
Consumer Perceptions of Price (Un)Fairness

LISA E. BOLTON
LUK WARLOP
JOSEPH W. ALBA*

A series of studies demonstrates that consumers are inclined to beiieve that the
selling price of a good or service is substantiaily higher than its fair price. Con-
sumers appear sensitive to several reference points—including past prices, com-
petitor prices, and cost of goods soid—but underestimate the effects of infiation,
overattribute price differences to profit, and faii to take into account the full range
of vendor costs. Potential corrective interventions—such as providing historical
price information, expiaining price differences, and cueing costs—were oniy mod-
estiy effective. These results are considered in the context of a four-dimensional
transaction space that iilustrates sources of perceived unfairness for both individual
and multiple transactions.

F ine restaurants gouge consutners, as evidenced by wine
prices that are multiples of the going retail rate. Music

on the internet should be freely shared because the recording
industry is rapacious in its pricing. Gasoline prices are ex-
orbitant because they are determined more by industry col-
lusion than market forces. Pharmaceutical prices should be
regulated due to the obscenely high profits made on pre-
scription drugs and the relatively low prices paid in other
countries for the same products. Such beliefs—whether ac-
curate or not—hold great consequence because the profit-
ability of firms is constrained by fear of perceived exploi-
tation (Blinder 1991; Kahneman, Knetch, and Thaler 1986a;
Piron and Femandez 1995) and because consumer satisfac-
tion and price consciousness is shaped in part by perceptions
of price fairness (Sinha and Batra 1999).

Despite the importance of perceived price fairness, re-
search on the topic has been sparse. Relevant research that
does exist has largely been inspired by the principle of 3ual
entitlement (Kahneman, Knetch, and Thaler 1986b), which
argues that fairness perceptions are governed by the belief
that firms are entitled to a reference profit and customers
are entitled to a reference price. Changes in the status quo
price should not be made arbitrarily or merely for the pur-
pose of increasing the firm's profit, such as when prices are
raised to take advantage of surplus demand or newly ob-
tained monopoly power. On the other hand, the firm is en-
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titled to protect its profit when threatened by events such
as rising costs. In the classic example, a retail vendor is
entitled to raise the price of snow shovels in response to an
increase in the wholesale price but not in response to a surge
in demand brought about by a snowstorm.

The goal of the present research is to explore a variety
of factors that contribute to consumer perceptions of price
fairness. We build on the provocative findings of Kahneman
et al. (1986b) regarding the principle of dual entitlement but
depart from their approach in four ways: (1) Fundamental
to dual entitlement is the notion of a reference transaction.
Fairness of a given transaction is a function of the char-
acteristics of other transactions or potential transactions. Pre-
vious research has focused primarily on the price of a good
at a previous time or during a previous transaction. We
broaden the treatment of reference points to include not only
past prices but also competitor prices and vendor costs. (2)
This broader treatment pertnits us to examine static as well
as dynamic environments. For example, how do consumers
judge price fairness in the absence of a price change? The
principle of dual entitlement is mostly silent on this issue.
(3) Although dual entiUement argues that a vendor is entitled
to a reference profit, participants in related fairness research
are generally provided with price information. Explicit profit
information typically is absent, and consumer inferences
about a firm's profitability are rarely measured directly. The
experiments described here examine profits as well as prices
and attempt to obtain greater access to consumer under-
standing of profitability. (4) Prior research has emphasized
the vendor's motivation for altering the status quo, and
therefore research on dual entitlement has been dominated
by considerations of perceived equity, justice, and ethics
(e.g., Bies, Tripp, and Neale 1993; Campbell 1999; Martins
and Monroe 1994). In contrast, the present research focuses
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on cognitive determinants of fairness by investigating con-
sumer understanding of markets, the environment, and ven-
dors' constraints.

In common parlance, fairness might refer to the extent to
which outcomes are deemed reasonable and just, and trans-
action fairness might refer to the extent to which sacrifice
and benefit are commensurate for each party involved. As
a definition of price fairness, we begin with the basic premise
that firms are entitled to a reference profit that, from the
consumer's perspective, may refer to some reasonable
amount above costs. Indeed, Monroe (1990) suggests that
the prevalence of cost-plus pricing is driven partly by con-
cerns about perceived fairness. The present research avoids
the difficult issue of how to define a reasonable profit and
instead focuses on consumer perceptions of the "cost" and
"plus" of everyday prices.

We investigate the role of three reference points—past
prices, competitor prices, and costs—on fairness judgments.'
We characterize these reference points as looking back over
time (at past prices), looking across firms (at competitor
prices), and looking within the firm (to costs). We are es-
pecially interested in understanding the assumptions, infer-
ences, and attributions that consumers make about costs and
profits. We assume that once a reference point has been
evoked, consumer judgment is guided by attributions re-
garding the difference between the target price and the ref-
erence point. This comparison process drives profit percep-
tions and price fairness judgments. Prices that compare
favorably with the reference point are deemed fair; prices
that compare unfavorably are deemed unfair. Prior research
provides evidence that perceptions of fairness in turn will
influence customer satisfaction (Oliver and Swan 1989) and
behavioral intentions (Campbell 1999), but we do not in-
vestigate these variables directly.

Given that consumer knowledge of explicit and unam-
biguous retail price information can be low and may be
declining (Estelami, Lehmann, and Holden 2001), it seems
reasonable to expect poor appreciation of closely guarded
cost and profit information. Although knowledge of profits
and costs has not been extensively investigated, consumers
are not highly satisfied with the price-profit relationship they
perceive to exist among large firms (Business Week 2000).
Thus, our guiding hypothesis is that consumer understanding
of prices, costs, and profits does not exist at high levels
across the population; moreover, we propose that such
knowledge levels contribute to consumer perceptions of
price unfairness.

LOOKING BACK: PAST PRICES

Evidence suggests that consumers rely on past prices
when judging the appropriateness of current prices and use

'We distinguish between a reference point and a reference price. For
example, a firm's cost of production may serve as a reference point for
assessing the fairness of a retail price. Of course, reference points may be
used to form an internal reference price that in turn influences transaction
value (e.g., Grewal, Monroe, and Krishnan 1998).

current prices to forecast future prices (Briesch et al. 1997;
Jacobson and Obermiller 1990; Watt Street Journal 1997).
Research also suggests that consumers have a poor under-
standing of inflation and that their estimates of its effects
may be biased in the direction of underestimation (Bates
and Gabor 1986; Katona 1975; Kemp 1987, 1991). Such
results are consistent with psychophysical research showing
that underestimation is common in trend extrapolation of
time-series data (e.g., Wagenaar and Sagaria 1975), perhaps
due to anchoring effects (cf. Harvey and Bolger 1996).
Therefore, we expect that consumers will underestimate
rather than overestimate inflationary trends, which in turn
will prompt overestimation of seller profits and the percep-
tion of unfair pricing.

Experiment 1: Past Pdces and Perceived Fairness

The present and all subsequent experiments reported here
employ a scenario paradigm. A purchasing situation is de-
scribed, and beliefs are measured. A variety of direct and
indirect measures are taken across experiments, including
absolute and percentage profit (and cost) estimates and price
attributions (such as gouging). This measurement approach
ensures that the findings are robust to elicitation method and
provides greater insight into consumer knowledge struc-
tures. Unless otherwise noted, participants were undergrad-
uate students who received course credit in retum for their
participation. The numbers of participants are reported in
tables that accompany the experiments.^

Method. Participants were presented with a current and
historical price of a polo shirt and were asked to determine
whether the-increase in price was fair, given that the his-
torical price was fair. The between-subjects design consisted
of three experimental groups (three levels of current price
information) and a control group (no current price infor-
mation). The current price of the shirt (X) was manipulated
at three levels ($34.59, $39.49, or $44.79), with the middle
price of $39.49 corresponding to tbe historical fair price
adjusted for inflation (rounded up from $39.42 to a price
ending in nine). After a short introduction, participants read
the following:

Consider the case of a particular brand of polo shirt sold by
a particular department store retailer (The name of the brand
and the retailer will not be disclosed. It is best to avoid
guessing who they are.) Seven years ago, the retailer sold
this brand of polo shirt to consumers at a fair price of $23.
Since then, inflation and quality have forced the manufacturer
to raise its price each year. Simply to cover these costs, the
retailer would need to raise its retail price each year by 8%
over each previous year. If you go to the store today, the

^Across the set of nine laboratory studies reported here, 35 participants
gave numerical responses that violated the task instructions. These partic-
ipants were omitted from the reported analyses, but their inclusion would
leave the pattern of results unchanged. An additional 10 participants failed
to respond to an individual item but were included in analyses of other
dependent variables.
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TABLE 1

ATTRIBUTIONS AND FAIR PRICE ESTIMATES AS A FUNCTION OF INFLATION AND CURRENT PRICE: EXPERIMENT 1 ($)

Current price

34.59 (below fair price)

39.49 (correct fair price)

44.79 (above fair price)

Open-ended

Median (and range)

35.88
(24.84-50.00)

35.00
(25.00-45.00)

36.99
(25.00-56.64)

37.00
(25.00-65.00)

Absorbing

39.67 (4.23)
n = 19'

43.31* (1.56)
n = 5'

51.2* (5.32)
n = 3=

Correct price

34.59
n = 27"

39.49
n = 39'
44.79

n = 2V
38.54 (7.47)

n = 63"

Gouging

29.28* (3.61)
n = 14"

32.36* (4.21)
n = 19"

36.18* (4.31)
n = 39'

NOTE.—Superscript a = data in cell represents true response; superscript b = underestimated inflation; superscript c = overestimated inflation; superscript d
= 39 underestimated, 16 overestimated.

