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Q1) 20 Marks (Compulsory)

Starbucks Case study
Last Thursday Starbucks raised their beverage prices by an average of 1% across the
U.S, a move that represented the company’s first significant price increase in 18 months. I
failed to notice because the price change didn’t affect grande or venti (medium and large)
brewed coffees and I don’t mess with smaller sizes, but anyone who purchases tall size
(small) brews saw as much as a 10 cent increase. The company’s third quarter net income
rose 25% to $417.8 million from $333.1 million a year earlier, and green coffee prices have
plummeted.
Starbucks claims the price increase is due to rising labor and non-coffee commodity costs,
but with the significantly lower coffee costs already improving their profit margins, it seems
unlikely this justification is the true reason for the hike in prices. In addition, the price hike
was applied to less than a third of their beverages and only targets certain regions. Imple-
menting such a specific and minor price increase when the bottom line is already in great
shape might seem like a greedy tactic, but the Starbucks approach to pricing is one we
can all use to improve our margins. As we’ve said before, it only takes a 1% increase in
prices to raise profits by an average of 11%.
Value Based Pricing Can Boost Margins
For the most part, Starbucks is a master of employing value based pricing to maximize
profits, and they use research and customer analysis to formulate targeted price increases
that  capture  the  greatest  amount  consumers  are  willing  to  pay  without  driving  them
off. Profit maximization is the process by which a company determines the price and prod-
uct output level that generates the most profit. While that may seem obvious to anyone in-
volved in running a business, it’s rare to see companies using a value based pricing ap-
proach to effectively uncover the maximum amount a customer base is willing to spend on
their products. As such, let’s take a look at how Starbucks introduces price hikes and see
how you can use their approach to generate higher profits.
An Overview of the Starbucks Pricing Strategy
The Right Customers and the Right Market
While cutting prices is widely accepted as the best way to keep customers during tough
times, the practice is rarely based on a deeper analysis or testing of an actual customer
base. In Starbucks’ case, price increases throughout the company’s history have already
deterred the  most  price  sensitive  customers,  leaving  a  loyal,  higher-income consumer
base that perceives these coffee beverages as an affordable luxury. In order to compen-
sate for the customers lost to cheaper alternatives like Dunkin Donuts, Starbucks raises
prices to maximize profits from these price insensitive customers who now depend on their
strong gourmet coffee.
Rather than trying to compete with cheaper chains like Dunkin, Starbucks uses price hikes
to separate itself from the pack and reinforce the premium image of their brand and prod-
ucts. Since their loyal following isn’t especially price sensitive, Starbucks coffee maintains
a fairly inelastic demand curve, and a small price increase can have a huge positive im-
pact on their margins without decreasing demand for beverages. In addition, only certain
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regions are targeted for each price increase, and prices vary across the U.S. depending on
the current markets in those areas (the most recent hike affects the Northeast and Sunbelt
regions, but Florida and California prices remain the same)
Product Versioning & Price Communication
They also apply price increases to specific drinks and sizes rather than the whole lot. By
raising the price of the tall size brewed coffee exclusively, Starbucks is able to capture
consumer surplus from the customers who find more value in upgrading to grande after
witnessing the price of a small drip with tax climb over the $2 mark. By versioning the
product in this way, the company can enjoy a slightly higher margin from these customers
who were persuaded by the price hike to purchase larger sizes.
Starbucks also expertly communicates their price increases to manipulate consumer per-
ception. The price hike might be based on an analysis of the customer’s willingness to pay,
but they associate the increase with what appears to be a fair reason. Using increased
commodity costs to justify the price as well as statements that aim to make the hike look
insignificant (less than a third of beverages will be affected, for example) help foster an at -
titude of acceptance.
What can Your Business Learn From Starbucks?
The profit maximizing tactics Starbucks implements in their pricing strategy are vital com-
ponents of a process anyone can use. Here are some of the takeaways you can apply to
your own business:
1. Study your  customer  personas. Starbucks understands that  the majority  of  their

customer base is fairly insensitive to price, and uses small price increases that ev-
eryday  consumers  barely  notice  to  boost  margins.  Quantify  your buyer
personas and the demand for your product or service will help you choose a price
that captures the maximum amount your customers are willing to pay.

