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An investigation of price sensitivity of retailers and final consumers in the mobile industry

Executive Summary 

The following paper will investigate price sensitivity as it relates to final versus intermediary consumers in the mobile communications industry.   Price sensitivity is an interesting topic because it has a significant influence on the business decisions of any given firm, regardless of being public, private or not-for-profit. Despite this, relatively little research has been done pertaining to business to business price elasticity and profit price elasticity specifically, in this category. As a result, this paper will investigate (i) how price sensitivity of final Smartphone consumers compares to that of intermediary retail consumers in North America, (ii) how profit price elasticity behaves on average for manufacturers and retailers, and (iii) if there is a significant difference in price sensitivity and profit price elasticity, what alternative distribution models are available to manufactures to re-capture profit. 
In order to answer these questions, secondary financial data was collected and analyzed. Given the two purchasing relationships under study, a variety of manufacturers and wireless service providers were selected. Selected Smartphone manufactures included HTC, Motorola, Nokia and Research In Motion (BlackBerry). Conversely, only the largest competitors in the North American telecommunications market were analyzed – namely Rogers, Bell, AT&T, Sprint, and Verizon. Each consumer group – retailers and final consumers – were then compared in terms of an average price elasticity of demand and price profit elasticity for the respective group. From this, it can be said that final consumers are less price sensitive than retailers and consequently are willing to pay a higher price. This is important to note because it suggests manufacturers could make use of an alternative distribution model: direct-to-consumer. In this way, manufacturers would be able to maximize profit and gross revenue. As such, the following paper recommends that mobile manufacturers adopt a ‘Dell Business Model’-like distribution system. That is to say, Smartphone manufacturers should utilize various platforms, including the Internet, to bypass retailers like Rogers entirely. 
Introduction
The pricing issue investigated in the following paper is that of price sensitivity as it relates to final versus intermediary consumers. More specifically, this paper will examine how price sensitivity compares in two specific relationships: (i) a  business to consumer relationship, where retailers sell directly to end consumers, and (ii) a business to business relationship, where retailers act as a ‘middleman’, purchasing goods from a manufacturer for re-sale, see Exhibit A.  Consequently, the goal of this research is to determine the effectiveness of this business model and make recommendations as to how manufacturers can better capitalize on variance in price sensitivity of both consumer types (Exhibit B). 
This particular issue was chosen for a number of reasons – the first being recent personal experience with purchasing a Smartphone. Compared to other electronic devices and specifically personal computers, there are fewer direct-to-consumer channels in the mobile industry. For example, manufacturers like Nokia, Research In Motion, HTC and Motorola all use intermediaries like Rogers and Bell to distribute their products. This two-step process usually results in the end Smartphone consumer absorbing the added costs of this business model. Given the lower level of disposable income typically associated with University students, this issue in pricing is especially relevant. 
On a more general scale, price sensitivity is an interesting topic because it has a significant influence on the business decisions of any given firm, regardless of being public, private or not-for-profit. Any such organization can incur substantial losses if demand forecasts are not conscious of consumer interpretations of price (Nagle, Hogan & Zale, 2011). For example, underestimating the reduction in value signalled to customers as a result of a price decrease may result in unnecessary production-related variable costs. Vice versa, if the effect of a price increase is simply assumed to not reach the threshold of a consumers’ tolerance, then sales of normal goods may decline (Munnukka, 2005). 
From a consumer’s perspective, this topic is also of interest because of changing purchasing behaviour and consumer demographics, as well as the popularity of new direct-to-consumer platforms including the Internet. The former refers to changing demands of consumers in a broad sense, creating what’s referred to as the ‘convenience shopper’. According to researcher Danielle Pinnington in a report released by UK-based Shoppercentric (2004), consumers want “...convenient products in convenient locations. Convenience [has become] a need state generated by people’s increasingly busy lives”. Although ‘big box’ stores can in some instances offer consumers one-stop-shopping, it is often done at the expensive of product variety (i.e. many product lines, but each with few SKUs). However, consumers tend to exhibit higher levels of involvement when making more expensive electronic purchasing decisions. In this case, shoppers demand the “best of both worlds”, looking for convenient access to diverse product lines (Pinnington, 2004). 
To find a more complete selection of products, shoppers are looking now more than ever to online retailers. Younger demographics in particular, spend increasing amounts of time online. This is yet another reason why this topic was of personal interest. University students constantly turn to the Internet as a primary source of information. Purchasing decisions are no exception. Students and other consumers alike, use the Internet to gather information on products/services, read customer reviews, compare prices, etc.   