*Significantly different from the correct value (all p's < .05).

price you will see on this polo shirt is $X. Based on your
first impression, please check one of the three responses be-
low (a, b, or c) and answer the remainder of the question if
necessary.

a) I think that the retailer has absorbed some of the man-
ufacturer's price increase. In order to maintain the same
fair profit as 7 years ago, the retailer should raise the
price from $X to $ .

b) I think the retailer has neither absorbed any of the man-
ufacturer's price increase nor tried to make extra profit.
Thus, $X is an appropriate price to charge.

c) I think the retailer has added to the manufacturer's price
increase and is trying to make additional profit. In order
to maintain the same fair profit as 7 years ago, the retailer
should lower the price from $X to $ .

A fourth (control) group of participants was not given a
current price but instead was asked the open-ended question
"What do you think would be a fair price for the retailer to
charge consumers for this polo shirt today?"

Results. A categorical analysis indicates a propensity
to underestitnate the fair price (see table 1). Among partic-
ipants provided with a specific current price, a greater num-
ber underestimated (32.3%) than overestimated inflation
(15.6%; x\2) = 34.21, p< .001). Similarly, among partic-
ipants who were asked only for an open-ended response,
significantly more (61.9%) underestimated than overesti-
mated the fair price (25.4%; x\2) = 21.27, p < .001). As
might be expected, participants' responses in the experi-
mental groups were influenced by the stated current price
(X^(4) = 32.47, p < .001). When a low current price was
given, participants were more likely to underestimate infla-
tion than when a high current price was given. The current
retail price appeared to act as an anchor, such that fair price
estimates varied with the current going rate (F(2,90) =

20.68, p < .001).' More important, the anchoring effect of
the current price was insufficient to compensate fully for
perceptions of unfairness or gouging. When the current price
was the fair price, more participants underestimated than
overestimated inflation (19 vs. 5 out of 63 participants), and
the degree of underestimation was considerable (M =
$32.36 vs. a true fair price of $39.42; ?(18) = -7 .31, p <
.001). Even when provided with a very high current price
anchor ($44.79), participants insufficiently adjusted for in-
flationary effects. That is, the observed estimate {M =
$36.18) is significantly lower than the true value (f(36) =
-4.57, p < .001).

Discussion

In this study we measured attributions about a current
price in the context of a historical price. The results indicate
that when faced with rising prices over time, consumers
harbor suspicions about vendor gouging. It is reasonable to
assume that such beliefs may ultimately result in nonpur-
chase, bargaining, or search for alternative vendors.

Although the retrospective judgments consumers make
when comparing current to past prices may lead to dissat-
isfaction, analogous underestimation of inflation's effects
can have dire consequences when judgments are made in
prospect. We illustrate this problem in a series of follow-
up studies conducted in the context of college tuition, where
failure to adjust for inflationary effects can result in lack of
financial preparedness for an essential consumer purchase.

In the first follow-up study, participants were asked to
estimate the annual savings required to pay for the cost of
a college education 10 years in the future. Thirty-eight par-
ticipants were given the current cost of an education, the
inflation rate (manipulated between subjects to be either 3%
or 9%), and the interest rate accrued on savings (manipulated

^This analysis includes only participants who judged that the retailer
was absorbing or gouging (since only these participants were asked to
provide their own estimate of fair price). The analysis also revealed a main
effect of choice (absorbing or gouging; f(l ,90) = 104.73, p < .001), as
expected.
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within subject to be either 0% or equal to the inflation rate).
As expected, participants underestimated the required sav-
ings rate. The proportion of required savings accrued at the
end of 10 years was 0.87 and 0.65 in the 3% and 9% con-
ditions, respectively (F(l, 36) - 6.08, p < .02). Hence, the
tendency to underestimate inflation occurs in prospect as
well as in retrospect. It is also noteworthy that the savings
interest rate did not moderate the tendency toward under-
estimation (F < 1). (Many participants apparently believed
that saving 10% of the current cost per year at the rate of
inflation was sufficient.)

For important decisions, consumers may possess or seek
historical information, but not all historical data are equally
helpful. Although recent prices and price changes are iikely
to be most salient, remote data best reveal the exponential
nature of inflation (cf. Wagenaar and Timmers 1979). In a
second follow-up study, participants were asked to predict
the cost of a college education 10 years hence. They were
given the current price of a college education ($99,860) and
historical price information that reflected a constant inflation
rate (manipulated between subjects to be either 3% or 9%).
The type of historical price information provided to partic-
ipants was manipulated between subjects at three levels:
remote data (from 10 years ago only), recent data (from the
previous three years), or both recent and remote data. The
data were computed based on the stated current price and
rate of inflation. An analysis based on the percentage de-
viation from the correct response revealed a main effect of
inflation rate (F(l, 162) = 102.98, p < .001), a main effect
of type of data (F(2,162) = 3.27, p - .04), and a nonsig-
nificant interaction (F(2, 162) = 1.41, p - .25). Prices
were uniformly underestimated and were especially inac-
curate at the higher inflation rate (e.g., 71% of the correct
value when inflation was 9% and recent data were provided).
Moreover, estimates made in the context of recent prices
were significantly lower and less accurate than estimates
made in the context of remote prices (F(l, 162) — 6.55,
p = .01).

It is not clear that consumers appreciate the benefits of
adopting a longer time horizon. We investigated this pos-
sibility in a third follow-up study. Participants were asked
to predict the annual cost of college 10 years hence based
on a stated current cost and a steady-state inflation rate for
the previous 10 years. Before doing so, however, they were
given the opportunity to view a single price from any of
the preceding 10 years. Our objective was to assess partic-
ipants' sensitivity to the salutary effect of adopting a long
time horizon (i.e., to search remote prices). Results produced
a search distribution that was largely bimodal. Of the 85
participants, 42.4% searched for price data from one to three
years in the past, with the majority searching only one year
back; an identical percentage searched eight to 10 years in
the past, with the majority searching 10 years back. Insofar
as recent data harm predictive accuracy, the majority of
participants in this study can be characterized as having
searched suboptimally.

Taken together, the results suggest that consumers may

be poor assessors in prospect and retrospect of the effects
of inflation on prices. Our respondents, who likely possessed
above-average computational abilities, misestimated infla-
tion's impact despite the provision of explicit, realistic, and
personally relevant information. We speculate that in most
environments in which inflation exists above nominal levels,
sticker shock and perceptions of unfairness may ensue. More
severe consequences loom when miscalculation results in
suboptimal behavior, such as undersaving for an important
future purchase.

LOOKING ACROSS: COMPETITOR
PRICES

Past prices are not the only nor even the dominant influ-
ence on price perceptions (Mayhew and Winer 1992; Ra-
jendran and Tellis 1994). As Kahneman et al. (1986b) note,
prevailing competitor prices can serve as reference trans-
actions, especially when a transaction history with a partic-
ular vendor does not exist. In commodity markets, prices
are kept low because attempts to price above the going rate
can stimulate feelings of unfairness and customer defection
(e.g., Frey and Pommerehne 1993; Lichtenstein and Bearden
1989). The case of noncommodity markets is not often ad-
dressed. The principle of dual entitlement suggests that price
differences can be justified by cost differences, and con-
sumer research suggests that price differences frequently are
interpreted in terms of quality differences (which presum-
ably correspond to cost differences). We do not question the
reasonableness of price-quality inferences, particularly in
competitive markets. However, in the larger environment,
many other factors contribute to price and profit. In this and
the following section we examine consumer understanding
of, and reaction to, these factors. In most instances we hold
product quality constant while assessing (1) attributions con-
sumers make regarding prices and profits or (2) reactions
to explicit price and profit levels of competing vendors who
differ on nonproduct dimensions.

Experiment 2: Profit versus Cost Attributions

Competing retail stores may sell the same brand but offer
different levels of service or convenience that entail different
costs or margin requirements. The present experiment in-
vestigates the effect of store differences on judgments of
price fairness. By manipulating the explicitness of differ-
ences in retail tactics, we assess whether consumers spon-
taneously acknowledge store differences. Prior research sug-
gests that consumers are somewhat sensitive to store
differences (Grewal and Baker 1994; Thaler 1985); to our
knowledge, however, the extent to which the benefits offered
by different stores is perceived to offset price differences
has not been examined vis-a-vis fairness.

