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Price: The Longest Lever

A  P r o f e s s i o n a l  P r i c i n g  S o c i e t y  P u b l i c a t i o n

Two recent, well-executed studies of
the effects of price optimization
found remarkable results.
Improvements in price typically have
three to four times the effect on prof-
itability than do similar improvements
in either cost or volume. One study
found that a 1% improvement in price
increased operating profit by more
than 12%. 

So why are business leaders so
enamored with volume and cost?
Possibly because their customers
have taken control of their prices.
That control was largely ceded during
the hyper-inflation of the 1980s when
price lists became starting points for

Grow volume, control cost, or
optimize price—these are the
most common tools a company
has in its search for prof-
itability. Most companies
choose volume improvements
first. Optimizing price is the
least chosen strategy even
though it is often far more
effective.
This article outlines 12 key
steps for price rehabilitation.
For more information, please
contact Donna Crane at the
Business Navigation Group at
+1 859-581-6142 or
donna@biznavgroup.com

J a n u a r y 2 0 0 6

Page 1

Page 4

Susan S. Johnson, Editor
Eric G. Mitchell, Publisher
Dennis Bickel, Co Publisher
The Pricing Advisor Newsletter

Page 6

Grow volume, control cost,
or optimize price—these
are the most common tools
a company has in its

search for profitability. Most compa-
nies choose volume improvements
first. They “go for share” by lowering
price and packing in the volume to
boost revenues. To support the low-
ered prices, they often redouble
efforts to control costs. Optimizing
price is the least chosen strategy
even though it is often far more effec-
tive. 

The longer the lever, the less 
perceptible its motion.
- Henry David Thoreau

(1817-1862)
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less profitable products. The bottom
line improves but not one of those
moves provides value to a customer.

Profitability with diminished customer
value is not a recipe for growth.  

Your Finance leaders are not paid to
worry about differentiation tech-
niques, segmentation, market share
or competitive position. They are paid
to be your company’s staunchest
advocate for the “inside-out” view.
So, is the argument that you should
let the Marketers, your “outside-in”
team, grow you to profitability?  

Spin it Out
Profitable companies often have sub-
stantial market shares, so if we want
to be profitable, we need market
share, right? Quick, get the
Marketing guys on the phone.

While market share and profitability
are, indeed, often highly correlated,
neither has a causal relationship with
the other. Instead, both are symp-
toms of underlying business success.
Sustained competitive advantage
most often produces both. If your
Marketing (or Sales) crowd is crying
out to buy market share, tell them to
turn down the volume and get to
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negotiations and sales forces were
“empowered” to make pricing deci-
sions. Despite an extraordinary
change in economic circumstances
since then, including the creation of
on-line trading communities and auc-
tions, pricing power has essentially
remained with customers. 

Wrestling for pricing power with your
customers is not for the faint of heart,
especially when there are two other
tools out there that look much more
inviting: cost control and volume
growth. But neither actually works as
well. They just get better press and
have more spin. 

The Spin of In 
Controlling cost is not a bad thing.
Cost is on the inside where we can
do something about it. When a com-
pany gives its Controllers all the con-
trol, costs are cut. But far too often,
so is the company’s value proposition.
We cut travel expenses, lay off per-
sonnel, reduce hours and eliminate

work building value for your cus -
tomers.

Building Customer Value
Value is the key to sustained compet-
itive advantage. That is no big revela-
tion there, except many business
leaders are confused about what
value really is.

Value is not what the market will
bear, or what customers are willing to
pay or some cost-plus calculation. It
isn’t ROI, brand identity, close rates
or time-to-market. To be sure, these
all have value; just not to your cus-
tomers.

Value is an outside-in perspective. It
can’t be viewed from your board
room or your staff meetings. It isn’t
lying around in your Marketing
department just waiting to be printed
up into a brochure. So, what is it?

Value is the monetary worth of the
benefits your customers receive from
using your product versus somebody
else’s.

Yes, this is the economist’s definition
of value, the same guys who, if all
laid end-to-end, would point in every
direction. But it is the only definition
that will lead to profitability and
increased market share. And it’s not
as hard to operationalize as you
think.

