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Short Description

Analysis of the case : Atlantic Computer : A Bundle of Pricing Options...



Description


Atlantic Computer: A Bundle of Pricing Options
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I. Case Facts 



Jason Jowers is the new product manager at Atlantic computer, a large manufacturer of servers and other high-tech products







His task is to develop the pricing strategy for the “Atlantic Bundle”







The Atlantic bundle is comprised of the Tronn Server and the PESA software tool







Atlantic Computer is widely recognized as the largest player in the overall computer industry







Atlantic has captured 20% of the market share in the segment of High Performance Servers







Ontario Computer Inc. – A firm that concentrates on the low-end server market, most known for the Zink product line







The Zink product line currently claims 50% revenue market share in the basic server market







In the past Atlantic has always given away the software for free







However, the PESA software is different from the standard software because it will allow customers to purchase fewer servers and would also lower operating costs such as electricity, labor, and software license fees







Atlantic Computer has been in the computer business for nearly 30 years.







Matzer has a belief that high performance servers and basic servers would not be viewed as substitutes by customers







The CAGR for basic servers segment is about 36% through 2003 for 3 years







PESA enhances the Tronn server’s speed 4 times from its normal speed







Atlantic is a market leader in traditional market with its product Radia, which is a premium product







The sales force compensation structure was roughly 70% salary and 30% commission
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II. Statement of the Problem A. Problem faced 1) Which of the following pricing strategies should Atlantic Computers pursue for the launch of Tronn server bundles with PESA software tool? (i) Status Quo Pricing (ii) Competition based Pricing (iii) Cost-Plus Pricing (iv) Value-in-Use Pricing 2) How to go about making the hardware oriented sales force sell the PESA software tool for a charge along with the hardware? 3) What could be the likely reaction of Ontario for the launch of Atlantic Bundle and how to handle that? B. Long term and short term goal  Atlantic Computer’s short term goal was to launch the Tronn servers in the basic servers segment despite heavy competition and try to capture market share  Their long term goal was to extend their product lines to be able to cater to all the market segments C. Decision Dilemma Atlantic Computers is in a dilemma on which pricing strategy to follow as there could be multiple issues like lowered profits, market leader retaliation, lower customer acceptance based on the strategy.
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III. Causes of the Problem The various causes for the problem are:     



Growth of Internet and the proliferation of applications in the late 1990s created a shift in the paradigm of usage of servers across customer segments Large growth opportunities (CAGR approximately 36%) in the basic server category posed a threat as well as opportunity for Atlantic Computers Stagnant growth in the high performance server category (CAGR of 3%) was a hint for Atlantic Computers to extend their product line The report from 1999 written by Matzer , a 20-year veteran of the computer industry, suggested that high performance servers and basic servers would not be viewed as substitutes by customers As far as pricing strategy is concerned, Tronn servers would be competing with the market leader and a minor error in pricing would create huge repercussions
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IV. Decision Criteria and Alternative Solutions I.



Decision Criteria Atlantic Computer’s decision criteria would be to achieve breakeven despite competitors reaction, to gain considerable market share and make profits.



II.



Evaluation of pricing strategy options:



Since Jason Jowers has decided to follow the conservative approach, so all the calculations are made by comparing 2 basic servers loaded with PESA software tool versus 4 basic servers -: 1) Status-quo Pricing: It includes sticking to tradition by charging only for hardware and giving the PESA software tool away for free. Price per Server



$



No. of Servers



2



Total Cost



$



2,000



4,000



But if the company follows this strategy, it will have to forego the R&D investments of $20,00,000 done in PESA software tool.



2) Competition-based Pricing: This strategy includes charging a price equal to what consumer would pay for four Ontario Zink servers.
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Tronn



Zink



Price per Server



$ 2,000



$ 1,700



No. of Servers



2



4



Total Cost



$ 4,000



$ 6,800



Hence, under this method, the price charged for 2 servers will be $6,800.