Method. The experiment used a 2 (Store Type) x 2
(Benefit Cue) x 2 (Product Replicate) mixed design. Prod-
uct replicate was manipulated between subjects (ice cream
vs. clothing), and store type was manipulated within subject
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Product

TABLE 2

PRICE AND PROFIT ESTIMATES AS A FUNCTION OF STORE PRICE IMAGE: EXPERIMENT 2

Store price image
Actual price

($)
Fair price

($)
Profit

(out of $1)

Surcharge
(actual minus

fair price)

Ice cream
Ice cream
Clothing
Clothing

Grocery (inexpensive)
Convenience (expensive)
Discount (inexpensive)
Department (expensive)

23

22

3.64 (.60)
4.13 (.86)

35.14 (5.84)
44.13(8.42)

3.30 (.56)
3.46 (.76)

32.89 (6.14)
35.89(6.41)

.22 (.15)

.36 (.19)

.19 (.10)

.32 (.17)

.35 (.32)

.66 (.34)
2.25 (4.01)
8.25 (4.29)

(inexpensive vs. expensive store price image). Thus, partic-
ipants were asked for reactions concerning a pint of ice
cream at a grocery store and convenience store or an article
of clothing at a discount and a department store. The costs/
benefits offered by the competing stores (e.g., location,
atmosphere, service) were either cued or not cued, also be-
tween subjects. After viewing the stimulus, participants were
asked to estimate the actual and fair prices and the profit
margins of each store in side-by-side judgments. For ex-
ample, the scenario from the clothing condition, with the
benefit cue shown in square brackets, read as follows:

The retail industry is composed of many types of stores. Even
for stores that sell similar merchandise, large differences exist
among competing retailers. Without mentioning specific ex-
amples, most shoppers can name several department stores.
There are also many discount stores that may sell similar
clothing (and often sell the same brands). [Department stores
tend to offer greater selection, more service, and a more
pleasant in-store environment.] Imagine an identical item sold
at both types of stores. For example, this item may be a shirt
or blouse or slacks. The same manufacturer sells the item to
both stores for an identical price. In this instance, imagine
that the price is $25. On the lines below, please estimate the
following:

1) How much will each store charge the consumer for the
item?

2) What do you feel would be a fair price for each store
to charge?

3) For each dollar that the store takes in at its true prices,
how much is left over in profit after each store has
covered all of its costs?

Results and Discussion. Table 2 indicates an identical
pattern of results for each stimulus replicate (analyzed sep-
arately due to heterogeneity of variance in price estimates).
As expected, actual price estimates were higher for the ex-
pensive store than for the inexpensive store (F(l,21) =
21.15, pK.OOl, for ice cream; F(l,20) = 100.46, p<
.001, for clothing). Similarly, estimates of the fair price were
higher for the expensive store than for the inexpensive store
(F(l,21) = 8.10, p < . 0 1 , for ice cream; F(l,20) =
24.53, pK.OOl, for clothing). There were no significant

effects of the benefit cue on actual or fair price estimates."*
We surmise that the within-subject manipulation of store
comparison made the store differences so salient that the
cue had no incremental effect. (In experiments reported later,
cost cues are shown to exert a much larger influence.) The
higher estimated actual and fair prices for the expensive
store suggest that participants spontaneously acknowledged
differences between stores, consistent with Thaler's (1985)
willingness-to-pay measures.

More interesting are the profit-related measures. Although
participants conceded higher prices to the expensive stores,
they nonetheless thought that the prices at the expensive
stores were less fair. The unfair surcharge (actual price minus
fair price) was greater for the expensive store than for the
inexpensive store (F(l,21) = 20.6t, p<.OOl, for ice
cream; F(l, 20) - 45.67, p < .001, for clothing). Similarly,
profit estimates (per dollar of sales) were higher for the
expensive store (F(l, t6) = 41.05, p < .001, for ice cream;
F(l, 18) = 23.29, /?< .001, for clothing). The benefit cue
again had no effect on either surcharge or profit.̂  Although
consumers may be willing to pay higher prices to a vendor
who carries higher costs (cf. Thaler 1985), profit and fairness
perceptions may favor a less expensive competitor.

Overall, participants expected prices to differ by store and
judged part of this price difference as fair—presumably due
to store cost differences, inasmuch as the cost of good sold
(CGS) was held constant. Cueing the benefits of each store
had no incremental effect. From an attribution standpoint,
it appears that respondents attributed the expected price dif-
ferential between the expensive and inexpensive store more
to profit than to cost. That is, when accounting for the ex-
pected difference in actual price, the estimated profit dif-
ferences exceeded the estimated cost differences by a factor
of two (ice cream) or three (clothing). In terms of an attri-

•"For completeness, two (marginal) exceptions are reported. For clothing,
neither the benefit cue nor its interaction with store type were significant
for fair price and actual price estimates (all F's < t). For ice cream, the
benefit cue marginally reduced actual price {F(l,2\) = 3.00, p = .10;
interaction F<\) and fair price estimates (f(l, 21) = 3.49, p = .08; in-
teraction F(l,21) = 1.50, p = .23).

'Most important, the benefit cue had no effect on profit estimates for
clothing or ice cream (all F's < 1). The benefit cue also had no effect on
the surcharge for clothing (F< 1; interaction F(l, 20) = 2.37, p = .14) or
ice cream (all F 's< 1).
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TABLE 3

COST AND PROFIT ESTIMATES (DEPARTMENT MINUS DISCOUNT STORE) AS A FUNCTION OF BRAND CUE: EXPERIMENT 3

Brand cue

Different

Same

n

51

45

Price
($)

20.49*
(8.95)
19.38*

(10.22)

Cost of good sold
($)

6.97*
(6.60)
3.47*

(5.92)

Other
($)

4.45*
(4.51)
4.36*

(4.82)

Profit
($)

9.07*
(5.68)
11.56*
(9.68)

% profit

2.10
(12.02)

8.13*
(12.09)

Fairness

-1.84*
(1.60)

-2.19*
(1.59)

*Signiflcantly different from zero (p < .05).

bution hierarchy, profit attributions dominated store cost at-
tributions.

The magnitude of the per-dollar profit estimates also is
notable. A result that is observed repeatedly in subsequent
experiments is that consumers are naive with respect to retail
profitability and the opportunity to generate high profit mar-
gins in competitive marketplaces. Given the high margins
estimated by these participants, skepticism regarding the
fairness of retail prices is natural.

Experiment 3: Profit, Cost, and Quality
Attributions

In the preceding experiment the competing stores offered
the same brands and therefore price-difference attributions
were constrained to profit and service costs. In the present
experiment we allowed participants to make quality attri-
butions as well by manipulating whether the brands in the
competing stores were identical. As noted, prior research
suggests that quality is the default attribution when different
brands possess different prices. In a retail context, quality
competes with profit and other costs as possible attributions.

Method. The experiment employed a 2 (Store Type) x
2 (Benefit Cue) x 2 (Brand) mixed design. Brand was
manipulated between subjects (same vs. different brand) and
store type was manipulated within subject (department vs.
discount store). Thus, participants were asked for reactions
concerning a polo shirt of either the same or different brand
sold at a department and discount store. The costs/benefits
offered by the competing stores were either cued or not
cued, also between subjects. The stimulus frame was as
follows:

You are out shopping one day for a polo shirt. You visit a
department store. While there, you see a polo shirt. Later the
same day, you visit a discount store. [While there, you see
the exact same polo shirt (same brand, same style, same fabric
and color, etc.). / While there, you see another polo shirt (a
different brand)]. [You also notice that the department store
has more selection and service, as well as a more pleasant
in-store environment (compared to the discount store). / omit]
For each store, please estimate the following:

What is the price you pay for the polo shirt in each store?

a) How much of the price you pay does the store use to
pay the manufacturer for the item?

b) How much of the price you pay goes to cover other
costs that the store has?

c) How much of the price you pay is left over as profit
made by the store on this item?

How fair do you think the store's price is?

After viewing the stimulus, participants made side-by-
side judgments for the polo shirt at the department and
discount stores. Participants were asked to provide numer-
ical estimates of price, CGS, other costs, and profits, and
to assess price fairness on a seven-point scale.

Results. For simplicity of presentation, table 3 presents
the mean difference scores between the department and dis-
count store for each dependent measure. The results are
collapsed across benefit cue, which again had no effect.' As
expected, estimates for the total price of the polo shirt were
higher in the department store than the discount store
(F(\, 92) = 406.6, p < .001) but did not vary by condition.
Also as expected, estimates for CGS depended on the store
(F{\,92) = 65.53, p < .001) and its interaction with brand
(F(l, 92) = 7.08, p < .01). The CGS estimates were larger
for department than discount stores, especially when the
stores carried different brands. Regardless of whether the
stores carried identical or different brands, estimates for
other costs were higher for department stores than discount
stores (F(l, 92) = 83.7, p < .001), as were profit estimates
(F(l, 92) = 164.3,/7 < .001) in absolute dollars. Further, the
differences in perceived fairness corresponded to differences
in perceived profits: higher prices and profits were associated
with lower fairness.

