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From the Publisher
by Eric G. Mitchell

For the past several years, the pricing profession has seen 
its profi le rapidly rise and become much more appreci-
ated. Senior management and C-level offi cers are now de-
ploying strategic pricing functions, as well as insisting on 

crisper internal price execution from the entire organization.

What is the recent “winning jackpot” for the pricing arena? It is 
the recognition that pricing indeed improves company perfor-
mance. We are no longer buried in “to-do lists” of top manage-
ment. 

On the other hand, expectations have risen as well. Executives 
now expect quick profi t returns, both on new pricing employees 
and pricing technology investments.

U.S. Conference in Las Vegas

Your best bet for staying on pricing’s “winning streak” is to make 
certain you attend the very best conference training and network 
venue in the world. I can say with unshakable confi dence this 
venue is our 17th Annual Fall Conference in Las Vegas at the 
fabulous Venetian Hotel!

On Oct. 4-5, the PPS Pricing Conference will take place in ear-
nest, with 22 of the top pricing practitioners and pricing experts 
found anywhere. They will come from such leading fi rms as Car-
dinal Health, Eaton Corp., GE, Johnson & Johnson, Marriott 
International and Rockwell Automation. They will share their 
successes and “lessons learned” while winning at the real-world 
challenges of pricing.

Headlining the conference for the fi rst time will be Gary Plaster, 
author of the award-winning book, “Beyond Six Sigma.” He will 
be joined in the plenary sessions by two other famous authors and 
pricing experts, Robert Cross, who authored the break-through 
book, “Revenue Management: Hard-Core Tactics for Market 
Domination,” and John Hogan, who co-authored the best-ever-
selling book on pricing, “The Tactics and Strategies of Pricing, 
4th Edition,” with Tom Nagle.

Joining our list of experts to share their knowledge of pricing 
and senior management needs and wants will be Laura Preslan 
of Deloitte’s Pricing Center of Excellence, as well as executives 
from Simon-Kucher & Partners, The Strategic Pricing Group, 
National Analysts Inc., Holden Advisors, Business Navigation 
Group and many more.

Pan European Pricing Solutions 
Conference in Paris

I would like to thank everyone who invested time and energy 
at our Europe 2006 Conference in Paris. One hundred thirty-

fi ve people attended this conference, a very strong showing for 
a European venue! 

More than 40 participants attended the three PPS Certifi ed Pric-
ing Workshops, refl ecting the growing trend of companies having 
their people trained correctly. 

The majority of attendees earned their certifi cation after the 
completion of the online tests.

You may access photos of the conference by going to www.press
com.com/PPSParis06ContactSheet. 

Below are some highlights of the feedback we received from our 
Paris attendees:

n 88% rated Pricing in Paris either excellent or very good (7, 8, 
9 or 10 on a 10-point scale). 

n Networking with peers and the ability to access keynote speak-
ers was again one of the highest-rated aspects of the conference. 
Attendees believe networking with fellow members of the pric-
ing community allowed them to take back home “real-world peer 
perspectives and pricing solutions.” 

n Attendees commented on the vast quantity of information 
imparted during the conference, and how the conference offered 
a tremendous opportunity for pricers to “fresh up” theory, and 
take home tools that were immediately actionable.

n This conference had an extraordinary amount of positive 
group interaction during the Q&A sessions, something we do 
not always see.

n As is customary at PPS events, attendees took notice of the 
exceptional caliber and professionalism of the speakers. 

Our mission at PPS is to connect you with the fi nest consultants 
and practitioners in the industry. Remember, we are here 24/7/365 
to serve the needs of the pricing community worldwide.

Warm regards,

Eric Mitchell, President 
Professional Pricing Society
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P R I C I N G .  O P T I M I Z E D .

If, as an executive, you 
were exposed to 
something that could 
possibly increase your 
profit margins by 20% 
or more, you would be 
extremely remiss to not 
stop and investigate it. 
Well, here it is -- 
pricing optimization.

– Tom Martin, 
former VP of Marketing,

Dell Computer Corporation
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“We need to free ourselves from this market share mania. Market 
share should be a means to an end, and not the end itself.”

— CEO of a global market leader

To fi nd the most potent symbol of distress in contempo-
rary business management, you need not comb through 
Chapter 11 fi lings or the testimony at a high-profi le 
fraud trial. Instead, you could examine photographs of 

some middle-aged executives from Michigan to fi nd a small fash-
ion accessory: an embossed lapel pin shaped as the number 29.

Senior executives at General Motors Corporation did not wear 
these pins to commemorate an anniversary, an engine size, or 
the number of new model launches. The pin underscored their 
commitment to a performance target in the highly competitive 
North American market. General Motors wanted a North Ameri-
can market share of 29 percent and focused all of its resources 
to achieve it. When the company fell short of the target, some 
managers continued to wear the pin anyway.

“‘29’ will be there until we hit ‘29’,” said Gary Cowger, president 
of GM North America, in an interview in 2004. “And then I’ll 
probably buy a ‘30’.”

We respect and admire these managers’ ability to motivate such 
a sprawling organization around one simple target and remain 
devoted to that target despite setbacks. That is not an easy task. 
But we count the GM executives among the more prominent 
victims of a misconception that may be as old as management 
thinking itself. The misconception is the fi ercely held belief that 
market share is the most appropriate basis for setting corporate 
goals, managing the corporation, and measuring its performance. 
The “29” pin at General Motors is just one example of the over-
whelming and enduring infl uence this belief can exert on the 
culture of a company.

How This Book Differs From Others

This book marks a clear break with the traditions and teachings 
that have turned the belief in the limitless power of market share 
into today’s greatest management fallacy. We call for a profi t re-
naissance, led by companies in highly contested markets who have 
learned how to redirect all of their marketing efforts — pricing, 
product, positioning, and promotion — toward earning more 
money rather than selling greater volumes.

For decades, managers have heard incessantly from colleagues, 
superiors, professors, and pundits that their salvation lies in 
pursuing and preserving high market share. Consequently, they 
built every aspect of their organization, from strategy and sales 
to marketing and manufacturing, to achieve that goal. Training 
sessions, incentives systems, and war stories from other industries 
helped strengthen their resolve.

Rewarded by their superiors and their boards of directors for 
their market share achievements, managers rarely questioned 
whether they might better serve their company and their own 
career ambitions by doing the unthinkable: abandoning market 
share as their company’s guiding principle for growth. What’s 
wrong with market share as a guiding principle for strategy? 
It’s hard to know where to begin. Its defi nition is arbitrary and 
often misleading. When companies make it the centerpiece of 
their “profi table growth” strategies, it gives rise to cultures and 
behaviors that destroy profi t rather than boost it.

Our call would ring hollow if we could not back up our claims 
and provide a program for change. We argue that companies in 
any mature market — not just the automotive industry — that 
let market share or sales volume guide their actions will fall 
well short of their earnings potential. In fact, the profi ts these 
managers sacrifi ce amount to 1 to 3 percent of their company’s 
annual revenue. Simply put, that means the manager of a $5 
billion business leaves between $50 million and $150 million 
in his customers’ and competitors’ pockets every year as long 
as he clings to the outdated market share dogma. This fi gure is 

Manage for Profi t Not for Market Share
Excerpts From a New Pricing Book

How do companies in mature markets — where savings from cost-cutting have 
been exhausted and breakthrough innovations are hard to come by — achieve 
sustainable increases in profi ts? For decades, managers have been told the an-
swer lies in pursuing high market share. But Hermann Simon, Frank F. Bilstein, 
and Frank Luby argue that this misguided advice has destroyed, rather than cre-
ated, an additional profi t potential. In Manage for Profi t, Not for Share, the authors 
contend that companies can extract a profi t potential of 1%-3 % of revenue by 
pursuing a profi t, rather than a market share, orientation. Below is an excerpt from 
the book’s introduction. About the authors: Hermann Simon is founder and Chair-
man of Simon-Kucher & Partners Strategy and Marketing Consultants (SKP), in 
Germany. Frank F. Bilstein and Frank Luby are Partners in SKP’s Boston offi ce.
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neither a coincidence nor a theoretical estimate drawn on some 
blackboard or crunched on a supercomputer. It derives from the 
real-life revenue-driven turnarounds that hundreds of companies 
have achieved and that form the basis for most of the stories and 
case examples in this book. 

For some companies, the program for change meant more than 
additional profi ts; it meant survival. Undertaking the program 
prevented these companies from taking strategic missteps whose 
consequences — usually unforeseen and massive — would have 
likely started or accelerated their demise.

Armed with evidence drawn from our extensive management 
consulting experience, we feel we can achieve two objectives with 
this book. First, we want to convince you to make profi t your 
primary goal and reinforce that commitment. Then we want 
you to bring your company closer to peak profi t performance by 
undertaking the practical, proven program that forms the bulk 
of this book. That will require courage and patience, but the re-
wards certainly justify the effort.

