, the analysed were: price
charming (the usage of odd prices), irrational value (the difference between actual worth and
price of an expensive good), and pain for paying (avoiding the pain of paying through con-
tactless payment, using fingerprints or face recognition). The usage of a decoy effect was

not confirmed since the essential criteria were not met.

The company reported the strongest quarter of all time, Q1 2018, which is the launch of the
iPhone X, the most expensive device for an entry-level phone the company had ever created.
The price analysis confirmed the connection between a higher price and a positive impact
on average selling price per unit, increasing overall revenue for Apple since the iPhone cur-
rently contributes 70% to total revenue. Before the launch of the iPhone X, the annual ASP
growth was relatively flat (about 4 USD), and the revenue had declined compared with the
previous year. It is safe to assume that the iPhone X with its high price — 999 USD (without
VAT) - was smart strategic move, saving the company from further revenue decline.

The reason why Apple is so successful is the strong connection between the brand and the
perceived value. The consumers who are purchasing Apple products are paying mainly for
the value connected to the brand. The company anchored its value based on prices from the
very beginning, which allowed them to use prices to their advantage, creating additional
profit from the large gap between the actual cost and price. Consumers are used to the high
price policy and translate the price as evidence of the value, technological improvement, and

others characteristics.
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Table 18 Global Smartphone Marketshare (% of Total)

Global Smartphone Marketshare .
(% of Total) Q118
1. Apple iPhone X 4.6%
2. Apple iPhone 8 3.6%
3. Apple iPhone 8 Plus 2.4%
4. Apple iPhone 7 1.6%

5. Xiaomi Redmi 5A 1.6%
6. Samsung Galaxy S9 Plus 1.5%
Rest of Total Market 84.6%
Total 100.0%

Source: (Mawston, 2018)

The chart shows the prevalence of market share for individual devices is in favour of Apple
devices especially the iPhone X, showing that despite the high price, consumers are willing
to buy them more than other, less expensive devices. The consumers overcome the psycho-
logical boundary of 1,000 USD; thus the strategy was successful, improve the overall reve-
nue and ASP for Apple.

Recommendation

The analysis revealed some interesting ways Apple uses pricing strategies. Overall, Apple
uses neo-classical and behavioural pricing strategies with an alliance. According to the anal-
ysis, the company made a great move by setting prices higher with a newly launched product
in comparison with other years and models, and it seems they should continue this strategy.
Surely, it is not only the pricing that made the company successful but also the devices

themselves. The iPhone is currently their most successful product with largest revenue share.

Atwhat point will Apple reach the peak pricing for the next iPhone? Is Apple able to increase
prices for next model even more? As the data shows, the company steadily increases prices
throughout the years and slowly changes the reference price for the models. At this point,
the most expensive device for entry-level price is iPhone X for almost 1000 USD, the refer-
ence price is set high; therefore if the company decides to launch device for example for 600
USD, it will be suddenly perceived as cheap in comparison with reference price. The major
increase in prices is unlikely to occur, since 1000 USD represents certain psychological bar-

rier. The price acceptance towards price growth would vary depending on factors such as
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household income, the additional value, the technological improvement or the lack of sub-
stitutes. If the perceived value is worth the price, the consumers will buy the product as long
as they will be able to afford it. If the company is not going to make any major adjustment
in terms of technology, the price should stay on the same level as iPhone X, since the per-

ceived worth of the product would also stay the same.

Apart from the pricing strategy, the company could have lessened the over-dependence on
iPhone sales since a major part of their revenue comes from those. In 2017, Apple received
about 70% of their revenue just from iPhone sales alone. The iPhone can be considered
Apple’s cash cow, and it is the most successful device Apple ever introduced, since the
greatest revenue share belongs to Apple sales. In 2014, the iPhone generated over 55% of
the company’s total revenue. In 2015, it was over 66%. The issue with over-dependence was

clearly visible when in 2016, revenue declined, mainly due to a 12% decline in iPhone sales.