3) Cost-plus Pricing: Under this method, price is charged on a cost-plus approach to pricing PESA. Certain assumptions are madei) Atlantic’s resulting share of the basic server segment (in units) will be 4% in 2001, 9% in 2002 and 14% in 2003. 2001- 0.04 * 50,000 = 2,000 units 2002- 0.09 * 70,000 = 6,300 units 2003- 0.14 * 92,000 = 12,880 units Total



= 21,180 units



ii) 50% Attach Rate (i.e., half of the all basic servers sold will be loaded with PESA) iii) Atlantic’s software development costs for the PESA (i.e., $20,00,000) will be paid off over three years. iv) Mark-up of 30% is targeted above costs.



Estimated Sales for Tronn Servers



$ 21,180



Equipped with PESA (50% of 21,880)



$ 10,590



R&D costs of PESA Software



$ 20,00,000



Cost per installation of PESA (20,00,000/10,590)



$ 188.86



Cost of Tronn



$ 1,538.00



Total Cost of Atlantic Bundle



$ 1,726.86



30% Mark-up



$ 518.06



Total Bundle Price (approx.)



$ 2,245



Hence, for two servers, the bundle price is 2,245*2 = $4,490. 6 | Page



4) Value-in-use Pricing: It is a method of setting prices in which an attempt is made to capture a portion of what a customer would save by buying a firm’s product. Here, 50-50 sharing of the savings gain with the customer has been assumed.



Price of Servers



2 Tronn Servers



4 Zink Servers



$ 4,000



$ 6,800



Electricity Costs $ ($250/server) 500



$ 1,000



Licensing Costs $ ($750/server) 1,500



$ 3,000



Total Cost



$ 6,000



Savings by Tronn



10,800 6,000 = $4,800



50% of Tronn Savings



$2,400



4,000 + Final Cost for 2,400 = Bundle $6,400
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$ 10,800



V. Recommendations:



1. Pricing Strategy







Option 1. Status quo Pricing.



In this model, Atlantic is offering PESA for free. They would, thus, lose $2000000 spent on R&D. This would also lead Tronn to be viewed as similar to Zink. Thus this does not seem as a very good option. 



Option 2: Competition Based Pricing



Although this model offers the highest profit for Atlantic, they should not go ahead with this model. The price is higher than the competitors price, thus customers might not be willing to buy this bundle. 



Option 3: Cost Plus Pricing



This model might also not be useful as customers would view the value of two Tronn servers as $4490 as compared to the Zink server priced at $3400, $1092 more than the Zink servers. 



Option 4: Value in use Pricing



In this model, the bundle price would be $6400. Customer would save $4800 on purchase of 2 Atlantic bundles as compared to four Zink servers. Thus, they would willingly buy Atlantic more as they see the savings in their purchase. Thus, this is the best model that Atlantic Computer should follow while pricing the “Atlantic Bundle”.



2. Implementation details to be considered:



a) Training Cadena sales force on how to sell PESA. They can use the phrase “We can save you money!” Since the price charged by Atlantic would actually help buyers save money, thus making it an attractive deal. b) It might prove difficult to change the traditional approach of people about software being offered free of charge in contrast to the pricing strategy of Atlantic Computer where they are charging for the software as a bundle with the hardware.
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c) Target audience for the bundle Tronn and PESA should be File Sharing and Web Servers as it can be seen that the performance of Tronn with PESA is twice that of Tronn without PESA in case of File Sharing and five times in case of Web Servers. They aim to target 50 percent of the audience with the bundling option. The rest 50 percent should target Enterprise Applications and e-Mail Applications, as the performance is quite comparable with or without PESA.



d) Anticipating the competitor’s reaction i.e. Ontario Zink senior management team. Since Atlantic Computer has a market share of 45 in its first year, Ontario Zink is not likely to consider Atlantic as a serious threat ignoring their entry into the sector of Basic Segment. However, in three years, Atlantic Computer has estimated a market share of 14%. When Ontario realizes the threat from Atlantic Computer, they would have already established themselves in this segment. Offering a lower price as well as better performance, Ontario would find it difficult to compete with Atlantic using Zink. They might consider developing software similar to PESA but by then, it might be a little too late,
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