The program is not designed for the thrill-seeking executive who 
is out to change the world and turn his industry upside down. 
We aim it at the managers and executives in mature markets who 
would like to replace adrenaline with analysis, and replace dogma 
with detail and evidence, to improve their companies’ profi ts. 
This program may not earn you an action-fi gure nickname like 
Chainsaw Al or Neutron Jack. But it will earn your company 
much more money.

We will devote the fi rst two-thirds of this introductory chapter 
to the profi t and marketing malaise that has taken hold of man-
agers in mature markets. The fi nal third of the chapter will give 
an initial overview of how managers can overcome that malaise, 
step by step, by following our program.

Recognize Symptoms of the Profi t Malaise

Well-known phenomena such as global competition, overcapacity, 
and sluggish or declining demand help explain these depressing 
results. These factors will endure, if not intensify, in the coming 
years. One individual company would have diffi culty infl uenc-
ing these external trends. Therefore, most companies in highly 
developed economies will continue to have a serious problem in 
turning a reasonable profi t, unless they take action within their 
own organizations.

What are their reasonable options? Managers undertake three ini-
tiatives, usually in parallel. They cut costs, invest in innovation, 
and change their marketing. Cost cutting is the most obvious 
and widely practiced of the three options because it provides the 
most immediate benefi ts. You will fi nd plenty of books to help 

you do this properly, so we will 
not explore cost cutting in detail 
in this book. We will, however, 
raise a critical question for many 
managers: what happens when 
cost cutting has reached its lim-
its as a source of profi t growth? 
In other words, how should a 
company respond when it and 
its competitors have achieved 
similar levels of productivity and 
enjoy roughly similar cost struc-
tures? A marketing vice president 
at a manufacturing company put 
this problem in context for us: 
“Our products have few advan-
tages anymore. You could prob-
ably call them commodities,” 
he explained. “Competition is 
clobbering us, customers have 
put us under enormous pressure, 
and we’ve done all we can on the 
cost side. What can I do about 
this? What options do I have to 
get higher profi ts?” 

Innovation, like cost cutting, is an essential and continual task for 
any company. No one disputes that managers face the constant 
challenge to innovate to maintain or accelerate the company’s 
revenue and profi t growth, and thus escape from the cost and 
price pressures of the real world. There is just one major problem 
with this approach. Innovation pipelines rarely offer just-in-time 
delivery. The dream of the big breakthrough — and the near 
monopoly status and pioneer returns that accompany it — re-
mains just that, a dream. Creative business models, which are 
just as rare as product and service innovations, require years to 
take hold and offer no guarantee of success. 

A sales manager at a multibillion-dollar global manufacturer 
summed this up by saying that “all this stuff I hear about ‘being 
innovative’ is fi ne. But the products I’m selling are at least ten 
years old, and no one’s going to hand me an innovation tomorrow 
morning. So what am I supposed to do in the meantime?”

As with cost cutting, bookshelves overfl ow with guidance on how 
to manage innovation. This book does not serve as a replacement 
for this type of strategic guidance, but instead serves managers in 
mature markets, who cannot afford to wait for a mythical break-
through product. These managers are acutely aware that the fol-
lowing fi ve conditions apply to them and their competitors: 

s They have made all sensible gains from cost cutting.
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s Most of their revenue and profi t will continue to come from 
established products with relatively fl at market growth.

s The unique edge of most of their products has eroded.

s Competition is fi erce.

s Customers can switch suppliers easily.

These conditions give rise to two fundamental contradictions. 
First, one would expect that once a company has carved out a 
profi table market position, it could continue to grow its profi ts by 
expanding that market position — that is, by increasing its mar-
ket share. That is what the Profi t Impact of Marketing Strategy 
(PIMS) study and the experience curve concept teach. Yet the 
insights and case examples throughout this book will show that 
this expectation is at best dangerous, at worst outright wrong, 
when a company competes in a mature market. The cases in this 
book will demonstrate two crucial points: 

 Better revenue quality and growth, derived from better use 
of their marketing capabilities, is often the sole explanation 
between average and superior profi t performance.

 The superior performers have stopped using market share as 
a means to set goals and measure success. They have focused 
instead on profi t.

We dedicate this book, then, to the forgotten stepchildren in 
companies around the world, the mature products that generate 
the bulk of company sales and “keep the lights turned on.” You 
must change two things to increase your profi ts by the equivalent 
of 1 to 3 percent of your annual revenue. You must abandon the 
market share mind-set in favor of a profi t-oriented one, and you 
must change the way you generate revenue.

Appreciate Why Market Share Dominates 
Managerial Thinking 

Where did this management fascination with market share come 
from? It has many roots. We would like to explain the legitimate 
origins of the link between market share and profi t, how initial 
enthusiasm over this link grew into a management fascination, 
and how an overly simplistic interpretation of the original fi nd-
ings can lead to dangerous and destructive decisions for manag-

ers competing in highly contested markets.

The most widely known root of the market share movement is 
the PIMS study, whose most important fi nding we show in fi g-
ure 1. 

Regardless of whether one defi nes market share by rank or per-
centage, there is a strong and highly signifi cant correlation be-
tween market share and profi t margin. The market leader enjoys 
a profi t margin, measured in the PIMS study as pretax return on 
investment, that is roughly three times as high as the margin the 
fi fth-largest competitor earns. A supplier with a market share of 
40 percent will achieve a margin twice as high as the competi-
tor with just 10 percent of the market. The strategic implication 
could not seem more clear or straightforward: Get market share! 
Long live economies of scale!

A second, slightly older source behind the market share move-
ment is the experience curve. This concept says that a company’s 
cost position depends on its relative market share. A company’s 
relative market share equals its own share divided by the share 
of its strongest competitor. The higher this number is, the lower 
that company’s unit costs should be. The market leader auto-
matically has the lowest costs in the market and therefore the 
highest profi t margin. 

The experience curve and the PIMS study are the grandparents 
of all market share philosophies. Former General Electric chair-
man and CEO Jack Welch became their most famous advocate 
in the early 1980s when he insisted that his company would exit 
any business in which it did not hold the number one or num-
ber two position. 

Interestingly, some subsequent studies questioned the strict re-
lationship between market share and margin. They uncovered a 
much weaker relationship between market share and profi t than 
the PIMS authors did. The deconstruction of the original fi nd-
ings continues to this day. An anthology edited and published in 
the year 2003 by Paul W. Farris and Michael J. Moore provides 
the latest views. The most important question is whether the rela-
tionship between market share and profi t represents a true causal 
relationship or a mere correlation. Support has increased for the 
latter hypothesis. Researchers who have applied modern analytical 
methods to fi lter out the effects of so-called unobserved factors, 
have concluded that “once the impact of these unobserved fac-
tors is econometrically removed, the remaining effect of market 
share on profi tability is quite small.”

 The authors do conclude that “although high market share, by 
itself, does not increase profi tability, it does enable high share 
fi rms to take certain profi table actions that may not be feasible 
for low share fi rms.” That conclusion does not refute PIMS or 
the experience curve outright, nor does it give justifi cation to 
say Jack Welch was wrong. But it certainly calls the universal 
application and relevance of the “market share is everything” 
philosophy into question.

Why do a company’s management and its investors nonetheless 
continue to buy into this “market share is everything” philoso-
phy? The answer is simple: market share, volume, and revenue 
growth are the best indicators of truly sustainable success through 

Figure 1: PIMS showed the correlation between market share and 
profi t.
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innovation. When a company conquers a market as Starbucks 
has done in coffee, observers intuitively assume that continued 
market share growth is good. It suggests superiority, which in 
turn suggests sustainable profi ts. Starbucks deserves the growth 
it has enjoyed and the returns it has achieved. When a company 
has an innovative product or other clear competitive advantages, 
a market share-driven approach is fi ne.

But Starbucks’ competitive situation has already begun to change. 
Dunkin’ Donuts, Krispy Kreme, McDonald’s, and even the gaso-
line station on the corner have begun installing espresso machines 
and offering their own range of drinks. As this market continues 
to mature, how much longer will Starbucks deserve the market 
share growth when it no longer has its sustainable superiority? 

The company’s mission statement lists “Recognize that profi t-
ability is essential to our future success” as one of six guiding 
principles. But the company’s public fi lings make the current 
strategy clear, at least for the retail stores: “Starbucks strategy 
for expanding its retail business is to increase its market share 
in existing markets primarily by opening additional stores and 
to open stores in new markets where the opportunity exists to 
become the leading specialty coffee retailer.”

At some point, the same fi ve conditions of mature markets, listed 
earlier, will apply to Starbucks and its competitors. When that day 
comes, the company will need to abandon its anchor to market 
share and reorient itself around profi t to preserve its premium 
position and the profi ts it allows. We will revisit this issue in 
chapter 2 when we introduced the concept of competition maps, 
using Starbucks and its competitors as an example.