Figure 10 Apple’s revenue breakdown by product in 2016
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= Services

a Other Products

Source: Apple’s financial report

The company should focus on diversification of its revenue because consumers may change
their preference for products or competitors might overtake the market with ground-breaking
technology. In that case, unfortunately, none of the pricing strategies will help the company
to stay on top of the technology market. There are many factors the company cannot influ-

ence; therefore, they should focus on broadening their portfolio. Additionally, the market
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seems to be saturated, and the overall purchases of mobile devices have decreased globally,
as consumers do not find it appealing to upgrade their devices, since the mobile devices
changes only in camera performance, and not in any major technologic features, which might
cause issues in the future, unless competitors or the company alone would bring some major

technological revolution (Tibken, 2018).
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Conclusion

The aim of the thesis was to create a comprehensive overview of issues related to behav-
ioural economics, to confirm or disprove an interrelationship between behavioural econom-
ics and consumers' decision-making and also to answer the question of whether using be-
havioural economics might help a company increase its profits. In the thesis, the author an-
alyse pricing strategies with emphasis on behavioural economics on a company and propose
effective utilizations of behavioural theories in response to consumers' behaviour and deci-

sion-making.

The analysed company is Apple Inc., since it is a well-known company that uses behavioural
policies on top of the neo-classical policies on pricing and market segmentation. The com-
pany focuses on behavioural segmentation of the market specifically on decision-making
patterns and consumers' actions, so its marketing is targeted more towards the needs of the
company and less towards those of the consumers. As Steve Jobs once said: “A lot of time,
people do not know what they want until you show it to them”. Studying Apple's pricing
techniques also revealed that apart from the classical policies, Apple uses behavioural pric-

ing strategies.

One of the techniques the company is using is avoiding the pain of paying through Apple
Pay, by which the company successfully managed to create an easier way of paying in which
the payment is connected with credit card or debit card details, so consumers do not have to
spend time filling out forms. Apple used a similar technique with iTunes and its applications

store, so Apple Pay is another upgrade towards making payments less unpleasant.

Other behavioural policies analysed were anchoring, irrational value and charm pricing, ac-
cording to insight from behavioural research mentioned in the practical part. As the most
successful strategies according to analysis are the mix of anchoring, charm pricing and “ir-
rational value” or alternatively “prestige pricing”. The analysis shows that despite the low
cost of production, the company chooses to set their prices high and anchored itself as ex-
pensive in comparison with competitors. The prestige pricing and strong consumer loyalty

influenced price elasticity of demand to become inelastic, therefore by increasing the price
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the company mange to increase total revenue as well, since the greatest revenue share comes

from iPhone sales predominantly.

Of course, it is not only the behavioural pricing strategy that helped, but on top of neo-
classical policies, it enriches the marketing portfolio and created a powerful tool for influ-

encing decision-making in the company’s favour.

The usage of decoy effect was not confirmed since according to a survey conducted by CIRP
the ratio of consumers who bought new devices were divided almost equally with no preva-
lence on of the models, which is a crucial condition towards symmetrical/asymmetrical dom-

inance or non-dominance.

The downgrade of behavioural economics, which needs to be addressed is that only limited
studies are available on this subject because the field is quite young and still evolving and
more research needs to be conducted. The studies which have been conducted, were usually
done on Ivy League universities or labs. To create a field that is recognised by professionals,
more research needs to be done to broaden the spectrum of individuals and situations so the
outcomes can be acknowledged.

The importance of further study of behavioural economics is following. First, it focusses on
revealing how decision-making works and questions human rationality. It helps uncover
subconscious motives that individuals are driven by. Understanding the way individuals are
making decisions and are biased can help not only the company increase its revenue, but
also consumers be more aware of their behaviour, since most of the behaviour are learned
patterns that have little to do with unbiased decision-making. The potential of behavioural
economics is also to nudge individuals to make the “right” decisions about health care, sav-
ings, education, jobs, etc., easier. Second, knowledge obtained from behavioural economics
could predict the future in the financial sector. Information about how individuals usually
respond to certain situations can be helpful when planning future steps. For instance, the
economic crises could have been revealed in advance thanks to insight regarding bias be-
haviour like overconfidence biases that partly triggered the economic crisis in 2008. But it
can be used also for predicting the consumer behaviour towards price acceptance, so the

companies can more easily use right price strategies.
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In conclusion, behavioural economics should get more attention from public and educational
institutions. The insight gained from the field might be helpful for companies to improve
pricing strategies and influence consumer decision-making. As this study reveals, the proper
usage of behavioural policies does increase revenue and therefore help improve the perfor-

mance of businesses.
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