In terms of the attribution hierarchy, the results are
straightforward. When stores carry the same brand (as in
experiment 2), the large expected price difference between
the department and discount stores was attributed foremost
to profit and then to other costs, with again an almost three
times greater allocation to profit. When stores carried dif-
ferent brands and a quality attribution was possible, profit
again was dominant. However, quality (CGS) dominated
other costs. It is apparent that consumers readily make price-
quality inferences.

Finally, an interesting effect is observed when profit is

'A lone (marginal) exception was that the fairness advantage of discount
stores over department stores was reduced when store differences were
cued (F(l,90) = 3.68, p = .06).
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converted to a percentage of price. Percentage profits were
generally quite large (around 40%) and were larger in the
department store than in the discount store (F(l,92) =
16.95, /7<.OO1). Moreover, this difference in percentage
profit was greater for same brands than different brands
(F(l,92) = 5.83, p = .02). Indeed, when quality attribu-
tions were possible with different brands, the department
and discount stores were viewed as generating the same
percentage profit (f(50) = 1.25,p > .10). This result is note-
worthy when considered in the context of the fairness rat-
ings. Fairness was viewed as uniformly higher at the dis-
count store (F(l, 90) = 153.7, p < .001). Thus, when
quality attributions were possible, it seems that judgments
were driven more by the absolute profit differences (almost
double for department versus discount stores) than the per-
centage profit differences (which were small). The dual en-
titlement principle proposes that sellers are entitled to a
reference profit but is silent with respect to whether con-
sumers make finer distinctions concerning absolute versus
percentage profits when assessing fairness. A failure to relate
fairness to percentage profit differences could be due to
several factors, including a naive understanding of market
constraints or retail accounting. The next experiment pursues
this possibility.

Experiment 4: Not All Equal Profits Are Equally
Fair

Some retail strategies are primarily determined endoge-
nousiy. For example, some retailers incur higher costs (e.g.,
by providing better service or carrying riskier inventory)
that are passed on to customers in the form of higher prices.
Other strategies may be determined exogenousiy. For ex-
ample, firms with a narrow geographical customer base will
suffer lower inventory turnover and therefore must charge
higher prices to make a profit. In the present experiment,
we presented price differences between two stores and at-
tributed these differences to various factors (i.e., product
quality, non-CGS costs, customer base, inventory risk, and
margin/volume strategy). Unlike the preceding experiment,
net profit margin was explicitly described as equal at the
two stores. Our objective was to assess the extent to which
participants would accommodate forces that are largely be-
yond the retailers' control when estimating fair prices. We
hypothesized that price differences not exclusively attrib-
utable to quality (such as other costs and risk) would be
perceived as unfair. We also expected that prices based on
an intentional high-margin strategy would be judged as less
fair than prices based on unavoidable constraints faced by
the firm. The more interesting but less predictable result
concerns the precise way in which these latter firms are
viewed.

Method. Participants were given prices for blouses at
two stores. At store A, the blouse was priced at $29.95; at
store B, the blouse was priced at $39.95. Overall costs and
net profit were held constant. Respondents were then given
an explanation (manipulated between subjects at five levels)

for the price difference and asked to assess the fair price of
the blouse at each store. In all conditions, the explanation
began as follows:

We are interested in your views, as a consumer, on the fairness
of store finances and pricing. As you know, stores make a
profit from selling goods and overall profit is a function of
many factors. Consider the case of two stores.

In the quality explanation condition, the scenario attrib-
uted the higher price at store B to quality. It controlled for
other store differences by equating service and other costs,
overall revenue, and net profit as follows:

Both stores have the same level of service and other costs,
the same overall sales revenue, and the same net profit. Both
stores sell blouses. Store A charges $29.95; Store B charges
$39.95. Store A charges a lower price because it carries a
lower quality blouse. The store pays less to the manufacturer
for the blouse; as a result, the same markup leads to a lower
price than in Store B. Store B carries a higher quality blouse.
The store pays the manufacturer more for this blouse; with
the same markup as Store A, its prices are higher.

In the other cost condition, the scenario attributed the
higher price at store B to other costs. It controlled for other
store differences by equating quality, sales revenue, and net
profit as follows:

Both stores have the same overall sales revenue and the same
net profit. Both stores sell the exact same blouse (same brand,
same quality, same style, same cost paid to the manufacturer).
Store A charges $29.95; Store B charges $39.95. Store A
charges a lower price because its other costs (service, admin,
rent, etc.) are lower. (For example, it offers less service, rent
is lower in its location, etc.) Store B charges a higher price
because it has to cover higher other costs. (For example, it
offers better service, has higher rental costs in its location,
etc.). As a result, Store B has to charger a higher price to
make the same profit as Store A.

In the risk condition, the scenario attributed the higher
price at store B to risky inventory. It controlled for other
store differences by equating service, quality, sales revenue,
and net profit as follows:

Both stores have the same level of service, the same costs
and overall sales revenue, and the same net profit. Both stores
sell blouses of the same quality and pay the same cost to
their manufacturers. Store A charges $29.95; Store B charges
$39.95. Store A charges a lower price because it faces less
risk that it will not able to sell its inventory. Store B carries
riskier inventory. (For example, its blouses may be seasonal
or very fashion-forward or from new/unknown designers or
manufacturers.) As a result, it faces more risk that it will not
be able to sell its inventory and will have to dump blouses
at the end of the season. Store B covers this risk by charging
higher prices for the same quality goods than Store A.

In the customer base condition, the scenario attributed the
higher price at store B to a narrow customer base due to
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geography. It controlled for other store differences by equat-
ing service, quality, sales revenue, and net profit as follows:

Both stores have the same level of service, the same costs
and overall sales revenue, and the same net profit. Both stores
sell the exact same hlouse (same hrand, same quality, same
style). Store A charges $29.95; Store B charges $39.95. Store
A charges a lower price because it has a broad customer base
due to its geography. The broad customer base results in
higher turnover so Store A can charge lower prices to make
the same profit as Store B. Store B, with its narrow customer
base due to its geography, has lower turnover so must charge
higher prices to make the same profit.

In the margin/volume strategy condition, the scenario at-
tributed the price difference to a high margin strategy at
store B and a volume strategy at store A. It controlled for
other store differences by equating service, quality, sales
revenue, and net profit as follows:

Both stores have the same level of service, the same costs
and overall sales revenue, and the same net profit. Both stores
sell the exact same hlouse (same hrand, same quality, same
style). Store A charges $29.95; Store B charges $39.95. Store
A charges a lower price because it follows a "volume strat-
egy." It charges a lower price, which increases sales; with a
lower margin per sale but higher volume of sales, it makes
the same profit as Store B. Store B, following a "margin
strategy," charges a higher price; its lower volume of sales
is offset by a higher margin in order to make the same profit.

Following presentation of the scenario, participants were
shown a table summarizing the main points of the scenario
and asked to generate an estimate of the fair price at each
store as follows (shown here for the quality condition only):

Please take a moment to consider these stores. What do you
think is a fair price at each store? (Enter a $ amount for each
store.)

TABLE 4

FAIRNESS DIFFERENCES AS A FUNCTION OF STORE
STRATEGIES AND CONSTRAINTS: EXPERIMENT 4

Net Protit
on Overall

Quality Revenue*
Store A Lower 5%
Store B Higher 5%

Note: Both stores have the same revenue so make the same
profit whether expressed ih $ or %.

Price Charged Fair
For Blouse Price

$29.95 $
$39.95 $

Results and Discussion. An ANOVA conducted on the
differences in fair-price estimates revealed a significant om-
nibus effect of condition (F(4,92) = 6.92, p < .001). As
the pattern of means in table 4 reveals, a quality explanation
for price differences led to fair prices that differed by ap-
proximately $10 (r(18) = 1.12, p = .14), which is the ap-
propriate amount if participants fully accept the explanation
for the price difference between stores. In all other condi-
tions, the fair price differences were less than $10 (all

Strategy/constraint

Quality

Customer base

Risk

Other costs

Margin/volume strategy

n

19

20

19

19

20

Fair price difference
(store B minus store A)

10.79 (3.08)
t{^8) = 1.12, p = .14

6.95- (4.25)
((19) = 3.21, p = .002

5.79- (4.29)
t{^8) = 4.28, p<.001

5.00* (5.14)
/(18) = 4.24, p<.001

4.20* (4.47)
/(19) = 5.80, p<.001

*Sighificantly different from $10.

p's < .01). As expected, a planned contrast of the quality
condition against the other cost, risk, and customer base
conditions was significant (F(l, 92) = 18.41, p < .001), in-
dicating that the latter explanations were less acceptable than
a quality explanation. In addition, a planned contrast of the
margin/volume strategy condition to the nonquality condi-
tions indicates that nonquality explanations are as unac-
ceptable as an intentional margin-strategy explanation
(F(l,92) = 2.37, p = .13).

To summarize, consumers appear willing to grant a higher
price in returti for commensurate quality. Consumers appear
least willing to grant a higher price arising from a firm's
optional and endogenousiy driven strategy to make profits
via high margins rather than high volume. Even when a
higher price results from factors beyond a firm's control,
consumers appear unwilling to grant the entire amount re-
quired by the firm to compete. For example, participants in
the risk condition were unwilling to accept the same high
price as participants in the quality condition even though
(a) the overall profits at the high-priced store in each con-
dition were equal, (b) the overall profits at the high-priced
store in each condition were equal to each store's lower
priced competitor, (c) the absolute profit margins were low,
and (d) the reason for the higher price was beyond the firm's
control. Inventory risk at a fashion store is a cost of doing
business.