In highly contested markets, managers see a much different 
landscape than Starbucks has enjoyed thus far. Overall volume 
is roughly constant. Marketing efforts from competitors often 
have little or no impact on boosting overall demand. Price cuts 
— within realistic limits — shift sales from one competitor to 
another but likewise have little effect on overall demand. Mar-
ket shares, however, can undergo signifi cant shifts, depending 
on how aggressively the various competitors behave. 

The formula shown in fi gure 2 offers some additional insight into 
how managers view market share. 

If market volume totals $1 billion, a company with a 10 percent 
market share and 10 percent margin will have revenue of $100 
million and a profi t of $10 million. Expanding the market size 
is diffi cult in mature markets. An individual fi rm can do little in 
this regard. Expanding margins offers more promise. Margin is 
the difference between unit price and unit cost. Cost cuts would 
make a direct and complete contribution to higher margins, but 
as we said before, most companies in mature markets have al-
ready made most or all of their reasonable cost cuts. This leaves 
pricing as a highly effective and often neglected profi t driver that 
we will spend much of this book elaborating on.

Any increase in market share would have a linear (and thus 
strong) effect on profi t. If the company we just described doubled 
its market share from 10 percent to 20 percent, it would double 
its profi t. An individual company may not be able to infl uence 
overall market volume, but it can certainly infl uence its own 

market share through a variety of initiatives. These can include 
additional advertising, sales force expansion, promotions, and 
price as well. This representation may be somewhat oversimpli-
fi ed, but market share tempts managers as a Pandora’s box for 
solving their profi t problems, because they focus on revenue for 
revenue’s sake, rather than using these very same initiatives to 
increase their profi ts. 

Make a Clean Break With 
the Market Share Culture 

The heading of this section is easier said than done. While aca-
demic researchers toiled behind the scenes to test the PIMS hy-
potheses further, business schools initiated thousands of MBA 
students into the market share cult. Those who earned their 
MBA degrees in the 1970s and 1980s — and who soaked up the 
philosophy in its freshest, most concentrated form — now hold 
C-level positions. The crowning moment in the spread of mar-
ket share fascination came with the Internet wave. In the years 
of Internet and e-business hype, the only metrics that mattered 
were sales growth, market position, market share, and the absolute 
number of customers. Had you dared to breathe the word profi t, 
managers would have stigmatized you as “old economy.” 

The Internet bubble popped, but don’t believe that it also washed 
away managers’ memories. Many of these misguided pursuits — 
such as more market share, more customers, and more revenue 
growth — have not only remained in place, they have become 
entrenched. Anyone who loses market share — or even considers 
doing something that puts it at risk — is asking for serious trou-
ble in most companies. You can expect a sharp, even malicious 
response from the press, analysts, shareholders, your colleagues, 
and even local authorities if you make this suggestion. 

We witnessed this problem fi rsthand at a premium automobile 
manufacturer we’ll call United Motors Corporation (UMC) for 
short. The company’s head of sales noted with resignation that 
“when we are honest with ourselves, it’s clear that we just pay lip 
service to profi t goals and targets. If our profi t falls by 20 percent, 
nothing happens. If our market share falls by even a fraction of a 
percentage point, heads roll. And everybody knows it.”

The same undercurrent ran through a presentation we made at 
the headquarters of an Asian consumer electronics company, 
whose pretax profi t margin consistently came in under 5 per-
cent in recent years. The company could not blame the perfor-
mance on global competition and price pressures when its lead-
ing competitor, Samsung Electronics, earned a pretax margin of 
over 15 percent. In the course of the discussion, it became clear 
that this company could best improve its margins quickly by 
raising prices and scaling back its generous discount and rebate 
programs with retailers. 

“But that would mean we would lose market share,” one manager 
said. The room went silent. We had touched a taboo subject. An 

Figure 2: Additional insight into how managers view market share.
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Many companies have exhausted 
their potential for cost savings and 
have no innovations on the way. This 
means they must turn their attention to 
the mature products to improve their 
profi ts. 

intentional loss of market share would be unthinkable for most 
Asian companies, even if the company earned higher profi ts. 

We know from our experience that no one enjoys losing market 
share. We risk making enemies at the start of a consulting project 
when we raise the possibility, even implicitly. One client, in fact, 
told us straight up in our fi rst meeting that “if your recommen-
dations mean we will end up losing market share, don’t bother 
buying a plane ticket back down here.”

Market share remains a widespread and infl uential performance 
indicator, internally and externally. Successfully making the men-
tal shift from a market share focus to a profi t one involves over-
coming not just philosophical resistance, but cultural resistance 
as well. Companies that have relentlessly pursued market share 
growth or preservation inevitably have one of two entrenched 
corporate cultures: aggression or acquiescence. 

The culture of outright aggressiveness in the marketplace is more 
common. Overly ambitious market share goals — often combined 
with a neglect of profi t orientation — induce aggressive actions 
that in turn provoke equally or even more aggressive reactions 
by the competitors. U.S.-based carmakers embarked on this 
path in the summer of 2005, when Ford and DaimlerChrysler 
felt compelled to match General Motors’ “employee discount” 
program with even more attractive, similarly named programs 
of their own.

A culture of aggression within 
mature markets spawns price 
wars and profit destruction 
on a grand scale. Fortunately, 
a growing number of recent 
management books condemn 
this kind of aggressiveness. 
Notable is the best-selling and 
widely praised Blue Ocean 
Strategy. While this book — 
in contrast to ours — focuses 
primarily on new products and 
new business models, it con-
tains a similar message: that 
peaceful competition is a reasonable, rational form of behavior. 

Openly aggressive companies take destructive actions to gain 
share from competitors, while acquiescent ones take destructive 
actions to preserve market share positions. These companies 
train their sales and marketing teams to make concessions (bet-
ter value, lower prices) whenever the customer makes a threat to 
take business elsewhere. The compulsion to hit a market share or 
volume target leads them to surrender to demanding customers, 
who often determine the course of negotiations and set the terms 
themselves. A culture of acquiescence results when a company 
does whatever it takes to retain business. The ultimate sin in this 
culture is to lose a customer and, thus, market share. In this case, 
companies essentially cede strategic control of their business to 
their customers, who gain the prices, terms, and conditions they 
want. Even when managers know that customers might be tak-
ing advantage of them in this manner, they feel reluctant or even 
powerless to change the situation.

A culture of acquiescence is most common in industries with 
large, concentrated customers, such as the relationships between 
automakers and their suppliers or between national retailers (Wal-
Mart, Target) and their suppliers. But we also observe these cul-
tures in service industries such as telecommunications, banking, 
or software, where parties negotiate most of their transaction 
prices and sales teams enjoy liberal negotiating leeway. Customers 
can essentially dictate their own conditions because the supplier 
fears antagonizing them or ultimately losing the business. 

Our body of evidence derives primarily from our experience in 
helping over fi ve hundred companies around the world increase 
their profi ts under the confi ning, often disillusioning conditions 
that a mature marketplace seems to impose on them. That ex-
perience has shown us how much additional profi t companies 
can achieve if they abandon their aggressive or acquiescent ap-
proaches. It has also revealed what resources managers require 
to pursue the program in this book, and why they can expect a 
rapid payback if they remain true to it. 

Learn How to Focus Your 
Marketing Efforts on Profi t

The methods and techniques described in this book address 
the revenue side of your business. We are not cost cutters. The 
key issue resolved in this book is, how does a manager in a ma-

ture market alter his or her 
marketing mix to achieve 
better revenue quality and 
thus a sustainable increase in 
profi t? Companies now must 
apply the same energy, intel-
ligence, and commitment to 
the customer-facing side of 
their businesses. 

Summary

The profit malaise is pan-
demic. Many companies have 
exhausted their potential for 
cost savings and have no in-

novations on the way. This means they must turn their attention 
to the mature products to improve their profi ts. 

What prevents companies from addressing this need is the mis-
guided yet widely held belief born in the 1970s and preached to 
thousands of managers around the world: the power of market 
share as a profi t driver. A cultural shift is long overdue. In this 
book, we challenge this market share creed and offer a more 
profi table alternative.

Reprinted by permission of Harvard Business School Press.  Ex-
cerpted from “Manage for Profi t, Not for Market Share: A Guide 
to Greater Profi ts in Highly Contested Markets.”   Copyright 
2006 Hermann Simon, Frank F. Bilstein, and Frank Luby; All 
rights reserved. 
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In an article titled “Six Sigma Pricing” recently published 
in the Harvard Business Review, ManMohan S. Sodhi and 
Navdeep S. Sodhi successfully illustrate how a global manu-
facturer of industrial equipment applied Six Sigma rigor to 

a pricing process. In addition, they also explain correctly the Six 
Sigma concepts and their applications. 

On the other hand, their article does not address the most im-
portant process related to pricing management: creating a pric-
ing strategy. In fact, they solve a transaction price-setting pro-
cess, i.e. they improve the process the company uses to handle 
its exceptions. 

