Is Price Optimization Realistic
in a B2B Environment?

A lot of executives in the B2B sphere are talking about want-
ing to achieve “price optimization.” Measuring pricing pow-
er at the customer and product level is very possible for busi-
nesses to achieve with a high degree of reliability. Just don't
fool yourself into thinking that this is B2B price optimiza-
tion| What manufacturing and industrial businesses need is
value-based pricing that uses sound pricing strategies and ad-
vanced analytics, as the author explains. Author Paul Hunt is
the president of Pricing Solutions and a frequent PPS present-
er, instructor, and contributor. He can be reached at phunt@

pricingsolutions.com.

by Paul Hunt

meet with a lot of executives in the

B2B sphere who talk about wanting to

achieve “price optimization.” They're us-

ing this term to describe the goal of uti-
lizing data and software to accurately set
exact pricing within their B2B environment.

While the term pricing optimization is
bandied about quite often in the indus-
try, the way it's being used is problemat-
ic. When an executive uses this term, they
usually mean that they want pricing that will
hit the bullseye every time, and many soft-
ware firms are making huge claims around
their ability to do just that with pricing op-
timization software. | would go so far as to
say it's dangerous to use the term pricing
optimization in this context.

One of the global business companies
we work with came to us after adopting
a software company's price optimization
software. After investing millions in the
software, the company found that data
sparsity was leading to illogical pricing
recommendations that their sales force
just could not accept. The result was a
lot of work arounds and a lack of trust in
the black box software. The phrase “gar-
bage in, garbage out” applies here. Artifi-
cial intelligence (Al) and machine learning
algorithms need very high quality data to
be effective; most of the time, B2B com-
panies do not have such high quality data.
This is one of the reasons that B2B pric-
ing algorithms don't replace solid strategy
and business judgement; they augment it.

At this point we stepped in to devel-
op pricing based upon segmentation, ad-
vanced analytics and sound strategic in-
put by a cross functional team. The results

included high adoption across the organi-
zation, a price structure everyone under-
stood, and superior profitability. The client
has exceeded targets for price improve-
ment in each of the last two years since
the initiative was undertaken.

All of which reminds me of the old ad-
age coined by the famous economist John
Maynard Keynes:

“It is better to be roughly right than pre-
cisely wrong.”

Smart Analytics is Not the
Same as Pricing Optimization

Many software vendors are promising
optimization using Al-driven solutions, but
don't be fooled. Smart analytics is not the
same as pricing optimization. In fact, us-
ing the term pricing optimization in this way
leads to unrealistic expectations.

It is very easy to calculate an elasticity
number for every product and every cus-
tomer a B2B company has. The only prob-
lem is that it will be precisely wrong! Of
course, we all wish that there was a mas-
ter algorithm out there that would produce
reliable recommendations every time, but
this kind of black box approach to pric-
ing is dangerous within the B2B sphere.
That's because true optimization is driven
by elasticity and | can confidently say that
other than a few exceptions this just isn't
possible for most B2B businesses, espe-
cially those in the industrial or manufac-
turing spheres.

True Elasticity Has Preconditions
and Limitations
Elasticity has some preconditions. To

accurately measure elasticity, you need:

= Frequent price changes for both prod-
ucts and customers

* A high volume of transactions (millions
is preferable)

= Good competitive price data

Without these preconditions you're
looking at trying to hit a moving target. Not
to mention that external variables like the
economy (e.g. inflation, commodity prices,
minimum wage, etc.) must be accounted
for and understood in terms of their impact,
which is difficult to do in real-time within
the B2B sphere.

Why?

In addition to the problems inherent with
looking at historical transactions, there are
other significant confounding variables in
B2B businesses such as:
= Contracting and negotiations
= Customization of the offer (for example,

a customer may value on-time delivery

more than the product itself)
= Poor data quality — one of our recom-

mendations and a key part of the jour-
ney is to cleanse data

These factors add multiple complexities
for B2B companies, which yield unique re-
sults at the customer and product level.

“Pricing sensitivity or pricing power
are more accurate terms that better de-
scribe the possibilities of enhancing B2B

pricing.”

“It is better to be roughly
right than precisely wrong.”

— John Maynard Keynes
Economist

Estimating Elasticity with Accuracy
There are two exceptions worth men-
tioning. It is possible to estimate elasticity
with a high degree of accuracy within some
B2C industries (e.g. retail, ecommerce and
travel). However, the black box algorithms
used by these industries, which rely on Al
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and machine learning, are just not practi-
cal for most B2B businesses. In fact, using
black box software is dangerous for most
B2Bs because their teams can't see the
data behind the results.

The only other exceptions | have seen
in B2B are commodities and parts. With
commodities | have seen elasticity predict-
ed accurately. The reason is that there is
substantially more data and a higher de-
gree of transparency which results in the
conditions required to more accurately
predict elasticity. To a somewhat lesser

degree the same can be said for the parts
business.

As you can see, using the term price op-
timization in a way that indicates precise
pricing accuracy or Al and machine learn-
ing is simply not practical for most B2B
companies. Pricing sensitivity or pricing
power are more accurate terms that bet-
ter describe the possibilities of enhanc-
ing B2B pricing.

Search for Pricing Power Instead
Measuring pricing power at the cus-

tomer and product level is very possible
for B2Bs to achieve with a high degree
of reliability. Just don’t fool yourself into
thinking that this is B2B price optimiza-
tion! What manufacturing and industrial
businesses need is value-based pricing
that uses sound pricing strategies and ad-
vanced analytics. This method helps iden-
tify price sensitivity (not elasticity), which
is realistic and achievable and will deliver
the lasting competitive advantage that B2B
executives are looking for. «*
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