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Introduction






  How is the problem of alternative applications of labor and capital, to meet thousands of different needs and wants of different urgencies, solved in such a society? It is solved precisely through the price system.1


  Henry Hazlitt





Ask someone on the street how prices are determined and you’re bound to hear the same line repeated. “Company X” they assert, “just decides to charge whatever they want to.” 


Really? Is this the case? If so, how convenient it would be for you, even as a budding online entrepreneur, to charge $10,000, $20,000 or even $100,000 per project. After all, you’d simply be following the man on the street’s logic - as the supplier, charging whatever you’d like to receive. 


The reality is that there’s a bit more to price determination than the man on the street’s view. Many pricing articles and books begin with the assumptions that readers understand the elements behind prices and markets. They dive right into the mechanics and variations on how to structure your prices.


This book takes a different approach. Prices play a critical - and often overlooked - role in spontaneously organizing markets to respond to customers’ seemingly unlimited needs and wants. So first, let’s understand the importance of prices. 


To this end, in Section I we’ll start with the basics, illustrating that at its foundation, as individuals in advanced market economies we share the same economic principles as those on a remote island. Fortunately, the struggle for survival is not a characteristic of our advanced economies. 


But what is shared is a world of scarcity. Greater needs and wants than resources drives us to improve our condition - first through barter and then with a medium of exchange (money) that better expresses value and facilitates trade. Our subjective values, resulting preferences, and reservation prices all contribute to price discovery and development. Each of these are discussed in Section I.


Section II explores the best way to structure your pricing, keeping the principles from Section I in mind. We’ll briefly discuss theoretical concepts such as marginal utility, but most of Section II focuses on application to help you improve your pricing. 


As revealed in this book’s title, the bottom line - your profits - are the focus. With some exceptions, the costs for online entrepreneurs producing information products and providing services is minimal. There’s no significant COGS (cost of goods sold) that shows up in the income statement. 


Of course, this book cannot advise on ways to reduce your costs. So technically, the title could be Hook Higher Revenue. But, Hook Higher Profits has a better ring.   


And also, one fair warning before we start: since this book is self-published, I’ll take advantage of saying what I want. There will be several seeming random streams of consciousness that I’ll explore throughout the text. It might take a minute, but I’ll get back to the point. 


Oh, and by the way (and to prove the point I just made above), taking a detour and then getting back on point is not a tangent. A more appropriate classification would be a chord. A chord - the finite version of a secant - joins a circle at two points, while a tangent just goes off infinitely into space. 


Imagine the main line of discussion as the circle and the detour as the line diverging from the circle. As long as the detour comes back to the main discussion (the circle), it’s a chord. 


And now we start on the adventure around the circle with a story. 








Section I: Pricing Concepts








Value and Preferences






  In the final analysis the subjective valuations of the consumer are the principal factor in the 
determination of market prices of consumer goods in the advanced market economy.2


  Thomas C. Taylor





Not too long ago I begrudgingly went to lunch at one of those fine dining establishments. I wasn’t hesitant because of the company at my table, for that was fine; it was the type of restaurant that irritates me. 


You might know the type: soft music, smell of rich mahogany (but alas no leather-bound books), always a waiter or two who in his ill-fitting tux looks like a nervous sixteen-year-old at prom and fills your water glass as soon as you take a sip then stands awkwardly close. 


This place also had one of those paintings that either had been painted by a ten-year-old or some bigwig artist. I really couldn’t tell. Finally, I had to mention this painting to my table. 


“It’s all about subjective value for those paintings”, one told me in response to my dilemma. Yes, it’s true that art is all about buyer’s subjective value, but subjective value doesn’t end with art.     


Underlying people’s preferences in a market economy is always this concept of value. Economist Murray Rothbard stressed that “the individual’s value scale provides the key to the determination of all events on the market.”3 


Value is indeed subjective. And your product or service has no inherent value. Rather, your product or service gains value only when offered to customers who place a premium on what you offer over their money. Find enough customers whose value scales place your offering over their money and you’ve got something in demand. 


Let’s examine some examples of value. Imagine that there is an impenetrable treasure chest full of $1 trillion and there’s only one key in the world to the chest. And New York Times “economist” Paul Krugman has the key. 


What is the value of this key? 


Krugman may propose that we’d only know the value if aliens invaded and offered their perspective on value - along with how their visit boosts Gross Domestic Product (a bit of nerd humor, but seriously check out his wild ideas on aliens). 