Ideally, an effective and successful pricing strategy avoids com-
pletely any dealing with pricing exceptions. Hence, an even better 
approach to using Six Sigma tools would have been to develop the 
organization’s pricing strategies and price policy setting. 

Furthermore, as the authors selected only one product to track 
results, they created an opportunity for the sales force to go 
around the new approval process. By complying with the rules 
of the product being examined and offering higher discounts 
on other products that did not have to follow the new process, 
they could easily negotiate with customers to pay full price on 
one product while receiving a larger discount on other items not 
covered in the project.

In fact, the authors state in the article they were able to capture 
the full value of the price increase of the product they selected to 
track, but were unable to do the same with the rest of the product 
line. This confi rms that once we start to enforce pricing policies 
in just one product in a multi-product company, sales easily fi nd 
alternatives to negotiate better prices with customers if they are 
allowed to, especially if they are not measured or rewarded by 
profi tability. 

Hence, in this article, I will describe how Six Sigma concepts can 
be applied in a broader sense, including an organization’s “all cus-
tomers” (more than 5,000) and “all products” (more than 1,000 
SKUs) in a division of a global health-care industry company, 
which I will call SUTCO Inc. 

This project was a Black Belt Project developed in 2002 and fully 
implemented in 2003. It is still commanding price improvements 
and bottom-line impact. With the ability to better manage prices, 
it avoids time-consuming, non-value-added price negotiations 
and, consequently, price erosion.

The Issue 

SUTCO has been the market leader in this medical-device in-
dustry. Given the number of competitors in the market and new 
substitutes with higher technologies, the product line of this di-
vision is in its mature stage of the product lifecycle. Its products 
are widely used in hospitals across the country. 

Prices vary according to different characteristics of the compo-
nents of the products, as well as according to their use by health-
care professionals. The product portfolio is very broad, with more 
than 1,000 SKUs, and list prices ranging from US$50 per box 
for an undifferentiated product to US$1,500 per box for a very 
exclusive and differentiated one. 

Claiming 65% market share, SUTCO was the undisputed leader 
in quality, service and price until 2001. Competitors were, in 
general, followers in both quality and price policies. Usually, 
competition played the pricing game; that is, whatever SUTCO 
quoted, they would go 20%, 30% and up to 50% lower just to 
get the deal. 

With this type of price pressure and with a market share men-
tality, top management allowed prices to be freely negotiated at 
the sales-rep level up to 65% off list price. Sales managers had 
additional discretion to go up to 80% discount. The sales force 
manipulated prices in a maverick way, always focusing on sus-
taining share. Higher-discount orders were held for approval by 
Marketing, which sometimes astonished with discounts up to 
91%. The average discount levels for SUTCO at the end of 2001 
were 67% off list prices.

At the end of 2001, Group Purchase Organizations began to ana-
lyze the prices paid for the same product code for different cus-
tomers within the same organization. During this period, more 

A Six-Sigma Approach to Price-Setting 

Six Sigma shouldn’t be applied just to manufacturing and supply-chain processes 
– it can actually be the critical element in creating a company’s pricing strategy. 
Six Sigma concepts build into the strategy a proactive approach to pricing. With 
the ability to better manage prices, it avoids time-consuming, non-value-added 
price negotiations and, consequently, price erosion. The bottom line? A fatter bot-
tom line. The article’s author, pricing expert Frederico Zornig, is Regional Sales 
and Marketing Director for Johnson & Johnson Medical Devices and Diagnostics 
Group - Latin America. You can e-mail him at fzornig@medbrjnj.com.
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Process and Segmentation

and more customers started to communicate to one another the 
prices paid to SUTCO. 

In March 2002, top management were called for two meetings 
with the most important GPOs to explain a price variability of 
more than 500% for the same product, with the same package 
and same code for similar customers. That product was SUTCO’s 
biggest-selling code, with market prices ranging from US$12.79 
(84% discount) per box to US$80.per box (list price). 

As the GPOs analyzed the prices their associates were paying 
to SUTCO, they realized that the bigger, more loyal customers 
were paying higher prices than the smaller, less loyal customers 
(see Graph 1 for an illustration). Two large 
GPOs requested to start buying all their 
volume for the lowest price given to any of 
their associates. 

When SUTCO’s Six Sigma team mapped 
one of the company’s codes, it confi rmed 
that prices were established with no crite-
ria and that large, loyal customers could 
be paying more than smaller, nonloyal 
customers. 

THE PROJECT

Defi nition

Hidden, customized prices had served 
SUTCO well up to that point, but now a 
change was going to be necessary. SUTCO 
needed an immediate change in price-set-
ting policies, enforcement and culture. 

A project team was formed that included the regional market-
ing manager of that business unit, the regional controller, two 
experienced sales managers, a fi nance manager, a supply-chain 
person and a customer-service individual. The project was led 
by the regional marketing manager, who developed it as a Six 
Sigma Black Belt project supported by a corporate Master Black 
Belt (Six Sigma expert).

As in any Six Sigma project, the team started with the defi nition 
of goals and boundaries based on current knowledge of the busi-
ness, customer needs and the process that needs improvement. 

Our defect was defi ned as the unexplained price variability for any 
given code to any SUTCO customer segment. That is, we aimed 
to redefi ne the pricing discount policies, segment our customer 
base and defi ne price bands for each code for any given customer 
segment, yet allowing a very small range (band) for negotiation. 
In short, a new pricing menu was going to be established.

The team decided to focus on total gross profi t rather than top-
line revenues to show we were willing to lose some market share 
and sales if we could improve our bottom line during the jour-
ney. Furthermore, the most important goal on the non-fi nancial 
side was to change the culture of the organization from a market 
share-, sales force-driven mentality to a profi tability and pricing-
management culture. 

Before collecting any data, the team drew a Suppliers, Inputs, 
Process, Outcomes and Customers graph (Graph 2 for more 
details). 

The next step was to conduct a stakeholder analysis with all cus-
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Graph 1 – What price is right? Sample of 30 orders from different cus-
tomers. The Y axis shows volume in units and X axis the amount paid 
by each different customer. 
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tomers listed in the SIPOC. As we started the interviews, even 
high-profi le sales managers were afraid of losing power on pricing 
decisions with the implementation of the project. 

From Voice of the Customer interviews, we transformed all the 
comments, ideas and concerns into what is called a Critical to 
Quality Tree. This is another Six Sigma tool that permits the 
team to drill down from the desired outcome into clearly defi ned 
metrics and requirements (see Graph 3 for an example from one 
CTQ of this project). 

Finally, the team drew the full process that would be analyzed. 

Measure

With all the steps listed on the previous phase, the group used 
another Six Sigma tool called Prioritization Matrix to identify 
the most important steps that would have to be taken to reach 
the project goals.

The Prioritization Matrix identifi ed three key issues: defi nition 
of pricing policies (pricing menus), product segmentation and 
customer segmentation.

In addition, the team created a cause-and-effect chart of the cur-
rent process, including all the steps involved, from determining 
price lists to price invoiced to customers, once again identifying 
the three priority issues to be addressed. 

Analysis

The fi rst tool used was a Pareto Chart to identify where most of 
the sales were coming from: 40% of the sales were from distribu-
tors, 30% from private customers, 15% from public customers, 
12% from key accounts (contracted customers) and 3% from 
other types. All customers should be segmented refl ecting factors 
other than the traditional type of customer. 

The team agreed on the factors that should be infl uencing pric-
ing decisions for the sales force: type of customer (private, pub-
lic, key account, not-for profi t, etc.), payment terms (30 days 
net, 60 days net, 90 days net, delayed payments, etc.), sales rep 
territory (customer location) and total purchase volume (size 
of purchase). We then selected a few codes and ran regression 
analyses, where the actual price invoiced should be explained by 
those factors (variables). 

The biggest surprise: The most important factor was the sales 
representative. That is, regardless of the type of customer, the 
volume purchased or payment terms, if it was located in a given 
region (that is, belonged to a certain rep) the prices were going 
to be closer to each other. 

The second most important variable (factor) was size of the order. 
In general, the larger the order, the lower the price. This second 
discovery was a relief because we believe it makes sense to reward 
customers on their order size. However, very few of the prices 
could be explained by the regression analysis equations. 

The third analytical tool used was sample t-tests. We used these 

Graph 3 – CTQ Tree
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analyses to see if order date infl uenced pricing decisions. This was 
necessary because there was a common perception that as we got 
closer to the end of the quarter, prices eroded to make deals and 
get the sale. However, what the team saw was that prices stayed 
statistically unchanged (the averages were indeed lower, but not 
by a statistically signifi cant amount).

Another analysis was conducted using Anova. In this step, the 
team wanted to better understand what type of customer in-
fl uenced prices. Here, another surprise came up: Distributors 
received a statistically signifi cant lower level of discounts than 
other types of customers. 