Lastly, industry may be equally interested in this particular research on price sensitivity because it has the potential to suggest a more cost-effective and efficient business model. Many industries are plagued with increasing competition and consequently look to significant costs cuts, or suffer decreasing margins in order to remain competitive. However, through a better understanding of price sensitivity, companies may have additional options in which costs can be reduced and margins simultaneously increased. 
Literature Review 
A review of existing literature suggests that price sensitivity pertaining to mobile service providers, not the purchase of the physical mobile phone itself, has been more widely investigated. For example, researcher Juha Munnukka describes price elasticity in the telecommunications industry at the individual adopter and aggregate levels. For the individual adopter, price sensitivity is “the degree to which [a consumer] is unwilling to pay a high price for a product and willing to refrain from a product whose price is unacceptably high” (Munnukka, 2005). As a result he separates mobile shoppers into three cost-based segments – consumers that fall on the low-end, middle or high-end of pricing – each with a varying degree of price sensitivity. Munnukka then further categorizes shoppers based on ‘Innovativeness’ – a measure of any given consumer’s adoption rates of newly introduced products/technology. An individual’s price sensitivity is therefore highly correlated to their level of innovativeness. Customers with high levels of innovativeness are said to be more insensitive to price compared to those with lower levels (Munnukka, 2005). 
Similarly, there is a vast amount of research regarding price sensitivity and consumer demographics. Referring again to Munnukka, he argues that a consumer’s demographic background influences price sensitivity through price perception. This is largely the result of market segmentation because the characteristics typically used (i.e. age, income and gender), are among the key drivers of differences in price knowledge (Munnukka, 2005). Given our previous discussion on direct-to-consumer distribution channels, the demographics of consumers active in these platforms are discussed first. According to Pew Research & Neilsen Forrester, North Americans and Europeans are among the greatest users of the Internet for purchasing goods. Approximately 56% and 59% of the population respectively make online purchases on a monthly basis. More specifically, the overwhelming majority of online shoppers in North America are between the ages of 18-44 years old, with 71% of consumers between the ages of 18 and 32 making routine Internet purchases and 80% of shoppers 33 to 44 years of age (Who’s Shopping Online, 2010).
With the average online shopper spending just under $500 on an annual basis, Internet retail sales are growing at unprecedented rates. In the United States alone, growth in online sales increased 500% between 2000 and 2007 (Who’s Shopping Online, 2010). Similarly, the sheer number of businesses taking advantage of e-commerce is rapidly increasing. Fuelled by the growth of small businesses developing an online presence, registration for Web hosting accounts increases on average by 25% per year (Kurniawan, 2002). 
The question then becomes, what products are consumers purchasing in these forums? Although a number of ‘brick and mortar’ retailers also have an online presence, for the purpose of this study, electronic-goods retailers including Smartphone providers will be the primary focus. In this regard, what’s become known as the “Dell Business Model” is important to note (refer to Exhibit C). Dell Computers pioneered direct-to-consumer distribution in the late 1980s, becoming one of the largest personal computer vendors in the world. Still with 20% of the global market, the company has managed to retain its position despite its rapidly changing operating environment (For whom the Dell tolls, 2006). 
Dell’s lack of physical sales channels has allowed the company to essentially avoid intermediaries and re-capture revenue typically lost to retailers through mark-ups, stocking fees, etc. As a result, it is hypothesized that a difference exists in the price sensitivity of a manufacturer to retailer versus a retailer to final consumer relationship. However, outside of the above Dell example, little research currently exists in terms of business to business price sensitivity, let alone this type of relationship in the Smartphone industry specifically. Consequently, this paper intends to address this specific gap in research, using the theoretical findings and shortcomings discussed above as a framework. 