Taken together, these experiments suggest that consumers
take into account not only why (Campbell 1999) but also
how stores obtain their profit when judging fairness. The
dual entitlement principle states that sellers are entitled to
a reference profit, but it does not speak to the how or why
of it. Apparently, not all equal profits are equally fair.

LOOKING WITHIN: THE FIRM'S COSTS

Aside from reference transactions, the perceived fairness
of a price is likely to be infiuenced by the perceived cost of
a good to the vendor (Bearden, Carlson, and Hardesty 2003;
Thaler 1985). Experiments 2 and 3 showed that, although
participants were not indifferent to the costs incurred by dif-
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TABLE 5

STORE COST AND PROFIT ESTIMATES (OUT OF $1) IF LABOR IS CUED: EXPERIMENT 5

Store

Burdines

Burdines

Limited

Limited

Wal-Mart

Wai-Mart

Publix

Pubiix

n

40

44

42

44

40

44

47

43

Labor cued

Yes

No

Yes

No

Yes

No

Yes

No

Cost of good sold

32.38
(17.81)
41.57
(16.64)
32.29

(11.95)
36.68

(16.55)
38.05

(17.05)
39.45

(17.13)
41.62

(18.00)
45.47

(20.23)

Labor cost

22.90
(11.81)

23.36
(9.12)

22.20
(8.96)

24.28
(11.32)

Other

13.93
(7.62)
27.70

(13.92)
16.90
(8.83)
31.45

(14.80)
13.80
(7.76)
29.52

(14.10)
14.21
(8.88)
28.51

(12.41)

Profit

30.80
(15.22)
30.73

(15.33)
27.45

(15.81)
31.86

(17.70)
25.95

(17.83)
31.02

(15.56)
19.89

(14.54)
26.02

(14.50)

ferent types of retailers, estimated profits of retailers were
quite high and estimated non-CGS costs were relatively low.
Experiment 4 showed that participants were more inclined to
accept quality or CGS explanations than other explanations
when comparing retail prices. Insofar as CGS is the most
salient cost, other costs may be ignored and overall profits
may be overestimated. Such an outcome would hold even in
the presence of reference transactions once the effect of price
change is removed. That is, even when a price change is
deemed fair, the absolute price may nonetheless be perceived
as too high given the perceived profits of the firm. The results
reported by Kahneman et al. (1986b) suggest that consumers
are sensitive to unchanging costs in the face of a price in-
crease. An obvious question concerns the extent to which
costs—and different categories of costs—are considered
spontaneously when judging prices.

Experiment 5: Cueing a Salient Cost

An exploratory study examined the effect of cueing a
seemingly salient cost on profit estimates for retail stores.
Specifically, we asked participants to estimate CGS, other
costs, and profit while manipulating whether labor was iden-
tified as a separate cost category.

Method. Participants were presented with the name of
a retail store and were asked to estimate various cost cat-
egories. A between-subjects store-replicate manipulation
was included for generalizability. The replicates were a de-
partment store (Burdines), a discount store (Wal-Mart), a
specialty store (Limited), and a grocery store (Publix), all
of which were local to the participant population. The cueing
manipulation consisted of isolating labor as a separate line
item in the cued condition and omitting any mention of labor
in the uncued condition. A sample stimulus scenario using
the Publix replicate in the cued condition is reproduced
below.

We are interested in your impressions of finances at a retail
store. The store is Publix. We would like your estimate of
the proportion of Publix's revenue that goes to cover cost of
goods sold, the proportion that goes to cover labor costs, the
proportion that goes to cover all remaining costs, and how
much is left as Publix's profit (before taxes). (Cost of goods
sold refers to the money the store pays to its suppliers for
the goods it sells. Labor refers to the money the store spends
to pay its employees.) On the lines below you see a simplified
version of a Publix income statement. Consider one dollar
of revenue. What is your estimate of how much of each dollar
in sales is allocated to each of these categories?

Cost of Goods Sold:
Labor Costs:
Aii Other Costs:
Profits:

$1.00

Results. As shown in table 5, profit estimates were high
but also varied across replicates (F(3, 336) = 4.22, p <
.01). Logically, there should be no effect of cueing labor on
profit estimates because labor costs should be deducted en-
tirely from total other costs. Nonetheless, cueing labor re-
duced profit estimates (F(l,336) = 5.16, p = .02), sug-
gesting that participants did not spontaneously take labor
costs fully into account when estimating profits. As ex-
pected, other costs did decline when labor was cued
(F(l,336) = 138.78, p<.001), although insufficiently to
account for the full amount of labor cost estimates. Instead,
a portion of labor costs was also deducted from CGS
(F(l,336) = 6.53, p ^ .01). Whereas CGS varied as a
function of the store (F(3, 336) — 4.43, p < .01), other costs
did not (F(3, 336) = L14, p = .33).

Overall, participants' understanding of retail costs seemed
malleable, but perceptions of profit were somewhat firm.
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The judgments may best be described as quasi-rational. La-
bor costs were not fully taken into account, as indicated by
the reduction in profits when labor was cued. Moreover,
CGS estimates were reduced when labor was cued, sug-
gesting a certain stickiness to profit perceptions.

Experiment 6: Generalization to the Population

Although the participants in the preceding experiment
were relatively sophisticated vis-a-vis the general popula-
tion, an overture to extemal validity was made by seeking
replication through a probability sample of the general pop-
ulation of the state of Florida. Prior research suggests that
fairness estimates may vary across populations (Gorman and
Kehr 1992). The survey format precluded exact replication,
but the survey questions were able to capture the basic intent
of experiment 5.

As part of a larger random-digit telephone survey con-
ducted by a university-based economic and business re-
search center, respondents over the age of 18 were asked to
answer a single question regarding profits and fair prices
for several familiar store types and products. Table 6 de-
scribes the exact wording of the questions posed across re-
spondents, the size of the sample for each question, and the
mean responses.

Results. The results closely corresponded to those of
experiment 5. Respondents showed some good but mostly
bad intuitions. The perceived nonsale markup for clothing
items at a department store approached 100% of cost, as
respondents estimated a $76.58 price for an item that had
a $40.00 CGS. However, the estimated fair price was $58.16.
Fair price increased to $62.94 when tbe store's labor and
rent costs were cued but still remained well below the ex-
pected price. One speculation is that shoppers peg their fair
price on the reduced price observed during sale periods (cf.
Kahneman et al. 1986b), with the logic tbat the store should
always sell at the reduced price if it can occasionally sell
at that price.

The questions concerning overall profitability again show

a lack of appreciation for market dynamics and competition.
Although estimates trended in the same direction as the
average price of goods at each of three store types, overall
profit estimates were extreme. For example, the profit earned
by grocery stores is commonly cited at 1 %-2% (Food Mar-
keting Institute 2001) whereas the sample's estimate was
27.5%. It appears that people do not spontaneously or fully
appreciate retailer costs when judging fair prices. Profit is
viewed as constituting a large proportion of the selling price.
These results are consistent with experiments 2 and 3, which
found that profit dominated other attributions for the ex-
pected price differences at expensive and inexpensive stores.

Experiments 5 and 6 attempted to adjust perceptions of
profit through a very modest manipulation of non-CGS
costs. The effect on profit estimation was also modest. Al-
though it is questionable whether consumers spontaneously
consider such costs at all when making real-world assess-
ments, the following experiments attempted to dampen profit
overestimation further through the use of different and more
detailed cost cues.

Experiment 7: Cueing Detailed Costs

The previous study examined the effect of a general labor
cue; the present study examined deeper cueing of the same
category. From an availability or anchoring perspective,
cueing components of a cost category should increase cost
estimates and reduce profit estimates. However, prior re-
search in the domain of probability estimation has reported
mixed results (e.g., Fischhoff, Slovic, and Lichtenstein 1978;
van Schie and van der Pligt 1994). The present experiment
used a three-group between-subjects design that manipulated
the labor cue at three levels. Participants either received no
specific cue, a labor cue, or a detailed labor cue and were
asked to estimate labor (in the cued conditions), CGS, other
costs, and profit (out of $1). The detailed labor version
scenario read as follows:

We are interested in your impression of finances at a major
department store. We would like your estimate of the pro-

TABLE 6

PRICE AND PROFIT ESTIMATES FROM A PROBABILITY SAMPLE: EXPERIMENT 6

Question n
Mean

($)
SD
($)

If a fancy department store pays $40 to a manufacturer for a woman's blouse,
what would be a fair price for the store to charge you?

If a fancy department store pays $40 to a manufacturer for a woman's blouse,
what would be a fair price for the store to charge you, keeping in mind the
store must cover such costs as rent and payroii?

If a fancy department store pays $40 to a manufacturer for a woman's biouse,
how much do you think the store charges you for the biouse when it is not
on saie?