Upon further investigation, we found this was happening because 
distributors in this market usually have exclusivity agreements. 
Hence, every time SUTCO raised its prices, the increases imme-
diately took effect for distributors. But for other direct custom-
ers, a negotiation process either delayed or avoided the price-list 
increases altogether.

Other statistical tools were used during this phase to unravel op-
portunities SUTCO might have with its pricing policies. Many 
investigations and analyses also helped to confi rm with hard data 
some of the gut feelings managers had regarding pricing issues.

Finally, we used a tool called Capability Analysis to understand 
at how much discount every code of the organization was being 
sold. This allowed the team to identify the most price-sensitive 
codes, as well as visualize what should be the ideal range (band) 
that the product should be set to capture the most volume, yet 
reduce variability. 

Innovative Improvement

After the analyses were completed and with all the CTQs in mind, 
the team felt ready to develop, evaluate and implement solutions 
targeted at the verifi ed causes that were affecting the process. 

The goal in this phase was to demonstrate with data that the 
proposed solutions would solve the problem and lead to im-
provement in the process. Indeed, based on everything we had 
learned during the project, the team decided that the solution 
would include:

1. New customer segmentation

2. New product segmentation

3. Creation of a price menu respecting both customer and prod-
uct segmentation

4. Train the sales force on value-based pricing 

5. Demonstrate to the organization the expected payoffs

6. Explain the market rationale behind the new pricing menu

7. Reward the sales force on profi tability rather than market 
share/volume

8. Support the sales force with tools to facilitate the implemen-

tation

9. Keep pricing control and monitor implementation 

The solution started with a vision that we should have customers 
segmented on how they perceive our products and services value. 
To do so, we developed a segmentation of our customer database, 
taking into consideration the following factors: total current sales 
(addressing size of the customer), mix of products (addressing 
strategic components and offering a better product mix mean 
more complex procedures, more need for quality, higher value 
in our products) and type of customer (addressing behavior and 
convenience of purchases). 

The customer segmentation began with types of customers, fol-
lowed by the development of a matrix for each type of customer. 
In Graph 4, we illustrate the matrix for the private customers 
segmentation.

This matrix shows that a private customer with a very high vol-
ume and buying highly differentiated products is considered an 
A customer for SUTCO Inc. That, however, would not guarantee 
the lowest prices — if the A customer needed differentiated prod-
ucts (some of which only SUTCO could supply), better customer 
service or faster delivery of slow-moving items, they tended to be 
more loyal and less price-sensitive than others. 

In addition, best services would be guaranteed for A customers, 
usually with online orders, same-day shipments and sales-force 
support, among other perks. Hence, second-best prices were of-
fered to them. In fact, the best prices would be guaranteed only 
for the large accounts with undifferentiated needs. For those 
accounts, which we call B customers, SUTCO would offer the 
least-expensive prices, justifi ed by a lower cost to serve with lon-
ger delivery cycle times, less support from sales force, no dedi-
cated inventory, etc.

In short, we decided that our prices should be different for each 
customer segment. In addition, they should respect a hierarchy 
where B customers have the lowest price, then A customers, fol-
lowed by C customers. 

We also created a D customer segment for customers being served 

Graph 4 – Private Customer Segmentation Matrix
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The implementation of the new pricing 
approach began with a communication 
strategy for customers about the 
new price list and the new customer 
segmentation the company was 
creating. 

only by our telemarketing department giving no special atten-
tion to them. D customers also would be charged the highest 
prices. Hence, most of the volume in this segment most likely 
would be lost. 

The customer segmentation side of the equation was solved; how-
ever, the team was still missing the product segmentation side. 
This was even more complex given the number of SKUs (more 
than 1,000) and the different use of each of those products. 

The solution was to develop a conjoint analysis with the rel-
evant attributes of the products and conduct a survey with the 
end-users’ key opinion leaders (note that we did not survey the 
economic buyers). This was done to fully understand the value 
of each feature of the product to the end-user only. 

From the analysis, we developed indices for each of the products’ 
attributes and created a database where we entered the features 
of the product and it suggested the targeted average price for 
that product. 

With the new-targeted aver-
age-selling price, we developed 
a new suggested list price re-
fl ecting value-based concepts 
from the end-users. This new 
price list brought price increas-
es in excess of 300% for one 
specifi c code that was highly 
valuable to our customers and 
was under priced. However, 
it also gave some price reduc-
tions, including up to 20% on 
one code that had no differ-
entiation at all and had been 
cannibalized by competitors’ 
offerings. The net impact of the new price list compared with 
the old one was an increase of 8.5%. 

With the price list refl ecting the new product segmentation and 
applying the developed customer segmentation, the team started 
to establish the discounts for each product in each segment. Here 
again, we used the Capability Analysis Control Charts to help 
determine the right level of discount for each segment. On aver-
age, we brought discounts from 67% to 55%. Hence, we were 
expecting a pricing gain in two areas: higher list prices and lower 
average discount. 

With both product and customer segmentation done, the team 
combined both to create the price menu. As we developed the 
fi nal price menu, a fl exibility component was added where the 
sales representative could either reduce or increase the targeted 
discount by 3%. In fact, targeted prices across segments had a 
differential of exactly 3%. This was done to guarantee that the 
worst price offered to an A customer would not be higher than 
the best price offered to a B customer. 

These fences were later very useful when explaining and justifying 
the new pricing policies to customers. In addition, we believed 
that allowing the sales force to negotiate a small range of discounts 
would calm them down a little since they had long been in a cul-

ture in which negotiating prices was highly supported. 

To make this change easier to the sales representatives, we devel-
oped a training program on value-based pricing and negotiation 
skills. To help them analyze the situation on a customer-by-cus-
tomer basis, the rep could input a few characteristics of her cus-
tomer into a spreadsheet, which would show the discount rates 
for that particular customer segment. 

Inputting the product code would produce the targeted price with 
the correct discount for that segment. In addition, if this were a 
returning customer, traditional discounts and prices would ap-
pear in a column showing the price change for that specifi c code 
in that specifi c customer segment. 

One of the fi nal steps of the solution, before going live with the 
project, was to develop a scenario analysis. We fi rst did a simu-
lation showing how much volume was at risk if we implemented 
the new segmentation at current price levels. 

We calculated the worst-case 
scenario: a maximum volume 
loss of approximately 17% if 
we could not convince any 
customers that were under-
paying to pay more. Note 
that 17% of the total volume 
was 100% of the volume that 
had been priced below the 
bands created with the new 
customer and product seg-
mentation. 

In addition, we asked the sales 
managers how much volume 
they would lose by customer 

segment if they had to increase prices to the new proposed seg-
mentation. By their managerial judgment, this would be approxi-
mately 9% of volume. The project team thought this estimate 
was very pessimistic, especially because the sales managers were 
assuming we would lose a signifi cant portion of the volume be-
low the band for A customers. 

However, we were able to demonstrate that if we were to lose 9% 
on volume, given the enhancement in margins with the new prod-
uct and customer segmentations, we would break even. That is, 
no effect on the bottom line. Of course, this was not the desired 
result, but we used this information to demonstrate a small risk 
on the net impact of the project, even if we lose all 9% of the 
volume estimated by the sales managers. 

However, to harvest signifi cant benefi ts and reach the project 
goal, we would have to minimize volume loss to no more than 
6%. With more hard data analysis, going customer by custom-
er to measure impact and the likelihood of losing the account, 
we determined that the most-likely scenario would reduce our 
volume 4.5%. It also would bring more than enough profi ts to 
compensate for the drop in units, increasing both revenues and 
gross profi t in excess of what we were originally expecting when 
we developed the project charter. 
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The implementation of the new pricing approach began with a 
communication strategy for customers about the new price list 
and the new customer segmentation the company was creating. 
In August 2002, the new price list was sent to the market with 
a letter from top management explaining the major price policy 
changes that were going to take effect in January 2003. 

In October 2002, the spreadsheet with the new segmentation 
policies was sent to the sales reps with a customer-by-customer 
comparison of the impact of the new prices. In some cases, the 
average increase surpassed 40% on the total amount paid by 
the hospital if volume and mix of products were to remain un-
changed. 

The training program on value-based pricing and a complete ex-
planation of how the new spreadsheet (called Pricing Determi-
nation Tool – PDT) worked also were conducted for the entire 
sales team. At this point, reps had a lot of resistance, especially 
when they were informed that their range of price negotiations 
would decrease from 0%-80% discount to something like 52%-
58% discount. 

The biggest concern was regarding the revenue loss that this 
new pricing scheme would bring since some customers who were 
paying full price would suddenly see their prices being reduced. 
That is, they were accepting higher prices before, so why should 
we lower them? 

The other issue was with small but tough customers who were 
paying very low prices. In this case, we would run the risk of los-
ing volume as they see their prices increasing.