Research Questions

Based on the above literature review and planned methodology of this study, three specific research questions will be addressed: 
Question 1: How does the price sensitivity of final Smartphone consumers compare to that of intermediary retail consumers in North America? 
Action plan: Secondary data will be collected and analyzed in order to calculate the average price sensitivity of both types of consumer groups. To determine the average price sensitivity of the business to business relationship, four manufacturers will be chosen (Nokia, HTC, Motorola and Research In Motion). 
Question 2:  How does profit price elasticity behave in each of the above relationships? 

Action plan: The data collected for the purpose of Question 1 will be further analyzed using a Profit Price Elasticity macro. An industry average for final consumers and retailers will be calculated. 
Question 3: If there is a significant difference in price sensitivity and profit price elasticity, what alternative distribution models are available to manufacturers? 
Action plan:  Quantitative findings will be compared to the ‘Dell Business Model’ specifically to determine its applicability and effectiveness in the telecommunications industry. 
Research Methodology 

Design

First, financial statements of selected Smartphone manufactures, mobile communications providers (i.e. ‘retailers’) and consumers were collected using Mergent Online and various University of Guelph databases/resources. All data and calculations were then compared according to the two levels previously mentioned: (i) manufacturer and retailer level, versus the (ii) retailer and final consumer level. Additionally, it is important to note that all data collected was gathered from North American wireless communication providers, as this study applies specifically to that market. As such, HTC, Nokia, Research In Motion and Motorola were used as the ‘manufacturer group’, while Rogers, Bell, Verizon, AT&T and Sprint comprised the ‘retailer group’. 

Analysis plan

The collected data was then analyzed using a Microsoft Excel marco, developed by Dr. Vinay Kanetkar, University of Guelph. This macro was used to calculate price elasticity of demand and price profit elasticity for the above mentioned groups. The average price elasticity of demand and price profit elasticity was calculated in both cases so that all results could be generalized to the North American market (refer to Exhibits D & E). The following sections discuss those research findings as well as the implications for direct-to-consumer retail channels. 

Results

The average price elasticity of demand for manufacturers was calculated to be -4.02, while price profit elasticity was -2.28 (Exhibit D). This means that if manufacturers would increase their price by 1%, demand would drop by approximately 4.02%. Conversely, if manufacturers increased their price by 1%, the company’s profit margins would decrease by 2.28%. These findings support the traditional behaviour of demand and price profit elasticity. As for the second ‘grouping’ of retailers and final consumer, consumers had an average price elasticity of demand of -1.47 and price profit elasticity of 0.15 (Exhibit E). In other words, every 1% increase in the ”middleman’s” retail price resulted in a decrease in 1.47% in consumer demand. Interestingly enough however, in this case if retailers increased their price by 1% their profit margins would actually grow by 0.15 of a percent. This illustrates the complicated relationship between price and demand in the mobile industry and more specifically, the dependence of North American consumers on Smartphones.  
Discussion 

The above research findings support the notion that final consumers are less elastic or price sensitive to increases in mobile device prices compared to traditional retailers like Rogers, Bell, AT&T, Verizon and Sprint. It is proposed here that this is largely because North American consumers specifically, have less choice when making Smartphone purchasing decisions. For example, there is noticeably less competition in the mobile retailing industry in North America, with only a few major players in the United States and almost a duopoly-like environment in Canada. This lack of competition allows retailers to take advantage of consumers through higher prices and additional Smartphone fees (Knowlton, 2010). As such, retailers typically are able to make a moderate profit through price increases.  Consumers, lacking alternatives, typically make expensive purchases of devices and services, again because of their growing dependence on mobile devices. 
In terms of retailers acting as ‘middlemen’ in a business to business relationship, this buyer group appears more price sensitive to manufacturers’ offers/contracts, including volume discounts. Compared to final consumers they have significantly more buying power and a choice of product variety/SKUs. For example, if RIM were to initiate a price increase on any given device, then Rogers would simply decrease their purchasing volume, perhaps substituting the supplier for a competitor like HTC. 