For each $100 a fancy department store makes in saies, how many dollars do
you think are left over in pure profit after the store has covered all its costs?

. . . for a discount store . . .

. . . for a grocery store . . .

593

524

491

58.16

62.94

76.58

17.12

21.87

33.78

775
538
671

33.09
30.24
27.52

29.18
29.36
20.52
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portion of a department store's revenue that goes to cover
the cost of goods sold, the proportion that goes to cover all
other remaining costs, and how much is left as profit (after
taxes). On the lines below, you see a simplified version of a
major department store's income statement. Consider one
dollar of revenue. What is your estimate of how much of
each dollar in sales is allocated to each of these categories?

Cost of Goods Sold (money paid to sup-
pliers tor goods soid in the store)

Cost of Labor
• saiaries and commissions paid to fuil-

time saies associates
• saiaries and bonuses paid to managers
• saiaries paid to other staff
• ali other labor costs

Ali Other Costs
Profits
Totai $1.00

After estitnating these categories, participants also provided
fairness ratings (on a seven-point scale).

Results. Labor estimates increased as a function of the
detail in the labor cue (F( 1,89) = 12.33,/? < .001). As table
7 indicates, cueing general labor reduced other cost estimates
(F(l, 133) = 24.33, p < .001), as did the detailed labor cue
(F(l, 133) = 38.95, ;?< .001). The general labor cue did
not significantly reduce profits relative to the no-cue control
group, although the means are directional (F(l, 133) =
1.56, p>.20). However, a detailed labor cue did reduce
profit estimates significantly (F(t, 133) = 18.03,/? < .001).
Mirroring the changes in profit, fairness judgments were
unaffected by the general labor cue (F < I) but were higher
relative to the no-cue control group when additional detail
was provided (F(l, 132) = 6.33, p = .01). These results
suggest that participants may have partially and spontane-
ously taken labor into account when judging profits and
fairness. Consistent with experiment 5, cueing general labor
also reduced CGS estimates relative to the control group
(F(l, 133) = 5.61, p — .02); that is, participants borrowed
from CGS when labor was cued. However, there was di-
rectionally less borrowing from CGS when a detailed labor
cue was provided (F(l, 133) = 2.42, p = .12). In fact, CGS
estimates in the detailed-cue condition did not differ from
the no-cue condition (F< 1), indicating that participants
were willing to extract the costs of labor from profit only
when costs of labor to the firm were made very explicit.

These results demonstrate several points. As observed
previously, participants did not always respond appropri-
ately to cueing of costs. If they had, estimates of CGS would
not have declined and profits would have held steady when
general labor was cued. However, participants were not in-
transigent. Detailed cueing prompted a more accurate real-
location of costs and profit, albeit not nearly to the extent
necessary. Also, as reported in experiment 3, fairness judg-
ments declined as profit estimates increased. In combination,
it appears that consumers' perceptions of costs, profits, and
fairness are susceptible to influence.

TABLE 7

COST AND PROFIT ESTIMATES (OUT OF $1) AND FAIRNESS
RATINGS AS A FUNCTION OF CUE SPECiFICITY:

EXPERIMENT 7

Cue

n
Cost of good soid
Other costs
Cued costs
Profit
Fairness

No cue

45
36.4 (14.4)
22.1 (12.4)

41.5 (18.6)
3.8 (1.2)

Labor cue

44
29.0 (13.6)
13.0(6.7)
21.1 (10.4)
37.0 (17.4)
4.0 (1.3)

Detaiied

47
33.8
10.7
29.2
26.3
4.4

iabor cue

(16.0)
(5.7)
(11.5)
(15.3)
(1.1)

Experitnent 8: Not All Costs Are Equal

The research thus far is equivocal with regard to the ques-
tion of spontaneity. On the one hand, the lack of a general
labor-cue effect in experiment 7 suggests that labor may be
considered spontaneously—at least in the context of an ex-
plicit decomposition task. On the other hand, profit estimates
can be moderated by an unrealistically heavy-handed ver-
sion of the labor cue. Leaving aside the fact that consumers
are rarely faced with a decomposition task and therefore are
less likely to be mindful of the firm's costs in the real world,
the question of spontaneity of other costs remains. Of all
non-CGS costs, labor intuitively seems most salient. We
hypothesized that non-CGS and nonlabor costs are unlikely
to be considered spontaneously and therefore are more likely
to influence cost, profit, and fairness estimates when cued.
We selected three categories: labor (a large category that is
intuitively salient), rent (a smaller cost category that seems
unlikely to be spontaneously taken into account), and mark-
downs (an important practice in store pricing that affects
profits but also seems unlikely to be considered spontane-
ously). The experiment used a 3 (Cue: labor vs. rent vs.
markdowns) x 2 (Repeated Judgment: before and after
cueing) mixed design. The initial scenario read as follows:

We are interested in your impression of finances at a major
department store. We would like your estimate of the pro-
portion of department store revenue that goes to cover cost
of good sold (money paid to suppliers for goods sold in the
store), the proportion that goes to cover all other remaining
costs, and how much is left as profit (after taxes). On the
lines below, you see a simplified version of a major depart-
ment store's income statement. Consider one dollar of store
revenue. What is your estimate of how much of each dollar
in sales is allocated to each of these categories?

Cost of Goods Soid:
All Other Costs:
Profits:
Total $1.00

After estimating these categories, participants provided fair-
ness ratings (on a seven-point scale). The repeat judgment
(in the rent cue condition) was elicited as follows:
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One cost that stores have is the cost of property leases (rent
paid on buildings leased for store use). You may or may not
have taken property leases and other costs fully into account
as part of the "All Other Cost" category in your previous
estimate of a department store's finances. On the lines below,
you see another version of a major department store's income
statement. This statement breaks out property lease costs sep-
arately from all other costs. Consider one dollar of store
revenue. What is your estimate of how much of each dollar
in sales is allocated to each of these categories?

Other participants were prompted to consider "the cost of
markdowns (price reductions used to move merchandise)"
or "the cost of labor (salaries, cotnmissions and bonuses
paid to associates, managers and other staff)." After the rent,
labor, or markdown cue, participants estimated CGS, the
cued category, other costs, and profit, and then rejudged
price fairness.

Results. All three of the cues increased estimates of
non-CGS costs and decreased estimates of CGS (relative to
no change, as reported in table 8). The adjustment to CGS
was greater after cueing labor than after cueing markdown
and rent (F( 1,54) = 4.33, p = .04); the latter did not differ
from each other {F <l). Regardless of cue, profit estimates
were still quite high, ranging from 33% to 40%. The ad-
justment to profit was smaller after cueing labor than after
cueing markdowns and rent (F(l, 54) — 8.16, p < .01); the
latter differed marginally from each other (F(l,54) =
3.66, p — .06). Profit was reduced by markdown and rent
cues but not labor (relative to no change). Fairness ratings
mirrored this pattern of means directionally (F<1); that is,
fairness ratings rose after cueing markdowns and rent but
not labor (relative to no change).

Considering the cues separately, labor showed the now-
expected pattern. A labor cue produced little change in profit
but did produce a decline in CGS. Thus, while acknowl-
edging the labor cost, participants were more prone to reduce
variable costs tban profit. In the cases of rent and mark-
downs, however, there was less borrowing from CGS and
a consequent lowering of profit estimates. These results
demonstrate that nonobvious categories are not generated
spontaneously and that cueing of such costs does produce
a reasonably rational response in terms of CGS and profit

estimates. From a methodological perspective, the different
results obtained across cues demonstrate that the results from
the previous studies are not an anchoring artifact of merely
providing participants with another category to estimate.

Discussion

We conclude that people lack accurate mental models of
the costs associated with a product and therefore are unable
to generate these cost categories spontaneously. This expla-
nation is consistent with analogous findings that people ex-
perience difficulty decomposing tasks (MacGregor and
Armstrong 1994) and unpacking hypotheses (Tversky and
Koehler 1994) when making subjective estimates. Moreover,
research on hypothesis generation suggests that people pre-
maturely terminate the generation process (Shaklee and Fis-
chhoff 1982) and underestimate the other nongenerated hy-
potheses (Gettys and Fisher 1979; Gettys, Mehle, and Fisher
1986). Our conclusion is further supported by a follow-up
study that examined the effect of broadening the number of
cued cost categories. Participants were given either a long
list (CGS, Labor, Rent, Maintenance, Administration, and
Other Costs) or short list (CGS and Other Costs) of cost
categories and were asked to provide numerical estimates
for costs and profit for a women's blouse at a department
store. When more costs were cued, total cost estimates in-
creased (F(l, 60) = 6.94, p = .01) and profit estimates de-
clined (F{1,60) = 13.57, p < .001). However, even this ex-
treme and tactically dubious manipulation only reduced
profit estimates from 31% to 20%.

Aside from their inability to generate cost categories, con-
sumers also may have inaccurate perceptions of those costs.
In essence, decomposing the task is unlikely to improve
overall estimation accuracy if the component tasks are no
easier than the fair price estimate itself. Our results do show,
however, that increases in perceived cost also increased per-
ceived fairness. A similar relationship between profit and
fairness was observed in experiments 3 and 7. A reasonable
question to ask, however, is whether this relationship be-
tween costs and fairness is robust across cost categories.
This question was investigated in the following study.