Nothing and Everything to
Do with Price
Right off the bat, this definition looks
hard because the stuff that has to be
measured either lies with the cus-
tomer or the competitor. But the hard
work of understanding what to meas -
ure and how to do it effectively can
mean the difference between profit
and loss. This is particularly the case
in business-to-business commerce
where the measurement of customer
value is often clearly visible. Let’s
look at a simplified example.
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Give me where to stand and I
will move the earth.

- Archimedes (c. 287-203 BC)
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Macrohard makes a software pack-
age for colleges that registers stu-
dents for classes. It has a price of
$1,000. Macrohard came up with that
price by taking the number of person-
years it took to write the software,
multiplying by the cost of one aver-
age person-year, adding 10% profit
and dividing the result by the number
of expected purchasers over the
product’s expected three year life on
the market. If they sell a copy to

each one of the company's expected
purchasers, the company thinks it will
make money.

Macrohard’s brochure for its product
talks about the company's long and
vibrant history, its impressive cus-
tomer list and the product's features
and functions. It says that the product
can have more simultaneous users
than any competitive product and
that its mean time to failure is the
best in the industry. It also points out
that an independent industry testing
organization gave it a four-star rating.

That's great, but most customers
base their decisions to buy on entire-
ly different criteria. 

One typical customer figured out how
long it took—without Macrohard’s
product—to register students and
how satisfactory the results were to
students, professors and administra-
tive staff. These results were translat-
ed into hard dollars. The college
found that a student had to wait in at
least three lines for a total of about
four hours to register for all of his or

her classes. There was also a 20%
chance that one or more of the class-
es desired were unavailable. The
resultant student (and parental) com-
plaints cost the college at least two
matriculations per semester. Each
was worth $18,000 over the course
of the year it took to replace those
students. With the Macrohard prod-
uct, this could be cut by 45%. The
savings would be $16,200. 

Further, last minute additions to the
teaching schedules cost another
$25,000 per semester in additional
hires. Finally, the administrative staff
needed to move all the paperwork
around came to another $7,000.
Macrohard's product looked like it
may reduce this by 45% also.
Another $14,400 would be saved. 

The value of Macrohard's product to
the college is $30,600 ($16,200 +
$14,400) less the time spent by an IT
employee to learn and maintain the
product and the hardware and facili-
ties to run it. Let's say this is $5,000,
making the total value to the college
about $25,000-each semester. The
product has a reasonable life of three
years. That's $150,000 in value to the
college. Macrohard's price of $1,000
asked the college for only a .0067%
share of the value the product gener-
ated. Quite likely, the college would
have paid more.

Understanding value from a cus-
tomer’s vantage point will often open
up avenues of opportunity for price
optimization. Setting price to reflect
some reasonable sharing of the
value created, like the example
above, is only one. 

Welcome to The Price is
Right! 
Smart pricing doesn’t have to mean
price hikes. Smart pricing more accu-
rately aligns your product prices with
the value expressions of your cus-
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Dog-Gone Value
A guy is driving around and he sees a sign in front of a house: “Talking Dog
for Sale.” He rings the bell, and the owner shows him the dog.   

“You talk?” he asks. 

“Yep,” the dog replies. 

“So, what’s your story?”

The dog looks up and says, “Well, I discovered that I could talk when I was
pretty young, so I told the CIA about my gift, and in no time they had me jet-
ting all over, sitting in rooms with spies and world leaders, because no one
figured a dog would be eavesdropping.   

But the jetting around really tired me out, so I signed up for a security job at
the airport wandering near suspicious characters and listening in. I uncov-
ered some incredible dealings and was awarded a batch of medals. Now
I’m just retired.” 

The guy is amazed and asks the owner what he wants for the dog.   

“Ten dollars.”

The guy says, “Why on earth are you selling him so cheap?”

“Because he’s a liar. He didn't do any of that stuff.”