Given this, an important question arises: why do manufacturers choose not to sell directly to final consumers? As noted earlier during a review of the literature, manufacturers could take advantage of the end consumers’ lower price sensitivity and re-capture revenue typically lost to retailers through mark-ups, stocking fees, etc. In this way consumers could also benefit without manufacturers offering price discounts – that is to say, consumers could avoid constricting, long-term contracts. An example of this is Apple and its online store. Here consumers can purchase iPhones and other devices, later registering with a wireless service provider of their choice (in some cases, even choosing monthly payment terms). However manufacturers still benefit through price reductions. The lower price, though below the average retail price, is still be greater than the manufacturer’s current selling price. 

With that being said, it is important to note the possible implications direct-to-consumer platforms can have. In this instance, it may cause a conflict that ultimately results in current retailers ‘dropping’ these manufacturers’ lines. If manufactures were therefore to pursue this model, they would need to have the appropriate distribution/logistics systems in place. However, again referring to the ‘Dell Business Model’ previously discussed, it is a viable option. Dell continues to sell directly to consumers, effectively eliminating the ‘middleman’ and increasing profit margins. 
Recommendation

Based on the above research findings and discussion, it is recommended that manufacturers trial a new direct-to-consumer business model similar to that of Dell Computers. This could ultimately take several shapes – here purchasing Smartphone devices online from manufacturer’s websites is suggested. Currently none of the manufacturers used in this study offer online retail outlets, with consumers instead re-directed to various service providers (i.e. Bell or Rogers). Based on the success of this option, manufacturers like Research In Motion and Nokia could eventually even establish their own ‘brick and mortar’ retail presence (see Exhibit C). 

Limitations

Given that this research study is confined to the North American market, it would be beneficial to compare price elasticity in the same distribution channels in an international context. Since many of the major brands like Nokia and Research In Motion (BlackBerry) sell their products internationally, these manufacturers could re-design their global pricing strategies according to different domestic consumer behaviour. 

Secondly, this study takes into consideration only a limited number of manufacturers and retailers – only major players in the wireless communications industry (those included here were selected based on their product mix). For this reason, international manufacturers like Samsung were not included. Because Samsung offers a wider variety of consumer electronics, Smartphone sales comprise a comparatively small portion of the company’s total revenue. As such, there was a concern that financial data collected from this company and similar ones would skew the calculated averages. 

Future Research

The above mentioned Limitations can be used to guide future research in this particular field. For example, price sensitivity of consumers and retailers in more developing nations should be investigated next. As use of Smartphones and other mobile devices increase in these areas, research of this nature would be of great value to both multi-national service providers like Virgin Mobile, as well as international manufacturers like Research In Motion and its popular BlackBerry line.  
Research concerning new entrants to the mobile industry may also be of value as new competitors enter the category through brand extensions, acquisitions, etc. With a better understanding of price elasticity and price profit elasticity, these competitors could effectively gain market share from well-established players. For example, popular electronics manufacturer Toshiba could choose to enter the industry and develop a Smartphone device, capitalizing on the company’s existing partnerships with various mass merchandisers including Wal-Mat. 

Lastly, consumer trends pertaining to Smartphones specifically should be further investigated to determine specific price points within a consumer’s threshold (i.e. value of price discounts vs. added value). If consumers are in fact willing to pay extra, then the question becomes how much? Similar to the results presented here, this research would also have significant consumer benefits – namely greater flexibility, buyer power and international purchasing options. 
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Exhibit A: Overview of Current Distribution Network of Mobile Devices in North America 

Exhibit B: Revenue Distribution in Mobile Distribution Network


Exhibit C: Proposed Distribution Model – New Revenue Distribution 

Exhibit D: Price Elasticity & Price Profit Elasticity of Smartphone Manufacturers 
Exhibit E: Price Elasticity & Price Profit Elasticity, 
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