TABLE 8

CHANGE IN COST AND PROFIT ESTIMATES AND FAiRNESS RATiNGS AS A FUNCTiON OF COST CUE: EXPERIMENT 8 '

Cue

Labor

Rent

Markdowns

n

19

20

18

Change in cost of good
sold

- 6 . 1 - (8.7)
/(18) = 3.06, p< .01

-2.4* (5.6)
t{^9) = 1.91, p = .04

-2.2" (4.3)
t^^7) = 2.17, p = .02

Change in other costs

+7.9* (9.3)
/(18) = 3.60, p< .01

+7.5* (7.7)
/(19) = 4.34, p < .01

+11.4* (6.6)
t{^7) = 7.32, p < .01

Change in profit

-1.8(5.1)
/(18) = 1.54, p = .07

- 5 . 1 * (7.7)
t^^9) = 2.91, p < .01

-9.2* (6.7)
/(17) = 5.81, p < .01

Change in fairness

+.16 (.60)
/(18) = 1.16, p = .13

+.35* (.81)
((19) = 1.93, p = .03

+.33* (.59)
((17) = 2.37, p = .01

*Significantly different from zero (p < .05).
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TABLE 9

COST AND

Promotion

Uncued

Cued

PROFIT

n

43

37

ESTIMATES (OUT OF $1) AND

Cost of good sold

16.37
(10.91)
14.51

(10.18)

FAIRNESS RATINGS AS A
EXPERIMENT 9

Promotion costs

36.00
(20.43)

FUNCTION OF CUEING

Other costs

32.21
(20.31)
11.41
(7.00)

PROMOTIONAL COSTS:

Profit

51.42
(23.11)
38.08

(21.75)

Fairness

3.33
(1.52)
3.05
(.97)

Experiment 9: Unfair Costs

The principle of dual entitlement suggests that firms are
entitled to raise prices in the face of increased costs. How-
ever, intuition and the popular press suggest that not all costs
are deemed appropriate, and it would be folly to educate
consumers about them. For example, educating consumers
about the large bonuses paid to a firm's senior executives
seems unlikely to improve consumer perceptions of the fair-
ness of a firm's prices. Consumer reaction to other costs
incurred routinely by firms is less obvious.

As an initial test, we ran a pilot study that manipulated
the locus of a firm's costs. We found that a firm described
as devoting 40% of its revenue to labor and 20% to all other
costs was perceived as fairer than a firm that devoted 40%
of its revenue to promotion and 20% to all other costs
(F(l, 36) = 6.81, p = .01)—even when the net margin at
each firm was equal and low (5%). Thus, not all costs are
fair nor, as also shown in experiment 4, are equal profits
equally fair.

This finding was probed further in the present study that
also examined spontaneity. Nike is an interesting example
of a firm that manufactures a product with relatively low
CGS and labor costs but relatively high promotional costs.
Indeed, Nike has received a great deal of publicity regarding
its expensive promotional and sponsorship deals and there-
fore should provide a strong test of spontaneity.

Method. The experiment used a 2 (Promotions Cue) x
2 (Measurement Order) between-subjects design. Partici-
pants either were cued or not cued about Nike's promotional
spending. When cued, promotion appeared as a separate line
item; in the uncued condition, there was no mention of
promotional costs. Fairness was measured either before or
after profit estimation. The stimulus scenario (from the cued,
profit-first condition) read as follows:

As you know, Nike is a leading manufacturer of sports ap-
parel, producing over 70 million pairs of shoes per year in
its factories. We would like your estimate of the proportion
of Nike's revenue that goes to cover material costs, the pro-
portion that goes to cover promotional costs (including ad-
vertising and sponsorship) and the proportion that goes to
cover all other remaining costs, as well as how much is left
as Nike's profit (before taxes). On the lines below, you see
a simplified breakdown of a Nike income statement. Consider

one dollar of revenue. What is your estimate of how much
of each dollar in sales is allocated to each of these categories?

Material Costs:
Promotional Costs:
All Other Costs:
Profits:
Total: $1.00

These participants then assessed the fairness of Nike prices
on a seven-point scale.

Results and Discussion. As expected, fairness was
lower when costs and profits were estimated first
(F(l, 75) = 5.73, p - .02) but order did not interact with
cueing for any of the measures of concern (all F's < 1).
With regard to the measures of primary interest (see table
9), cueing of promotions significantly reduced estimates of
profit (F(l,76) = 6.81, p = .01) and other costs
(F(\, 76) = 37.21, p < .001) but had no effect on CGS es-
timates (F < 1). Thus, promotional costs, even for a heavily
promoted brand such as Nike, may not be spontaneously
considered in their entirety. Moreover, the promotional cue
had no effect on fairness ratings (F< 1), although fairness
was directionally lower when promotional costs were cued.
Intuition and the notion of dual entitlement (as well as many
of our previous results) suggest that perceived fairness
should rise as profits are consumed by costs. Clearly, price
fairness judgments are guided by more than a simplistic view
of entitlement. Different—yet legitimate—strategies for
achieving competitive advantage in the marketplace are not
viewed as equally fair, even when overall profit margin is
held constant.

Taken together, these experiments suggest that consumers
may possess beliefs inconsistent with the workings of a
competitive marketplace. Profits are viewed as high and
sticky; many costs appear to be largely ignored; and, some
costs are viewed as fairer than others.

THE TRANSACTION SPACE

We have developed a "transaction space" to place the
preceding experiments in context and to illustrate the po-
tential for subsequent research (see fig. 1). A point in this
space represents product j sold by firm k in the time period
t to the Jth consumer (i.e.. Transaction^^,). For simplicity.
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FIGURE 1

TRANSACTION SPACE FOR THE tTH CONSUMER

FIRM(k)

Transaction^ plane
MARKETBASKET

FAIRNESS
(across firms and products)

Transaction..,, LOOKING
BACK

Transaction...

Transaction ,̂ plane
INDUSTRY FAIRNESS

(across firms and time)

Transaction.,,

-*• TIME (t)

Transaction^^ plane
FIRM FAIRNESS

(across products and time)

PRODUCT (j)

we have dropped the fourth dimension, the consumer, from
the graphical representation in the figure. A price is asso-
ciated with each transaction point. As we have shown, con-
sumers can judge fairness by looking back along the time
axis and comparing the price of a specific transaction (i.e.,
Transactionjjk,) to a past price (i.e., Transactionyt(, _ ,)). Al-
ternatively, consumers can judge price fairness by looking
across the firm axis to a competitor's price (i.e., Transac-

j _ I),) or by looking within at the costs associated with

aggregation, that is, repeat purchase by a customer over time
(represented by a line '~

j

A common characteristic of all studies reported thus far
is that participants rendered judgments about a single trans-
action, that is, a point in the transaction space. However,
given the increasing attention paid to customer loyalty and
customer relationship management (Oliver 1999; Reinartz
and Kumar 2000), it may be useful to consider how con-
sumers judge fairness for a set of transactions, that is, mul-
tiple points (such as a line or plane) in the transaction space.
In the case of a single transaction, another transaction in the
space may serve as a reference point for comparison pur-
poses. In the case of multiple transactions, individual trans-
actions in the space may be psychologically linked (cf. Gour-
ville and Soman 1998), and fairness may be judged at the
aggregate level. The four-dimensional transaction space per-
mits us to expand our investigation of price fairness to in-
clude both comparative and aggregate judgments across con-
sumers, products, firms, and time. To illustrate, the following
experiment examines a single and narrow instantiation of

Experiment 10: Repeat Transactions for Goods
versus Services

For simplicity, assume that a firm's non-CGS expenses
are negligible. Dual entitlement suggests that a reasonable
markup over CGS would be perceived as fair. Although
never addressed, the assumption is that consumers should
be willing to pay the same approximate price over multiple
purchases if the cost to the vendor also varies little across
transactions. However, consider the case of repeat payment
for a single item—as when a product is rented rather than
purchased—and neither the price nor the cost to the vendor
change. For the vendor, profit is obtained from each trans-
action. Given enough transactions, the cumulative rental
price will exceed the vendor's purchase price of the good
(CGS). Thus, a decline in the perceived fairness of the prod-
uct rental price may be observed as the number of trans-
actions increases.

The present experiment compares the perceived fairness
of a transaction framed as a good versus service as a function
of purchase frequency. Even when comparable utility is pro-
vided in the good and service frames, perceptions of fairness
may vary due to a lack of CGS for the latter. Thus, the
service condition may be viewed as a control against which
the product rental condition is compared.
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Method. The experiment used a 2 (Service/Good
Frame) x 2 (Single/Multiple Transactions) between-sub-
jects design. Participants were asked to judge fairness of
prices charged for entertaining a child once or 20 times, and
the entertainment was framed as a service or a good. The
scenario for a single transaction read as follows:

Imagine that you are a working mother with a young school-
age child. During the next month, you will be working on
an important project. The project requires you to work late
at the office for one extra hour once during the month. You
need to find some entertainment for your child during this
time. You don't have any other options.

