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How to Win a Price War
by Derek Glass
Precisely speaking, a “dilemma” describes a situation in which you are faced with two or more choices in which each choice carries undesirable, albeit different, consequences. 

The word also connotes that the consequences of one choice are preferable to the others, but at the time the choice is being made the decision maker does not know which choice leaves them relatively better off, hence the “dilemma”.

Price wars bedevil marketers all over the world. When they happen, you’re faced with a series of dilemmas. Each “solution” only leads you to more dilemmas. The decision you make in each instance affects what types of dilemmas you face next.

Eventually, you end up facing one of two dilemmas. If you made lots of unlucky choices, your final dilemma is: Sell, Liquidate or File for Bankruptcy. The other final dilemma is: Buy, Grow, or how many of their retrenched staff should we hire? 

Sometimes it happens fast, but price wars are usually fought over the course of many years. As a result, a series of different people may face each dilemma in the process. When facing a price war, it’s a good idea to understand at what stage you are in the process at any moment, and what kinds of decisions were made before you arrived on the scene.
As easy as 1-2-3
Winning a price war (or starting one) involves three basic steps:

1) Stay competitive

2) Protect your margins

3) Raise prices where you can

Unfortunately when most people face a price war, they only cover step one and ignore (or even undermine) steps 2 and 3. They swear to “beat any price”.

You can win a price war that way but only if you have the most money, and, only if others don’t go out and get more money than you (which they can and often do). In other words, it’s a really expensive way to win and it doesn’t always work. But that’s how a lot of companies approach a price war. 
Where does the money go? Into advertising. Into establishing and maintaining your “strategic positioning” on price. And a lot of the time it works.

But it only works if you’ve got the deepest pockets, and, if all your competitors fight the price war in this same way.

Instead, if you focus not just on price but on all three of the objectives above you can win a price a war with ease. 

If you’re smaller or less well financed than others, that’s pretty much the only way you can win a price war. If you are the biggest player in the game and you focus on all three of the objectives above, you’ll win a price war cheaply and sometimes quickly.

Staying Competitive
Let’s start with many people’s first reaction to the outbreak of a price war. All other things being equal, most people’s first instinct is to:

1) Match the competitor’s price, and 
2) Tell all your customers about it so they don’t patronize the competitor 
It’s this second part that causes all the trouble.

You see, the underlying assumption here is that your customers are paying attention to what your competitor is advertising. They’re usually not, or not as keenly as you are. By contacting your customers at the outbreak of a price war, you’re alerting them to the fact that better prices are now available, and not just from you.

Price wars pinch profit margins. But telling your customers about it makes the situation worse. It aggravates your attrition rates at the very same time as your margins are getting squeezed, and that really hurts.
For direct marketers, testing this to confirm is pretty easy. Select a customer segment and mail half of them a letter promising you’ll match any price, just call. Send the other half of the segment nothing. Track the attrition rates over the next three months. I’ve done this test half a dozen times and attrition always rises faster with the segment that got the letter.
OK, so what do you do then? In my experience, the best thing to do is match your competitor’s price for any customer who calls and asks you to. And if a customer leaves, offer them the new lower prices to come back. 
But if a customer doesn’t call you and doesn’t quit, don’t lower your prices and don’t tell them that you (or anyone else) will, for that matter. 
Protect your margins
So, now you’re in a situation where your competitor is burning quite a bit of money advertising their new lower prices, while you’re keeping a relatively low profile and passing out price breaks on an as needed basis.

Each time there’s a new offensive in the price war, your competitors will suffer a rapid downward jolt on their margins and retention rates. Whereas yours margins and retention rates will merely “erode” over time. 

This is called “pricing migration”, and it’s a good thing if it occurs over a long period of time rather than all at once. You make a lot more money per customer along the way, and eventually, you start generating more cash flow than your competitor who is spending a lot to tell everyone how little they charge.
For marketers however, this presents a new dilemma. Everyday you hear about a customer who wised up and discovered they could get cheaper prices somewhere else, and they’re annoyed at you now. You might even get a bit apocalyptic about it and worry if you’ve lost that customer for life.
Fortunately, there’s another test you can run to make sure this incrementalist strategy is working. Remember the test where you sent a letter to customers offering to match any price?

Well, continue that test and start automatically lowering that group’s prices as your promotional prices drop over time. Then track the attrition rates and profit per customer to see if you’re better off that way. 

In my experience, proactive reductions in price are not rewarded with proportionately higher retention rates. I’ve even ran this test and seen an increase in churn when we lowered prices for a customer segment. They still went sniffing around for something better.
Raise Prices Where You Can
For your competitor who has already promised everyone who’d listen that their prices won’t be beat, they’re pretty much boxed in at this point. They can’t raise prices. All they can do is cut costs. And over time, they won’t be able to advertise as much or move lower on pricing without risking collapse of their business.
While, if you’ve held the line on pricing and focused on winning back as many customers as you can, then you should have relatively healthier profit margins. You can now make your business really fit by finding the pockets within your customer base where prices can actually be raised.
The first place to look is at the customers who are already paying the highest prices. After all this time, they’ve not succumbed to your competitor’s advertising and they remain loyal to you paying full rate. Pull out a test sample of them, not all of them, just a test group. Raise your prices and track the attrition rate. 

I’ve run this test several times over the years, and the higher pricing often outweighs the higher attrition rate when compared to a control group of customers whose prices are not raised.

But not always. That’s why you test it. Test it across a variety of customer segments and at a variety of price-points. In the end, I’ve often been able to isolate 25% of a given customer base whose prices could be raised, in some cases substantially. 

End Game
At this stage, you have:

1) Remained competitive on pricing for those customers where it was necessary
2) You protected your profit margins over the long haul, and 

3) You increased prices where you could

At this point, you might find that your prices haven’t really changed at all, on average. In the meantime, your competitor’s margins and retention rates have dropped dramatically and they’re terribly under-resourced going forward. 
Basically, all the reliable high-end trade has migrated to you.

You can now launch your own price war at this stage and really do some damage. Or, you can settle for the peace of mind knowing that they won’t be causing you much grief for awhile.
Prologue
If you fight a price war by “remaining competitive” alone and promising to “beat any price” you will win if you have the most money, the lowest costs, and if all your competitors follow the same strategy. However, my experience working on those kinds of assumptions can be summed up as: “dream on.” 
Holding the line on pricing is often a tougher decision to make, particularly for marketers. It seems like a much tougher job that way. But it only makes your job different, more rewarding, and hopefully longer-lasting.
Best of luck!