But back to the treasure chest, the value of the chest’s key could theoretically be $1 trillion minus $0.01. More importantly, what determines the value of the key? It’s not the cost of production of the key. The value of the key is determined by the usefulness of the key to the buyer.4 


To provide another example, in Champagne, France, a northeastern historical province, the cost of land is expensive because of the grapes used to make sparkling white wine that bears the region’s name. 


Is the cost of champagne high because land in Champagne, France is somehow inherently expensive? Is champagne’s high cost due to the grapes that require more labor input to grow than other grapes? 


Or is champagne’s cost high because of the subjective value that buyers place on it, which determines its price and ultimately the region’s land prices?5 


Noting an example that’s closer to home, imagine that you’re short on both time and money and need to fill up your car with gas. There’s a gas station that’s close by, but the price per gallon, although still affordable, will leave you with less money but more time due to the proximity. 


There’s another gas station further down the road with lower prices. This second option will leave you with more money, but with less time due to the greater driving distance. 


Which do you choose? 


Will you consistently choose more time over less money or more money over less time? 


Is there a distance or price threshold that once crossed would make you favor one station over another? 


Will the choice that’s best for you also be favored by others?    


In the example above, there are a couple of ways to examine value. First, since you’re willing to give up your money in exchange for gas, this demonstrates that you value the gas over your money. The gas station owner, on the other hand, values your money over his gas. 


So there’s a fundamental disagreement, a disagreement as noted by Jörg Guido Hülsmann, “on the personal or subjective value of the goods being exchanged. And without such a disagreement, the exchange could not take place.”6 


Second, when selecting one gas station over another, your value preferences are subject to change. If these two gas stations failed to maintain their same prices - or failed to maintain the same price ratio to one another - how many customers would consistently choose the same station? 


Price, either in terms of money or time so to speak, would guide an individual’s preference of one station over the other. 


Preference is simply one’s highest ranked option among alternatives. In our world of scarcity, for each service, good, or use of time that one commits to, they also forgo other services, goods, savings, investments, or alternative uses of their time. 


All consumers rank their preferences from those goods or services that produce the highest value to those that are the lowest valued, also known as the preference with a marginal value. 


The choices you made today, yesterday, and will make tomorrow all point to your subjective valuations and resulting preferences. Even right now, you have demonstrated that at this moment the value you receive from reading this book ranks higher than any other alternative use of your time. 


Having already exchanged money for this book, with your current preference to read you are now only exchanging time. To understand more about how value and preferences are expressed through a medium of exchange (money), we now turn to the concept of reservation prices.








Section II: Pricing Strategies








Gauge Your Customers’ Price Flexibility






  It is evident that, as the price increases…demanders with low maximum buying prices will begin to
drop out. Therefore, as the price decreases, the quantity demanded must always either remain the same
or increase, never decrease…the demand curve must always be vertical or rightward-sloping as the
price decreases.7


  Murray Rothbard





A few months ago, having no luck in selling my piano, I turned to the free section of Craigslist for assistance. Within the span of two hours of posting the piano’s ad, I was bombarded with 18 responses. Several people replied twice. Some called, texted, emailed, and surely would have faxed, Facebooked, tweeted, or Instagrammed me had these contact opportunities been available. 


Still others called and then recruited family members to also call to beg for the piano. In the end, the first guy I spoke with fell through so the second guy I spoke with and his two friends picked it up. 


Fast forward about a month and I placed another Craigslist ad. This time the item was an oak dining room table and six chairs in good condition. And this time it was not free. I researched prices on the Craigslist market, gave some thought to potential buyers’ reservation price for this item, and decided on a price of $300. 


Four hours later - no response. 


Twelve hours later - no response. 


Twenty-four hours later - no response. 


Reluctantly, I realized that buyers’ reservation price was lower and dropped it to $200. 


It sold within the day. 


I refer to these two instances as “A Tale of Two Craigslist Posts.” The contrast was not unexpected, but I underestimated the degree of contrast - nine responses per hour for a free good versus zero for a paid one. Of course, looking back now I should not have been so shocked. 


When a seller, or more appropriately in this context a “giver”, offers a good for free (the buyer’s reservation price is zero) the quantity demanded shoots out to infinity. Pretty basic, intuitive stuff, right? 


Before, you may have recognized that without any impediment that of course the consumer would demand more. Hopefully the difference is that now you’ve gained a better and deeper understanding of reservation prices. 


Let’s examine what a free product looks like graphically:     
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  Demand curve for free product



Aside from a slope of zero that goes out to a quantity demanded of infinity, all other priced products and services that entrepreneurs offer will face some kind of demand curve. Figuring out this demand curve is imperative to learn how to maximize revenue. 