The explanation was based on hard data, and during both seg-
mentations (customer and product) we kept an eye on average 
selling price, raising it enough to compensate for those potential 
losses. We took advantage of the opportunity to modify the pric-
ing policy of the company and raised average list prices as well 
as reduced trade discounts. 

A very important part of the project was to establish the imple-
mentation strategy of these new prices with customers. We had 
to be prepared to sell the new approach to customers. The strat-
egy we decided to use was based on price transparency and price 
fairness.

Finally, the sales team compensation was changed to refl ect how 
well each one of them could implement the new pricing structure. 
Up to 20% of their income would now come from profi t targets 
and from reducing the number of pricing exceptions.

The Final Outcome

This project went live in October 2002. After three years, SUT-
CO saw this division’s revenues grow more than 40% and gross 
profi t soaring more than 80%. Most of this impact was due to 
this pricing initiative being fully deployed and enhanced over 
time. The fi rst six months of 2003 saw a considerable drop — 
approximately 10% —  in units. Many customers that had their 
prices increase did not accept it at fi rst, tried alternatives products 
or negotiated time to implement the new prices. 

However, after six months, the market adjusted to the new strate-
gy, competitors followed and some customers started to come back 
after unhappy experiences with competition. Indeed, the overall 
total volume drop accounted for only 3.5% if we compare units 
sold YTD in 2005 with units sold by September 2002. Given the 
stage of this product line’s lifecycle, which is fairly mature and 
moving into decline, the results were considered outstanding. 

In addition, strategic pricing decisions are now made at head-
quarters. The sales force has a small discretion to negotiate; hence 
their ability to damage product positioning has been completely 
neutralized because the system does not even allow receiving or-
ders with discounts below targets. The sales representatives can 
tell customers that nobody can be priced lower than the targeted 
price, and they have the ability to give the maximum discount 
allowed (targeted discount plus 3%). 

Furthermore, the sales department has changed dramatically. 
Specifi c skills are mandatory for the success of the new pricing 
approach. Rather than the deal makers we use to have, we look 
for more strategic, technical, service-oriented people that can 
explain and justify price premiums for customers. 

Another change happened with sales managers and marketing 
managers who no longer lost valuable hours in haggling with the 
sales force about prices. In fact, they better use their time on other 
value-added activities. Indeed, the culture of the organization 
has changed. Now, the entire division understands the strategic 
importance of proactively managing prices.

Conclusions

A project like this one brings opportunities that SUTCO and any 
other learning organization can apply with very low investment 
and great potential for returns. As in any process change of this 
magnitude, many lessons can be learned. 

The fi rst one is that Six Sigma projects can and should be applied 
to processes other than manufacturing and supply chain. 

Second, during the critical implementation phase, we learned 
that customers will not complain too much about price increases 
if they know they are paying the same price as their competitors 
within the same segment. 

Third, there are many decisions that a company can make to 
improve its average selling prices and profi ts without being per-
ceived as a monopolist or too aggressive. 

Fourth, communicate your intentions to the market; it is criti-
cal to give plenty of time for adjustments and acceptance. In 
fact, SUTCO competitors were able to understand in a couple 
of months the new strategy and they also came up with similar 
arrangements following SUTCO’s lead. 

Finally, SUTCO also changed its compensation system to reward 
sales representatives not only on volume, but also on profi t. Sales 
can be convinced only by example and rewards. 

As we implemented the project and some of the reps started to 
implement the new segmentation successfully, we used those ex-
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Quantity Pricing Boosts Strategy and 

Why should sellers consider the time-consuming, hard-data driven and 
team-intensive practice of effective quantity pricing? Let us count the 
ways: It protects profi ts, supports channel strategy, increases customer 
loyalty, generates cost synergies and promotes meeting regulatory re-
quirements. This article was written by David G. de Roulet, Consumer 
Products Practice Leader at Deloitte Consulting. You can e-mail him at 
dderoulet@deloitte.com.

An important, but often overlooked, element of pricing 
strategy involves quantity discounts and the terms of 
sale that drive customer buying behavior. Structuring 
these components of price in a compelling way offers 

sellers an important strategic outcome: Their products can be-
come uniquely profi table, and customers can become uniquely 
loyal.

In fact, sellers benefi t in fi ve ways by paying attention to quan-
tity pricing:

n Protecting profi ts – Sellers must guard against “pricing away 
profi ts.” Often, a poor understanding of cost-to-serve leads to 
discounts that are too generous, thereby leaking margin the 
seller has earned. A major institutional distributor, for example, 
was so concerned about losing share that it matched competi-
tors’ discounts as a matter of policy. Although this was allowed 
under the “meeting competition” defense of price discrimination, 
it proved disastrous for products with already thin margins. This 
distributor failed to establish the physical distribution economies 
and terms of sale that could have tempered discounts without 
alienating customers.

n Reinforcing channel strategy – Sellers can drive business 
through preferred channels or move business to larger accounts 
by structuring discounts and price lists that discourage small 
orders. For example, a large consumer goods manufacturer, as 
part of a business-simplifi cation strategy, confi gured its manu-
facturing and distribution systems for high-volume operations. 
A large minimum-order size was adopted, as was a distributor 
price list that allowed distributors to resell small quantities at a 
profi t. This drove smaller customers to buy from distributors, 
and it kept everyone’s prices down by refl ecting total distribution 
savings in the list price. 

n Building customer loyalty – Sellers can use price structure as 
part of a larger effort to build customer-specifi c trade interfaces. 
Customers have different merchandising and buying strategies 
by category and product. Proper pricing allows customers to 
purchase in ways that support their merchandising approach at 
a fair price. For example, a major ice cream manufacturer created 
mixed pallets of three brands. Each brand has a distinct consumer 

promotion strategy and rate of sell-through. As part of a menu 
price, customers had choices about the mix on each pallet. These 
customized pallets were sent directly to large stores in a way that 
matched sell-through, thereby avoiding warehousing and back-
room congestion. Although customers paid a little more for this 
service, profi ts increased, as did the amount of space allocated 
to this particular manufacturer in the freezer. This situation il-
lustrates that a creative quantity-pricing strategy based on hard 
economics can result in benefi ts for both buyer and seller.

n Integrating new or acquired products – Achieving the syner-
gies expected from acquisitions is supported by pricing practices 
that encourage customers to increase order size through a com-
bination of old and new items. Food companies often fi nd that, 
after acquiring a competing product, shelf prices can go down 
for all their goods in the category. This happens when new price 
lists are developed that encourage purchasing old and new prod-
ucts together. Retailers can then pay a lower price on average for 
products that were once ordered from separate companies. 

n Reducing enterprise risk by complying with regulatory require-
ments – The government seeks to protect competition through a 
body of legislation falling under the broad heading of “anti-trust.” 
The Sherman Act, Clayton Act and the Robinson-Patman Act 
have been used by the courts to set ground rules for pricing policy. 
Many companies have invested heavily in post-Enron regulatory 
compliance but have either ignored pricing ground rules or ap-
plied them poorly. There is a way to cost-justify discounts con-
sistent with anti-trust requirements, as explained below.

Boosting Strategy through Quantity Pricing

Many sellers do not take advantage of all the benefi ts of quan-
tity pricing because they fail to take a cross-functional view. A 
common mistake, for example, is to task the logistics department 
with developing the largest possible discounts and applying them 
to all customers without further consideration. 

However, full advantage is gained by fi rst understanding customer 
needs and buying behavior, and then by fl exing the combined 
economics of shipment size, minimum-order size, full case or 
pallet requirements, services menus, cash discounts and deliv-
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Protects Profi ts

ery-service level. 

Once a cross-functional team understands the needs and opera-
tional economics of a customer or a class of trade, it can project 
how customers will respond to changes in quantity prices or 
terms of sale. These projections always require detailed discus-
sions about a customer’s buying behavior, response to incentives, 
profi tability to the seller and competitors’ efforts to earn that 
customer’s business. 

In short, a customer- or channel-specifi c sales strategy emerges 
that is backed by specifi c policies and incentives. Ideally, this 
strategy boosts the broader go-to-market strategy around brands 
and end-users.

The cross-functional team should include people from sales, 
logistics, fi nance, information technology and legal. This team 
should not be one of the multifunctional account teams that many 
manufacturers use to sell to the largest customers. The pricing 
team must remain independent of individual customer advocacy 
because its purpose is to prevent price discrimination.

Developing a compelling quantity-pricing structure often re-
quires compromise among the legal, sales, IT and logistics func-
tions. Sales wants aggressive discounts, legal wants strict cost 
justifi cation and logistics/IT have to sign up for delivering the 
program. 

From the legal perspective, it is necessary to incorporate projec-
tions about buying behavior into the cost justifi cation of dis-
counts, because the way in which customers position themselves 
in the new buying brackets will determine the size of the discount 
that can be offered. From a sales standpoint, any changes in pric-
ing will have to be sold to current customers, and preparing the 
right message will require thinking about P&L, balance sheet 
and operational impacts. 

