
CRITICAL ESSAY 6 

ELASTICITY & THE TRIGGER PRICE 

In this essay we address the concept of elasticity and relate it back to the Baumol 
strategy (the MMS-strategy) by focusing on the (strategic) contribution of 
elasticity towards a more informed understanding of revenue changes and by 
hinting that elasticity values may signal market share encroachment. At its 
simplest, elasticity measures the responsiveness of a quantity variable to 
changes in price. This is referred to as price elasticity (of demand), but the 
concept can be expanded to include supply- side responses and indeed to 
consider other quantity type variables on the demand side. The most interesting 
for management purposes is the advertising elasticity of demand, which 
measures how a % change in advertising spend contributes to changes in sales. 

Demand characterisation 

• Linear demand function. 
• Movement toward the mid-point. 
• The trigger price. 

It is with respect to a change in sales that we wish to reconsider elasticity as % 
change in sales/market share denominated by % change in price, which 
translates into 

  

If we consider a linear demand function, the slope and we can focus on the 

ratio as a determining factor on the E value. If we construct the 45 degree line, 
the mid-point is at where E = 1; in the region to the NE of the midpoint in any 

diagram p > q and therefore and we define this region as elastic; similiarly in 
the SE segment, the value is < 1 and defined as inelastic. What is important 
here, is in general, any demand characterisation [we distinguish between a 
demand function and the more realistic demand correspondence] has an elastic 
region above the mid-point and an inelastic region below the mid-point, the 
trigger price. The actual real market price will be in one or the other of the two 
regions. Therefore, strategically, management should now interpret a price fall as 
movement towards the mid-point and a price increase as a movement toward the 
mid-point. 

 



Total revenue test 

So let us consider the likely response. In the elastic region, as price falls sales 
increase by more so revenue goes up; conversely, revenue falls, if price rises. 
Therefore in the elastic region, price and revenue are inversely related. Contrast 
in the inelastic region, price and revenue are positively related. Now a 
management decision to change price, must have knowledge of such price, the 
trigger price. Because if price is to drop, it can only do so from the elastic range 
towards the mid-point, otherwise management fail the total revenue test. And 
such failure is a strategic mistake, because the price change may either excite a 
price war or give the wrong signal to rival players. If anything, the real need to 
compute the trigger price is so that it can act as a guide to the magnitude of price 
changes. It is not a real price that could be charged to consumers, rather it 
measures by how much a price ought to change. 

Take the following example: if current price is 40p and trigger price is computer 
generated at 31p. It would be strategic for management not to proceed with a 
10p reduction in price, because at 30p the price reduction is less than the trigger 
price. Instead, a price reduction of less than 9p [no more than 8p] would fall 
within the trigger price boundary constraint, and as price falls from 40p to 32p, 
revenue will increase under the total revenue test. To understand this, recall that 
the revenue is defined as and that to be followed by dq at the 
new lower p. 

There is a sequence in pricing that should lead as revenue awaits the lag in 
quantity- sales response. For various reasons, particularly, to do with quality and 
price, consumers may be wary of a price reduction from the higher priced elastic 
segment. In that segment, the higher prices have been sustained and supported 
probably by increased advertising and consumer persuasion. Or the dq may not 
materialise as consumers remain loyal to a rival player or indeed, even with a dp 
= 8, the final lower price may still be higher, relative to a rival's price. 

Menu of prices 

• Price positioning. 
• Price discrimination. 
• Mun's rule. 
• Hotelling's principle. 

This is the outcome of price positioning and to the complexity of what price, is 
now added the problem of by how much of a reduction. That belies the fact that 
management would wish to reduce price, outside the remit of price wars, price 
promotion and price discrimination. Conversely, increasing price from a relatively 
lower base requires sufficient spend on advertising to ensure that increasing 
price corresponds to the inelastic segment of the demand function. Empirical 
evidence shows that increased advertising expenditure reduces the elasticity of 



demand to a value less than 1 but this applies to the entire range of the demand 
and refers to the overall slope of the demand. In the segment, management 
should think of the low price as a penetration price strategy, and once price is 
well below a trigger price, only then should a price increase be considered. And if 
advertising expend is increased, the lower segment encroaches more of the 
entire demand. In other words, an inelastic entire demand will have a greater 
probability of inelastic segments. 

One strategy to consider is Mun's strategy, where product enters the market at a 
lower price, market share is consolidated and then, only then, should price 
increase ensuring, a small but insignificant drop in sales revenue. If a trigger 
price is high, arising because of the low level of elasticity, then management 
should consider positioning the product's price at a higher end of the price scale 
and in effect, be dissuaded from reducing price. In the latter case, even with the 
poaching of market shares by generic products, branded products should 
distance their price as far away as constrained by the boundaries of the trigger 
price from the relatively lower priced generic. This accords with an interpretation 
of Hotelling's maximal differentiation principle. And as an intermediary price 
strategy, price discrimination should be considered as a deliberate non-price war 
attempt to offer consumers a range of prices for the same product. 