2. Justify the exchange rate for your product. Communicating price increases effec-
tively is crucial to a successful price hike, and managing customer perception is a
key part of the Starbucks strategy. Support your price increases using changes in
the market such as higher commodity costs and ease the pain on the consumer by
finding an attractive way to publicize the new prices. Starbucks said their beverage
prices  were  increasing  by  an  average  of  1%,  but  that  low  average  probably
stemmed from including all of their beverages in the equation, including ones that
remained at the same prices

3. Use product differentiation to put your company in the lead. You can justify maxi-
mizing your profits using the fairest of reasons, but if the customers don’t value your
service the way they value a delicious cup of coffee, then a decrease in demand is
inevitable. Build a service or product that consumers can’t live without, and you’ll be
able to implement price hikes without turning off your customers.

4.  Don’t increase the prices of the products with the highest margins. Raise the prices
of the products surrounding them. As mentioned earlier, Starbucks raised the price
of the tall size brew exclusively in order to persuade customers to purchase larger
sizes (with slightly higher margins). Price hikes for your lower margin products can
entice customers to upgrade to more expensive options, especially with respect to
products and services that are tiered based on time usage and features. The goal is
to use the price increases to guide the customer towards your most profitable prod-
uct.

Answer the following questions ( 20 M)
1) What was the reason for increasing price at Starbucks? (4m)
2) What is Profit maximization and how it is done at Starbucks? (2m)
3) How Starbucks Uses Pricing Strategy for Profit Maximization? ( 5m) 
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4) What is Product Versioning & Price Communication? ( 4M) 
5) What can your business learn from starbucks? (5M) 

Attempt Any FOUR from the Remaining SIX Questions
Q2) Any two from (a) or (b) or (c) ————— (5x2) = 10 Marks
a) Differentiate between Advertising & Sales Promotion
b) Pick a category from the following dominated by two main Brands. Evaluate the 

positioning of each brand. Who are their target markets? Have they defined their 
positioning correctly? How might it be improved? eg. Colgate & Close up

c) Explain any two methods of pricing. 

Q3) Any two from (a) or (b) or (c) ————— (5x2) = 10 Marks
a) Discuss the pricing options available for a new product. Suggest pricing method in 

the following situations and explain the reasons. 
i. Introducing a line of economy range of men’s footwear (shoes) 
ii. Breakfast cereals
b) Differentiate between consumer Sales promotion & Trade sales promotion
c) Explain the entire marketing process.  

Q4) Any two from (a) or (b) or (c) ————— (5x2) = 10 Marks
a) What market promotion you will undertake for following products Scheduled for 

launch 
       a. 100 c.c. diesel motorcycle b. Improved premium toilet soap
b) Define Marketing management and its significance.
c) Explain the positioning strategy for Kids perfume category

Q5) Any two from (a) or (b) or (c) ————— (5x2) = 10 Marks
a) Write short notes on Exchange & Transaction with suitable examples 
b) What is personal selling? Explain with suitable example.
c) Explain the types of targeting with examples. 

Q6) Any two from (a) or (b) or (c) ————— (5x2) = 10 Marks
a) Briefly explain the concept of product distribution & Levels of distribution. Suggest 

appropriate distribution strategies for following product categories.  
• Cell Phones 
• Battery operated Tooth brushes

b) For a new brand of shaving cream to be introduced by your company, explain 
segmentation process that can be followed.

c) A brand is much more than a product. Explain

Q7) Any two from (a) or (b) or (c) ————— (2x3, 1x4) = 10 Marks
a) Company X has a dominant share in the Indian sauce market and also owns a 

successful brand in the category. Research showed the company that there was a 
need for a sauce with a unique taste which could be taken with Indian as well as 
western snack foods. The company introduced ‘Tom Imli’, a tomato sauce with 
tamarind and tangy spices. The product is targeted bat children in the age group of 
8-14 years.  

i. In this situation, what are the products which you think would compete with this new 
product? 

ii. Suggest a suitable positioning basis for this new product. 
iii. Give your comment on the name ‘Tom Imli’. If you were asked to suggest an alternate

brand name, what would you suggest and why? 
iv. Discuss the importance of packaging for above product.
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