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In no other sector does pricing so 
significantly affect profits as it does 
in the distributor sector. A price 
improvement of only 0.5% has the 

potential to boost a distributor’s profits 
by an average of 50%. In contrast to the 
automotive sector, the same price in-
crease yields only a 15% profit improve-
ment (see figure 1). 

When you factor in the distributor sec-
tor’s tendency toward high revenues and 
small margins, it is clear that pricing is 
the number one profit lever. Yet, as in-
dustry behaviors have demonstrated, 
most distributors lack professional price 
management skills. 

Distributors have neither the pricing 
tools nor the resources available (such as 
personnel and time) to develop a profes-
sional price management scheme. The 
result: many leave money on the table 
when it comes to pricing. 

There are various ways in which distribu-
tors can increase their profit through 
more professional pricing. This article 
will reveal how distributors can:
•	 professionalize	 their	 list	 price	 calcula-

tion by segmenting their customers 
and products based on price elasticity 
and considering price elasticities when 
setting prices,

•	 use	alternative	price	elements	to	gener-
ate additional profit streams, and
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•	 use	 internal	 benchmarks	 to	 improve	
price implementation by sales reps.

List price optimization
Most distributors give their customers 
price lists. Depending on the product 
assortment, these lists are updated ei-
ther on a daily, weekly or monthly ba-
sis. Determining these price lists is a very 
complex task. 

The reasons for this complexity are nu-
merous: the high number of products, 
heterogeneous customer segments and 
regional differences require different 
price lists; constantly changing factors, 
e.g. availability, purchase costs, etc., 
also exacerbate the situation. As a result, 
most distributors focus on determining 
the optimal prices only for top-selling 
products. 

For slow-moving products, they ap-
ply a simplified pricing approach such 
as cost-plus. This can be a fatal error, as 
slow-moving products have the highest 
margin potential – if you price them in-
telligently.

Figure 2 outlines a power pricing tool 
designed for distributors and retailers 
which allows them to set the optimal list 
prices for all their products. Once the 
tool is set up, it allows the distributor to 
ascertain the optimal price for all prod-
ucts within minutes. The approach con-
sists of five steps:

Customer segmentation: In the first 
step customers are segmented based on 
their willingness to pay. While most dis-
tributors today segment their customers 
based on revenue and maybe revenue po-
tential, a segmentation based on willing-
ness to pay needs to consider also other 
factors such as region, industry, product 
focus, etc. The goal is to create customer 
segments which can be targeted with one 
price list.

Product segmentation: Determining 
the optimal price requires having knowl-
edge of the price elasticity. The very high 

number of products a distributor sells 
makes determining the price elastic-
ity for each product impossible. There-
fore, criteria that affect price elasticity 
are identified. Typical criteria are vol-
ume, market volume, availability and 
price level. Based on the identified crite-
ria, products are segmented into groups 
of products with similar price elasticity. 
As a result, price elasticity has to be de-
termined only for a limited number of 
product segments. 

Determining price elasticity: First, 
the product segments are ranked based 
on their price elasticity. Second, the 
price elasticities (compared to competi-

FIGURE 1: PROFIT IMPACT OF A 0.5% PRICE INCREASE
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tor prices) for selected product segments 
are determined. There are various ap-
proaches that can be used to determine 
price elasticity: analysis of historical data 
(difficult), price tests and expert judg-
ment with internal sales experts. To get 
the best results, it is recommended to 
combine at least two of the mentioned 
approaches. In the third step, the price 
elasticity of the remaining product seg-
ments is derived through an interpola-
tion of the estimated elasticities.

Calculating the optimal price: Based 
on cost, price elasticity and competitor 
price, the optimal price can be calculat-
ed.	To	avoid	optimizing	short-term	prof-
its at the cost of the long-term profits, 
the approach also factors in price image 
effects when determining the optimal 
price. Revenue-optimal prices are cal-
culated for focus products and products 
generating high cross-selling revenues. 
The profit-optimal price is determined 
for the remaining products.

Price adjustment: There are other cri-
teria such as stock, manufacturer kick-
backs, etc. that require a price different 
from the calculated price. These criteria 
are considered manually in the last step.

Once the approach is set up (customer 
segmentation, product segmentation and 
elasticity) it takes only minutes to calcu-
late the optimal list price for all products 
and list prices. 

Alternative price metrics
Customers tend to base their purchasing 
decisions largely on distributors’ prod-
uct prices. In many industries there are 
even software tools/Internet sites that 
enable companies to easily see and com-
pare prices, giving distributors very little 
room to increase the prices per unit. 

A recent example demonstrated price 
elasticities of 35 when the distributor 
increased its price by 1%!  Keeping this 
in mind, you have to wonder: Are there 
alternative ways to increase the overall 
price level?

One possibility is to use alternative price 
metrics to charge for services such as 

small orders, express 
orders, payment terms, 
returns, etc. (e.g. fees 
and charges). As shown 
in figure 3, customers 
focus less on these price 
metrics than on the 
product price. In addi-
tion, these charges and 
fees are less transparent, 
i.e. it is more difficult to 
compare them between 
distributors.