On the IT side, discounts are now being offered for various forms 
of electronic payment, so the IT view on cost vs. current systems 
is critical. The logistics group generally owns the historical ship-
ment data and therefore drives the analysis, with support from 
fi nance. Many economies of scale refl ected in price brackets will 
be computed by these members of the team.

Practically speaking, customers’ responses need to be predicted to 
make sure the seller’s organization is not exposing itself to undue 
risk. For example, a personal products manufacturer increased its 
cash discount as part of a program, sponsored by sales, to reduce 
customers’ inventory investment in slow movers. Unfortunately, 
customers used these generous discounts to “forward buy” com-
peting products. An unintended consequence, certainly, but an 
outcome that could have been foreseen in a risk assessment had 
the logistics and fi nance organizations been more involved.

Protecting Profi ts

After developing a thorough understanding of customer buy-
ing patterns and how they might change in response to a new 
quantity-pricing program, the calculation of potential discounts 
can begin. In setting up a new bracket structure, the seller must 
determine:

t The actual and projected differences in the cost of servicing 
and shipping orders of various sizes. Costs usually included are 
interplant freight, warehouse storage and handling, customer 
freight, specifi c distribution services (e.g., palletization), order 
processing and payment processing.

t A method for translating cost differences into price differ-
ences

t An approach to making sure that discounts will not price 
away profi ts

In theory, any difference in price offered to competitors for 
goods of like quality and kind constitutes price discrimination. 
There are, however, circumstances in which price discrimina-
tion is allowed if sellers can justify pricing actions based on cost 
differences, competitive practices or special circumstances (e.g., 
perishable merchandise, liquidation sales). Strict cost justifi cation 
is the best way to avoid margin leakage.

An important factor in protecting profi ts is to understand that 
the seller is not required to discount merchandise, even if buying 
practices generate savings. The seller could decide to give back 
only a portion of the savings so long as discounts are applied 
consistently toward competing buyers. 

Further, the seller can charge different prices – without cost 
justifi cation – to customers who are not in competition. For ex-
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... Sales must be able to demonstrate 
that pricing complements a customer’s 
buying strategy by rewarding larger 
orders and operational effi ciencies 
created by that customer. 

ample, distributors and end-users are typically not competitors 
and can receive different prices and discounts. There is no need 
to apply the largest possible discount uniformly to different cus-
tomer types.

The actual development of cost-justifi ed bracket prices and terms 
of sale is a 10-step process.

l Customer review – using a cross-functional team to understand 
customer needs, sales strategies, current price lists and other al-
lowances, current shipping and invoicing practices, level of com-
petition (class of trade) and competitors’ programs

l Geographical review – agreeing on the sample geographies to 
be used for the analysis. National data is often inadequate because 
it results in “broad averaging.” 
Sample areas should ref lect 
competing customers and fair-
ly represent the total business 
when taken together.

l Distribution system review 
– documenting current cus-
tomer shipping patterns and 
how customers are assigned to 
shipping points 

l Cost element review – iden-
tifying all cost elements to be 
considered

l Data review – selecting data sources to represent cost and prod-
uct fl ow, and demonstrating that this data is clean

l Development of options – developing pricing alternatives and 
changes to terms or distribution policies 

l Projection of consequences – estimating the changes to buying 
patterns, quantities and frequencies that would result for each 
pricing alternative

l Derivation of cost and price differences – doing the arithme-
tic

l Derivation of profi t impact – computing the changes in cus-
tomer profi tability and on the margin pool based on changes in 
product margins and volumes

l Formal review with legal counsel – getting legal approval of 
the methods used to avoid price discrimination

Challenges to Implementing 
Quantity Price Changes 

Pricing is complicated. In addition to the terms of sale and quan-
tity-pricing options described above, many industries employ 
promotional discounts, annual volume contracts and seasonal 
incentives. 

This provides the seller with two signifi cant challenges:

n Realizing the correct price – It is likely that confusion or 
disputes will arise regarding a price derived from complicated 

price lists and deal sheets. 
When this occurs, the sales 
organization often advocates 
the customer’s position. Cus-
tomers also deduct disputed 
charges from invoices before 
payment. A transaction-level 
analysis of prices charged and 
realized often uncovers sig-
nifi cant profi t-improvement 
opportunities.

n Communicating pricing 
and value – The sales team 
certainly must be able to ex-

plain the derivation of prices charged. More importantly, the 
team must be able to talk about pricing in the larger context of 
“telling the profi t story.” Said another way, sales must be able 
to demonstrate that pricing complements a customer’s buying 
strategy by rewarding larger orders and operational effi ciencies 
created by that customer. For example, a major packaged goods 
manufacturer provides sales with mobile technology that com-
putes the customer’s margin generated for each order. This tool 
provides a “what-if” capability so that the proper order can be 
generated for a specifi c mix of products in a variety of consumer-
demand scenarios. 

Not only is pricing complicated, it is also data intensive. Cost 
justifi cation, price computation and “telling the profi t story” 
all require signifi cant computational detail and record keeping. 
However, having accurate and defensible pricing practices is a 
necessity. Anything short of that risks customer goodwill, regu-
latory compliance and profi ts.
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The share of corporate profi ts coming from service is 
growing, and the companies who recognize this – and 
use these revenues and profi ts to drive overall corporate 
performance – are the ones considered best in class. The 
key to successful service-part pricing is shifting away 
from cost-plus pricing to market-based pricing, and pro-
actively managing prices based on anticipated market 
response. Part pricing is thus optimized for gross profi ts. 
This article was written by William Huyler, President of 
Servigistics Pricing Services, and Mike Landry, Founder 
and Chief Technology Offi cer of Servigistics. They can 
be e-mailed at whuyler@servigistics.com and mlandry@
servigistics.com, respectively.

How do best-in-class service organizations price their 
service parts? It isn’t magic – just a willingness to 
make changes and take advantage of fi rst-mover op-
portunities. In the end, the best companies integrate 

service pricing with other aspects of the business. Enterprise 
processes and activities are integrated to include service pricing, 
expanding the function beyond a narrow silo.

Why is service pricing important? 

Service businesses typically have big margins compared with the 
fi nished goods they support. A recent study showed that after-
market service and parts accounted for 40% of profi ts for com-
panies surveyed, compared with the 20%-30% of revenues they 
contributed. Executives are paying closer attention to the impact 
service operations can have on corporate profi tability.

One example is an industrial-machinery manufacturer that earns 
a 15% margin on new products, with an average lifespan of 30 
years. At product sale, aftermarket-parts revenue represents the 
same net present value based on annual consumption and higher 
25% margins. Better segmentation and pricing of these service 
parts based on margins and usage can yield 25% profi t increases. 
The same profi t increase would require a 19% increase in new 
product operating margins. Clearly, spare-part pricing is a pow-
erful lever in managing corporate revenues and profi ts. 

Service profi tability is increasing in importance as products in 
many primary markets become commoditized. Increased com-
petition also squeezes fi nished-product profi t margins, placing 
greater importance on post-sales service to contribute increased 
revenue and profi tability. Original equipment manufacturers 
(OEMs) are now competing using differentiated service, ex-
tended warranties and other value-added services. The increased 
attention to service profi ts is welcomed, since service profession-
als have always known that focus on the customer is critical to 
business success. Which leads us to effective service-part pricing, 

a critical tool for attaining optimal service revenue and profi ts. 
The same survey also showed that 83% of executives recently 
surveyed consider effective service-part pricing important or ex-
tremely important to their company’s fi nancial health.

What’s the bad news?

Most companies are driven by corporate brands, usually tied to 
fi nished goods. This means most senior executives are focused 
on the sales, marketing and production of these branded fi nished 
goods. They also take service for granted since the margins for 
most service parts are fairly large compared to fi nished goods, re-
sulting in the assumption that service profi ts are “good enough.” 
This has combined to result in under-investment in the service 
side of many businesses. It also results in poor communication 
between production and operations for original equipment and 
their counterparts in aftermarket service.

This is a mistake. Many companies are looking for opportuni-
ties to offset competitive pressures and address reduced primary-
goods profi ts. One answer is in service-part pricing, which has 
a clear opportunity to improve existing service-part margins, 
service revenues, profi ts and customer satisfaction.

The upside can be tremendous. Already healthy service-part mar-
gins can be increased for the right parts segments, resulting in 
substantial profi t gains. On top of that, despite the big impact it 
can have on you, many aftermarket-part consumers don’t rank 
price among the most important buying factors. In a recent sur-
vey, 64% of industrial commodity purchasing buyers responded 
that other factors besides price are the key infl uences on their 
buying decision. Of the survey participants, 40% identifi ed sup-
plier reputation, product quality, speed of delivery and technical 
support as more important than price. Improved service-part 
pricing is defi nitely a higher-return, lower-risk proposition than 
many service projects.