In the multiple transaction condition, the scenario was mod-
ified as follows:

Imagine that you are a working mother with a young school-
age child. During the next month, you will be working on
an important project. The project requires you to work late
at the office for one extra hour each day (i.e., 20 times during
the month). You need to find some entertainment for your
child during this time. You don't have any other options.

All participants then read about a solution to their problem.

You discover a local company called "Fun4Kids." It is a local
reputable firm that provides entertainment for children under
adult supervision to ensure safety. In one of Fun4Kids' pro-
grams, an adult entertains your child with a board game. The
program comes highly recommended—other parents who use
the program frequently say their child loves playing the game
with the adult and never tires of it. Your child has tried the
game and really loved it.

Participants in the service condition were then asked (with
the multiple transaction amount shown in square brackets):

The charge for the adult's services is $15, for a total price
of $15 [$300] to entertain your child. How fair do you think
this price is?

In the good condition, the same transaction was framed as
rental of a good.

The charge for board game rental is $15, for a total price of
$15 [$300] to entertain your child. How fair do you think
this price is?

Fairness was then measured on a seven-point scale.

Results and Discussion. An ANOVA revealed a main
effect of transaction (F(l, 55) = 39.70, p < .001) that was
qualified by an interaction with frame (F(l,55) = 6.36,
p = .02). As the pattern of means in table 10 indicates.

TABLE 10

PRICE FAIRNESS RATINGS FOR SERVICES VERSUS GOODS
FOR SINGLE VERSUS REPEATED TRANSACTIONS

Frame Transaction Fairness rating

Good
Good
Service
Service

Single (1
Repeated
Single (1
Repeated

use)
(20 uses)

use)
(20 uses)

14
16
14
15

5.86(1.17)
2.69(1.30)
5.36(1.65)
4.00(1.36)

fairness ratings declined more from a single transaction to
multiple transactions for goods (F(l, 28) = 48.58, p<
.001) than for services (f(l,27) = 5.88, p = .02). Note
that the good condition subsumed the service condition,
inasmuch as the good rental included not only the game but
also the adult's labor. Thus, the low perceived fairness in
the multiple-good condition seems particularly inappro-
priate.

Our previous studies showed that the fair price of a good
is based partly on estimated CGS. The present study shows
that multiple purchases of a good are deemed unfair vis-a-
vis multiple purchases of a service, even when expected
value of the good and service to the consumer is high and
equal. From the firm's perspective, pricing of goods and
services may be differentially constrained by fairness. From
a public weifare perspective, consumers may be insensitive
to the larceny involved in failing to pay for products and
services that have few obvious tangible costs—as seen re-
cently in the so-called sharing of music via the internet (cf.
Hsee, Nunes, and Weber 2002). The true scope of this issue
is too broad to be treated systematically here, but we believe
further investigation of differences in perceived price fair-
ness for goods versus services is merited.

GENERAL DISCUSSION

Taken together, our findings suggest that consumer knowl-
edge of prices, profits, and costs contribute to perceptions
of price unfairness in the marketplace. When looking back
in time, consumers systematically underestimate the effects
of inflation, even when provided with explicit inflation rates,
current prices, and historical data. When looking across
competitors, consumers tend to attribute store price differ-
ences to profit rather than costs. Even after controlling for
profit levels, consumers take into account how profits are
made when comparing prices. Some marketing strategies
(e.g., margin vs. volume strategies) may be judged as rel-
atively unfair, even when beyond the store's control. From
a consumer's perspective, price differences appear fair(est)
only if they can be attributed to quality differences. How-
ever, when consumers look within the firm and assess costs,
cost categories beyond the cost of goods sold are likely to
be ignored. Cueing other costs (e.g., more cost categories,
more details about costs, and less obvious costs) prompts
adjustment in the appropriate direction; nonetheless, profit
estimates appear to be sticky and high, and some costs (e.g..
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promotional costs) can stimulate feelings of unfairness. Fi-
nally, perceived fairness is lower for repeated rental of a
good compared to an equivalent service, illustrating a con-
straint on fair pricing when judged in aggregate.

Our intent is not to suggest that consumers routinely en-
tertain thoughts about vendor profits or price fairness. How-
ever, when such thoughts do occur, perceptions may be
shaped by unfavorable comparisons to the reference points
investigated here—and those yet to be explored.

Future Research

Transaction Fairness. A large opportunity exists to
examine the issue of perceived price fairness in ways that
go beyond the present results and the pioneering findings
on dual entitlement. For example, we suspect that fairness
perceptions may be driven not only by comparisons to past
prices, competitor prices, and perceived costs but also to
prices paid by other consumers (i.e., by comparing Tran-
sactioniji;, to Transaction,i_ |,jk,in the transaction space). Con-
sumers may be particularly sensitive to this reference point
when price discrimination exists—as at a movie (senior vs.
adult ticket prices), on a car lot (as a result of negotiation),
and in the air (full fare vs. economy tickets). When is price
discrimination acceptable to the consumer and on what ba-
sis? More generally, under what conditions will consumers
be sensitive to comparison(s) across consumers, products,
firms, and/or time, and how is fairness affected if multiple
reference points are salient to the consumer? The transaction
space emphasizes the importance of the frame of reference
when consumers judge price fairness for a single transaction.
The importance of understanding the reference point(s) used
by consumers to judge price fairness should be self-evident
not only to marketers who develop pricing strategies but
also to consumer researchers interested in consumer knowl-
edge, purchase satisfaction, and public welfare.

Aggregate Fairness. The transaction space also sug-
gests avenues for future research regarding the issue of ag-
gregation. Experiment 10 examined a single and narrow case
of aggregation in which pricing for repeated rental of a good
was constrained. In this instance, fairness limits the price
that can be charged and profits that can be made over the
lifetime of the good. We speculate that fairness constraints
may also exist for goods and services over the lifetime of
the customer. That is, the amount of profit earned by a firm
over multiple transactions with a single customer may be
limited by fairness considerations (compared to the equiv-
alent number of transactions over multiple customers). In
fact, experiment 10 showed that fairness declined over repeat
transactions for both goods and services. Contrary to popular
wisdom, long-time customers may be more sensitive to price
and therefore less profitable to firms (cf. Reinartz and Kumar
2000). When repeat purchases of a firm's product by a cus-
tomer over time constitute the set of transactions (i.e., a line
Transaction ĵ̂ ), fairness constraints in the aggregate should
have important implications for loyalty pricing. When the
purchase of a bundle of products from a firm by a customer

constitute the set of transactions (i.e., a line Transaction^^;),
fairness constraints in the aggregate should have important
implications for bundled pricing. In both cases, sensitivity
to the total amount of profit extracted from a single customer
through a set of transactions with a single firm drive ag-
gregate fairness judgments and may have implications for
relationship marketing and customer lifetime value.

Whereas loyalty and bundling illustrate the potential use-
fulness of aggregation across a single dimension in the trans-
action space, other situations involve aggregation across
multiple dimensions. For example, a consumer may hold
perceptions of price fairness at the industry level (e.g., that
gasoline prices are unfair), which are an aggregate of price
fairness judgments across firms and time for a specific prod-
uct (i.e., a Transaction ĵ plane). Firm-level price fairness per-
ceptions (e.g., that Wal-Mart has fair prices) also may be
formed by aggregating across products and time for a spe-
cific firm (i.e., a Transaction!,, plane). Surveys that measure
consumer perceptions of fairness across firms and products
at a point in time provide a snapshot of market basket fair-
ness (i.e., a Transaction,, plane). Future research could in-
vestigate the formation of price fairness judgments at these
aggregate levels and, in turn, their relationship to aggregate
or cumulative indices of customer satisfaction.

Consumer Knowledge. Although consumer research
has historically investigated product knowledge and exper-
tise (cf. Alba and Hutchinson 1987), Wright (2002) has
recently called for consumer research on "marketplace me-
tacognition" (i.e., everyday market-related thinking). In our
view, research on price fairness bridges the gap between
product- and market-level knowledge, inasmuch as judg-
ments about transaction fairness reflect consumer beliefs
about marketplace dynamics. For example, the present re-
search suggests that consumers have a schema for judging
price fairness. Higher prices are attributed to profit (rather
than quality or other costs), and price differences arising
from some marketing strategies are judged as relatively un-
fair Moreover, consumers appear to have a poor appreciation
of the costs faced by firms. Many costs are ignored and
some costs are viewed as unfair, leading to high and sticky
profit estimates that contribute to perceptions of unfairness.
Unlike some previous research demonstrating appropriate
skepticism regarding marketers' tactics and motivations, the
present findings suggest that consumer skepticism may de-
rive from inappropriate beliefs about the competitive mar-
ketplace. However, both prior research and the present find-
ings on marketplace cognition suggest the potential for
buyer-seller conflict, mistrust, and consumer dissatisfaction.

[Received November 2001. Revised July 2002. David
Gten Mick served as editor and William O. Bearden

served as associate editor for this article.}
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