As a result, price elas-
ticities of these price 
metrics are typically 
two to four times lower 
than the elasticity of the 
price per unit. Despite 
the potential of alterna-
tive price metrics, many 
distributors do not con-
sequently apply these 
charges and fees. The 
following section shows 
how distributors can 
implement charges and fees in order to 
generate additional profit streams:

Set up a service charge/fee list: In the 
first step, you need to determine a price 
(charge/fee) for all services. To determine 
the optimal price you should quantify 
the value to the customer (and not look 
only at your cost), look at the prices of 
other distributors and simulate the im-
pact of different price levels considering 
the charge/fee income and the customer 
reaction, e.g. churn, changed ordering 
behavior etc.

Communicate price list: In the second 
step, you should communicate the list 
prices to your customers but not neces-
sarily start charging them. The goal is to 
make customers aware of the fact that 
they are currently getting services of val-
ue and should cost something. An attrac-
tive way of communicating the charg-
es and fees at this stage is to show the 
charge/fee on the invoice and the (ad-
ditional) discount the customer is given 
because he/she does not have to pay the 
charge/fee.

Implement price list: You start charg-
ing customers in the last step. It is im-
portant to have a segment-specific imple-
mentation strategy, i.e. implementation 
targets per customer segment. While the 
implementation rate for small customers 
should be 100%, important customers 
might not have to pay certain fees/charg-
es. Furthermore, distributors must en-
sure that their sales teams have the right 
focus. In many companies we observe 
that sales reps focus primarily on costs 
when it comes to services. For instance, 
the customer does not get charged for a 
service, although it’s of high value be-
cause the cost is very low. The focus of 
the sales team must shift from costs to 
value. To ensure that the sales reps stay 
consistently focused on value, a compo-
nent of the sales rep’s commission could 
be contingent on the amount of charges/
fees successfully implemented. 

Price implementation
Another pricing challenge distributors 
face is how to determine the optimal 
price for each customer. With most dis-
tributors, it is the sales rep’s job to de-
termine and negotiate the price a cus-

Figure 3: Customer Radar
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tomer has to pay. However, experience 
shows that pricing quality varies greatly 
among sales reps. That is, there is always 
a certain percentage of sales reps who 
achieve much higher prices than oth-
ers, even when factors such as customer 
segment, turnover, region, etc. are the 
same. Yet some sales reps give unnec-
essarily high discounts and fail to dif-
ferentiate prices across customers and 
transactions. 

Most approval processes set a minimum 
margin. As a result, sales reps set a price 
slightly higher than the minimum mar-
gin, thus avoiding having to ask for ap-
proval from their boss. The main rea-
sons for this sub-optimal behavior are a 
lack of guidance and control as well as a 
misdirected focus on revenue instead of 
profit.

There are several ways to improve price 
implementation. One way is to intro-
duce a stricter discount approval process 
including not only a minimum margin 
but customer segment-, product- and 
transaction-specific target prices. Fur-

thermore, a company must offer its sales 
team better and more frequent support 
in pricing. The peer pricing approach, 
outlined in figure 4, is an example of a 
model that gives sales reps better sup-
port in pricing. The basic idea of this ap-
proach is to provide sales reps with price 
benchmarks for each situation. In other 
words, the price achieved by top sales 
reps in a certain situation is their bench-
mark. 

The approach requires understanding the 
criteria that affect the optimal price; for 
example, regions, new or existing cus-
tomers, transaction volume and urgency. 
Two approaches can identify these cri-
teria and determine their impact on the 
optimal price. The first is a quantitative 
approach in which the criteria and their 
impact are calculated based on historical 
data using a multiple regression analy-
sis. While the advantages of such an ap-
proach are its valid and precise results, 
the disadvantages are the considerable 
investment of time and effort and the 
sales reps’ reluctance to accept the new 
target prices. 

Alternatively, a more qualitative ap-
proach can be chosen. In this case, the 
criteria are determined through work-
shops with sales reps. The effect of the 
criteria on the price is determined using 
an internal survey among sales reps. This 
approach ensures the sales team’s accep-
tance, but it causes much more imprecise 
results compared to the quantitative ap-
proach. 

The new target prices are optimally im-
plemented in a decision support tool for 
sales reps which shows them the real-
time target price for a specific transac-
tion. With the help of these target prices, 
sales reps gain a better understanding 
of what is feasible and become more 
confident when negotiating prices with 
customers. Companies that have imple-
mented the peer pricing approach were 
able to increase their net margin by as 
much as 10%.

Conclusion
Pricing is the number one profit lever for 
distributors. Despite this fact, many dis-
tributors lack professional price manage-
ment knowledge. 

This article introduced three approaches 
that help distributors improve their prof-
its. One, the power pricing tool for dis-
tributors and retailers helps distributors 
set the profit-optimal price for thousands 
of products within minutes while consid-
ering all critical factors. Two, the use of 
alternative price metrics helps distribu-
tors increase prices — even in extremely 
competitive markets. Finally, the peer 
pricing approach enables distributors 
to use internal benchmarks to improve 
price implementation.

Figure 4: Peer Pricing Approach
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