 

First degree discrimination requires arbitrage and negotiation and is more 
appropriate for the pricing of services, so, for example, in holding on to clients' 
accounts, advertising executives may engage in this form of pricing. But it is the 
second and third degrees that should interest the discerning strategic player. 
With second degree volume discounts are offered, also coupon pricing and the 
`six-pack phenonomen' whereas with third degree, depending on how the market 
is fragmented, different prices could be charged to different consumers at 
different times of the day. Ironically, third degree pricing allows management to 
pass the total revenue test, as the relatively lower price is charged to the more 
elastic segment of the market. As a q strategy, brand manufacturers could 
produce generic brands and Coca Cola could acquire the producer of a generic 
cola concentrate. 

Each of these three pricing strategies, allow management to price position their 
products while taking cognisance of the boundaries of the trigger price. That 
price impacts on the magnitude of any price change, and also guides as to the 
appropriateness of the price direction, both for a given demand function. While 
recognising that the demand can both shift and change in slope, the trigger price 
develops a strategic angle when complimented by the three price strategies just 
discussed. What is important is the relevance of elasticity to the debate; it is 
more than a response variable and it has a very important and strategic role to 
play in any pricing game. 



Product Market Risks 

Each firm is in a different product-market and for each firm the stakeholders may 
respond differently to a particular management strategy. The sales turnover is an 
important source of cash flow internally within the firms' daily operating expenses 
but externally, sales turnover and in particular the growth in sales may signal a 
low risk-class in the product market, that is, a successful product. The firm, and 
more precisely, the market value of the firm is exposed to a risk factor in the 
product market, denoted by which positions different firms in different product 
risk-classes. The product market is a complex web of consumer-stakeholder 
decision making which management has to untangle in order to consolidate 
market share and ultimately improve the profitability of the firm. Glance back at 
the earlier definitions of the value of the firm in Essay 5 and notice the hidden 
importance of sales revenue [TR] in computing profits. 

We suggest that the risk can be used as a discounting factor in the computation 
of the market value of the firm. In other words, defining TR as sales turnover 
[total revenue] and as the risk factor, with higher values of indicating greater 
risk, the ratio is the product-market capitalisation factor which may 
undermine the per share value of the firm. One interpretation of the ratio is that 
high sales turnover does not necessarily translate into high product market 
capitalisation. For example, Microsoft had annual 1993 sales of $2.8b while 
Boeing had annual 1993 sales of $30b but the product market capitalisation of 
Microsoft is greater than Boeing's because Microsoft is in a less riskier product 
market in 1993. It is imperative that riskier projects generate much higher profits. 
Alternatively, return to our earlier example with a required rate of return 10% and 
annual earnings are £2 per share. Now suppose management decides to launch 
a new product which will increase earnings by 10p per share; the project is risky 
so prudent stakeholders require a 20% rate of return. Consequently the 
capitalised value of the firm decreases from £20 to £10.50 per share. 

The per share value of the firm is computed by the ratio where 
observe that the valuation does not factor in product risk. Management have to 
take cognisance of the fact that the product-market capitalisation factor, may 
influence the per share value of the firm. In other words, the earnings in the 
price-earnings formula should be rewritten as 

  

In the case where the product-market per share value reduces to the more 
traditional per share value formula. If the investor-stakeholders required rate of 
return is [say] 10% and the firm's annual earnings are £2 per share, then the 
capitalised value of the firm per share is In our example in the opening 
sequence we noted that if the stakeholders subsequently perceive a higher risk 
attached to the firms's business activities at [say] 20%, then the capitalised value 
of the firm falls to £10 per share. 



Alternatively, if the £2 per share falls to [say] £1.65, and with a required rate 
of return of 10%, the product-market capitalised value of the firm per share falls 
to £16.50. If the investor-stakeholders now perceive a higher risk attached to 
management strategy at [say] 20%, then the capitalised value of the firm falls to 
a lower level of £8.25 as stakeholders replace the computation with 

In assessing the optimal level of gearing and the appropriate debt-
equity mix in the firm, management should be alerted to the influence of the 
product-market capitalisation factor, on the per share valuation of the firm. 
More importantly, the values should be endogenised, that is, influenced by 
management. Failure to do so is indicative of what we call managerial limit, a 
characteristic of the Penrose effect. 

   