Best-in-Class Service Parts Pricing – 
An Executive Brief on Staying Competitive
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Keys to Success
Is it diffi cult to improve 
service-part pricing?

That depends. Consider the problem service-part pricing presents: 
For every original equipment product sold, there are hundreds 
of service parts that must be in place to support it. Unlike after-
market-part competitors, OEMs must carry parts to support all 
product lines. These part inventories grow as new products are 
introduced, which is happening at increasingly faster rates. 

Also, consider the hundreds of locations where these many parts 
must be stocked to ensure the right parts are on hand at the right 
place, when they are needed. On top of that, many parts can 
be substituted or interchanged, part failure rates are diffi cult to 
predict and many parts differ in terms of criticality. These and 
other factors add to the complexity of managing and pricing 
service parts.

What’s so bad about cost-plus pricing?

What is missing in cost-plus pricing is true market pricing on 
a part-by-part basis. There can be big mismatches between the 
price based on costs associated with producing and distributing 
an aftermarket service part and the current market price for that 
part. This results in most parts being priced either below or above 
market when the cost-plus pricing method is used.

Of course, price sensitivity for a part depends on many factors, 
including the criticality of the part, available substitutes, market 
price visibility and the level of competition in that part segment. 
The bottom line is that your customer base doesn’t give you credit 
for parts priced below market when they need to purchase parts 
priced above market. Cost-plus pricing may be a simple way of 
pricing the hundreds, and even millions, of your service parts, 
but it can also cost you a lot of money!

“The main lesson learned was that you defi nitely need to focus 
on the process and change the culture on pricing. We had to 
change the mindsets of the members of the fi nance team, since 
they thought that higher prices are always better. It took us two 
years to really change the culture and how we look at prices.” 

— Global consumer electronics manufacturer

If service is generating profi ts,
why make changes?

The healthy margins and profi ts available in service parts have 
attracted unwanted attention for OEM manufacturers. The in-
creased reliance on outsourced manufacturing and the increased 
visibility of global parts pricing have resulted in the emergence of 
increased competition in an increasing number of parts markets. 
Aftermarket-parts suppliers are increasingly sourcing parts from 

outsourcing manufacturers, or purchasing underpriced substitute 
parts in overseas markets, and then entering high-margin part 
markets. This is referred to as “gray market leakage” and results 
in shrinking service profi ts for OEMs.

Just like the service side of the business, there is also increased 
competition in fi nished goods and increased costs resulting from 
frequent new product introductions. These shrinking profi ts, 
on top of increased parts competition and “cherry picking” of 
high-margin service-part segments, put further pressure on fi n-
ished-goods profi ts. Executives are defi nitely motivated to make 
changes and add to the bottom line.

Technology and supply-chain innovations have resulted in shorter 
product development cycles, emergence of new competition and 
product commoditization in many markets. Fortunately, innova-
tion can also work to your benefi t. New tools and techniques are 
now available to effectively manage the pricing of hundreds of 
service parts in multiple parts markets. These tools and techniques 
also can be used to manage the frequent new part introductions 
that must be priced on a daily and weekly basis. 

One of the initial steps a company can take to improve service-
part profi tability is to capture price changes and the impact they 
have on demand for all service parts. The key is putting pricing 
tools and infrastructure in place, then focusing on high-mar-
gin, high-value part segments to align part prices with market 
prices.

Capturing demand signals when price changes are made begins 
the process of understanding individual part price in relation to 
market. This captures service-part price elasticity, level of com-
petitiveness and can help predict market reaction to price changes. 
Known market price data points also can be used to extrapolate 
competitive price characteristics across part pricing families, 
classes, lines and/or categories. When enough data is collected, 
price changes can be tested to determine expected sales volume 
changes and compared with actual demand data.

Scalable, enterprise-wide pricing tools can systematically incor-
porate market pricing to automatically apply price policies to se-
lected part segments. This allows more frequent price changes, 
so that companies can more quickly react to market changes. 
This also frees you to manage price exceptions like critical new 
product introduction, and focus on high-margin, high-value part 
segment pricing.

A company with a strong pricing capability can sharpen its cus-
tomer segmentation and use its deeper knowledge of each seg-
ment to fi ne-tune prices. It can monitor competitors’ prices and 
learn how their pricing affects its own position, enabling it to 
respond intelligently to competitors’ moves or ignore them. It 
can test incrementally new or radically different pricing offers. 
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The best companies have shifted away 
from cost-plus pricing to market-based 
pricing for each price segment. 

It can bundle or unbundle products and services.

What comes after moving away from cost-
plus pricing?

OK, we’ve moved away from cost-plus pricing and we’re taking 
advantage of available tool. What next?

The next steps are to leverage scalable, effi cient price operations 
to coordinate service-part pricing across different part markets.
This is fairly straightforward, now that you have a single system 
in place that manages all your pricing operations and captures 
market reaction to price changes. The key is to continue adapt-
ing pricing processes around 
market pricing, not service-
part costs.

Part segmentation is one way 
organizations scale their price 
operations and apply more 
sophisticated price policies. 
Many organizations start with 
simple part segmentations; for 
example, classifying parts into 
in-warranty/out-of-warranty and fast-mover/slow-mover catego-
ries. The right part-pricing tool lets you layer more segmentation 
on top of existing categories, allowing highly targeted pricing 
methods to be applied to different part segments.

Price banding and market-price coordination are one technique 
that can be applied to selected part segments. This involves de-
fi ning and applying price minimums and maximums across part 
markets for a selected type of part to prevent excessive price gaps. 
This coordination of part channel prices is also referred to as 
“price harmonization.” Eliminating price gaps helps to prevent 
gray market leakage by preventing competitors from buying a 
low-priced part in one market and sell it in another market and 
undercutting the OEM. 

Calculating maximum gross profi t for a part is another benefi t 
of coordinated pricing. The right higher-volume parts can be 
“calibrated” by adjusting price. This is done by changing price 
by a carefully determined amount, evaluating changes in sales 
volume and determining price elasticity. This helps build data 
that predicts expected market reaction to price changes, and rec-
ommends the best price to achieve desired gross profi ts. There 
clearly are many ways a scalable price platform can be used to 
apply specialized pricing to target part segments, begin anticipat-
ing market response and proactively price parts. 

What are the best companies doing?

The best companies have shifted away from cost-plus pricing to 
market-based pricing for each price segment. Sophisticated seg-
mentation also has been used to shift to proactive, exception-
based pricing and to coordinate pricing across part segments 
and markets. The biggest results come from the next step – in-
tegrating service-parts pricing across the corporation using the 
enterprise-pricing platform.

Dynamic, proactive service-part pricing has the greatest value 

when it is coordinated across other business functions. The best 
companies coordinate pricing with supply-chain management 
functions to control demand and inventory drawdown for new 
product introduction, end-of-life and last-time-buy strategies. 
Critical shortages and planned inventory levels also can be in-
corporated into parts-pricing decisions. Benefi ts also are achieved 
higher in the supply chain by negotiating vendor costs using de-
sired, optimal price data points.

High-performance companies also integrate service-part pricing 
with sales and marketing. Promotions are managed using service-
part elasticity data. Allowances and discounting management 
are tied to sales-execution processes. Reduced warranty expenses 

can be achieved by providing 
all distribution echelons with 
pricing information, includ-
ing dealerships.

Even corporate fi nance can 
be tied to service pricing us-
ing an enterprise platform, by 
coordinating price decisions 
with tax consequences. The 
best companies have lever-

aged a single platform to act on service price strategies and tactics. 
The result is consistent pricing strategies across the globe, and 
integrated service pricing that drives corporate profi ts.

Summary and Conclusion

Do not wait for competitors to adopt fi rst — seize the advantage. 
In each vertical market that has implemented a pricing solution, 
one innovator has taken the lead and seized the competitive 
advantage. Inevitably, two or three peers follow. This has hap-
pened in the chemicals, high-tech, media and transportation in-
dustries. HP improved its market-share position by successfully 
maneuvering through two server price wars with its key rival, 
Sun Microsystems.

Best-in-class companies use service revenues and profi ts to drive 
overall corporate performance. They also leverage the higher mar-
gins of service parts to positively impact service profi ts. They do 
this by integrating optimal service-part pricing with other parts 
of the enterprise, including supply-chain planning, sales and mar-
keting, fi nance and distribution channels. Service-part pricing 
has become a key part of their service management strategy.

They didn’t get there overnight, though. Achieving fully integrat-
ed service-part pricing starts by implementing a scalable solution 
that captures all service-part price changes, demand changes and 
other data points. The goal is to shift to market-based pricing, 
not cost-based pricing, and proactively manage prices based on 
anticipated market response.

Once these companies shifted away from cost-plus pricing and 
applied different pricing methods to different part segments, they 
were able to coordinate pricing across geographic and part-cat-
egory markets. Part pricing became optimized for gross profi ts 
and harmonized across markets to limit gray market leakage and 
counteract competition in key part segments.