Let’s take a moment to emphasize again what’s quoted at this chapter’s beginning by the late, great economist Murray Rothbard. With an increase in price, it follows that according to human action, the quantity demanded will either remain the same, but usually decrease (for brevity, we’ll just state that quantity demanded decreases from here forward). 


How many of us can afford a $200K Lamborghini? But how many of us can afford what I drive, a 1999 GMC Jimmy with a value of around $2K? I’d guess that close to 0% of this book’s readers can rock the Lambo and nearly 100% can ride in style like me with the nearly twenty-year-old vehicle. 


The idea is simple: an increase (decrease) in price leads to a decrease (increase) in quantity demanded. Whether it’s Lamborghini vs. GMC or Armani vs. The Gap, the economic law holds.  


As noted above, the slope of the demand curve differs for sellers of different products and services. To understand how to maximize revenue, let’s first review the elasticity of demand. In short, demand elasticity is the percentage change in quantity demanded divided by the percentage change in price.  
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  Elasticity of demand



Notably, this is a bit of an academic subject. Remembering the fact that human action has no constants, there’s no formula I can provide that will help you discover your exact demand elasticity.  


Think of demand elasticity just as you would the elasticity of a rubber band. To determine a rubber band’s elasticity, you would stretch it using an amount of force. For an elastic rubber band, a given amount of force will allow you to pull it a lot. But for an inelastic rubber band using the same amount of force, you’ll not be able to pull it very much. 


Price is like the force applied and the quantity demanded is like the degree to which the rubber band can be pulled apart. So for an elastic demand curve, a given price change will yield a large percentage change in quantity demanded. For an inelastic demand curve, the same given price change will yield a small percentage change in quantity demanded.8 


Availability of substitutes affects demand elasticity. For example, your favorite candy has many more substitutes than gasoline.9 So we should be able to deduce the type of demand curve that each product faces. 


In the case of a specific type of candy, a given increase in price will have a large change on the quantity demanded, as consumers jump ship on the rising candy price and instead purchase their second favorite type of candy. Candy’s demand curve is very elastic. 


Gasoline faces the exact opposite demand curve. Gasoline’s price increase will have very little effect on consumers’ decrease in quantity demanded. People must purchase gas to get to work, for children’s activities, and for family trips. 


Only when the gasoline price increase reaches a certain level (in the U.S., $4 per gallon seems to be some arbitrary, magic number) will consumers substantially change their behavior - carpool, take the bus to work, and cut back on road trips. Gasoline faces a very inelastic demand curve.


Let’s take a look at the demand curve elasticity faced by two entrepreneurs. Let’s assume that both of our entrepreneurs just left their corporate jobs and are starting out on their entrepreneurial journey. 


The first one is an experienced developer who knows several coding languages. 


The second entrepreneur has been an administrative assistant and wants to continue in this line of work online as a virtual assistant (VA). 


Neither entrepreneur knows their respective market and how to price to maximize revenue. Both wish to start with one project per week, for a total of 50 projects per year with two weeks off. So we’ll quote prices in terms of project price. 


Assuming that neither entrepreneur has much skill in marketing, selling, nor closing, the main variable that differentiates these two is the availability of substitutes. While the aspiring VA may be a superb organizer, writer, editor, and just a great overall support for clients, the market will not initially recognize and value this individual’s skill set to the degree of the developer, who has a technical differentiator easily grasped by clients. 


Each entrepreneur decides to start their pricing at $500 per project (I realize that VA work is usually hourly, but for argument’s sake, let’s go with this example). And at $500 per project, they both immediately line up 50 projects (if only entrepreneurship was this easy), enough to keep them busy for the next year. 


But, before they agree to this $500 price, they pause.


Since quantity demanded is so high at their $500 price point, they imagine how much more revenue is possible if they raise prices. So they do. 


Then the similar entrepreneurial journey they’ve taken so far hits a fork in the road. Graphically, here’s an example of the inelastic demand curve encountered by our developer:
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  Demand curve for developer



An increase in price does not significantly reduce the quantity demanded for the developer.


For the VA, here’s an example of the elastic demand curve faced: 
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  Demand curve for virtual assistant



The VA’s increase in price results in a substantial decrease in quantity demanded.


To maximize revenue (price multiplied by quantity) and ultimately profits, when facing an inelastic demand curve, sellers should focus on maximizing their price. In the case of the developer, revenue is maxed out with fewer projects at higher prices. 


In contrast, our VA faces diminishing returns past the $500 per project price. To maximize revenue when facing an elastic demand curve, more projects at a lower price is the overall pricing strategy.
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