But The Long Tail doesn’t only apply
to e-Commerce. Just ask Barry
Schwartz who, in his 2004 book The
Paradox of Choice: Why More is
Less, found 175 varieties of salad
dressing, 275 varieties of breakfast
cereal and 360 types of shampoo,
conditioner and mousse in his local
supermarket. Coca-Cola started as a
one brand company: it now has
around 400. The Long Tail applies
equally in cyber space as it does to
shelf space.

In Australia, the low-fares airline
Virgin Blue provided one of the best
examples that pricing is transfer-
able. During the year, it took the
humble pub happy hour and put it on
their website, selling $1 airfares to
mystery destinations between 12:00
– 13:00hrs. 

Reed Hastings is a man who under-
stands both the transferability of pric -
ing and the concept of The Long Tail.

Jon Manning reviews some
of the developments and
milestones from the world
of pricing (both good and
bad) that caught his atten-
tion in 2005.
This article is from the
Wiglaf Journal and can be
found at 
www.wiglafjournal.com.
Manning is the founder and
principal consultant of
Sans Prix Pty Ltd. an inde-
pendent Strategic Pricing
Consultancy based in
Melbourne, Australia. He is
a frequent speaker at pric-
ing conferences and educa-
tional institutions across
the Asia-Pacific region, and
is a frequent contributor to
PPS. Email him at
jon@sansprix.com.au

The Pricing Year in Review and
Trends to Watch in 2006 

The most important pricing
concept to emerge in the last
year has been that of The
Long Tail, the title of an arti-

cle written by Chris Anderson, Editor-
in-Chief of Wired Magazine. It is a
powerful article on the importance of
focusing on the thousands of niche
products that a company sells infre-
quently (and their price!), rather than
the one or two blockbuster products
that sell in large volumes, often for a
short period of time.

Much of the discussion about The
Long Tail to date has revolved
around the ability of the internet to
aggregate inventory without the limi-
tation of shelf space, and how this
facilitates a shift from a mass market
to a niche market approach. It has
many implications for the world of
pricing, such as challenging the use
of ‘average pricing’ and Vilfredo
Paretos’ 80:20 rule.
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3. Estimate the value to them
(remember: it is better to be roughly
correct than precisely wrong.)

4. Dig into the structure of your pric-
ing; do your “scorekeeping” units
make sense to your customers?

5. Look over the level(s) of your pric-
ing for, say, volume discounts that
have gotten out of whack with reality.

6. Look for opportunities to bundle;
particularly in new segments.

7. Look for opportunities to unbundle;
particularly with customers who claim
not to be persuaded by “value”.

tomers. How many different kinds of
customers do you have? In how
many ways do they use your prod-
ucts? In the answers to these ques-
tions you will find opportunities for
price optimization. 

The 12 Steps to Price
Rehabilitation
1. Segment your customers (and
prospects) into groups with similar
uses for your products.

2. Understand exactly how each seg-
ment uses your products.

8. Think through your competition’s
reactions to changes you are consid-
ering.

9. Then think through your cus-
tomer’s reactions to both your
changes and those that competitors
might make in response to yours.

10. Think through the implications for
your brand.

11. Remember that there can be only
one “lowest cost” supplier, but sever-
al “best value” suppliers.

12. Listen to your customers… and
your not-yet customers. r
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Getting stung $40 in overdue fees,
he wondered why the DVD rental
business didn’t operate like health
clubs, offering unlimited visits for a
fixed price per month. Netflix has an
inventory of around 25,000 titles,
compared to 3,000 in a typical
Blockbuster store. And while this
David of a business still competes
against Blockbuster, it did, during
2005, defeat a Goliath, in the form of
Wal-Mart. 

Unfortunately, pricing disasters are
still occurring from time to time. The
famous philosopher, Anon, once said
that “Making mistakes isn’t stupid.
Ignoring them is.” Fifteen percent of
gas stations in the US learned the
hard way during 2005: when gas
prices hit $3 a gallon following
Hurricane Katrina, they discovered
that their bowsers [gas pumps] could
neither display prices above $3 a gal-
lon, nor could they charge more than
$99.99 for the total purchase. Thirty
years earlier the same problem had
occurred: in the 1970s, when prices
hit $1 a gallon, it was discovered
bowsers could only display a maxi-
mum price of $0.99 a gallon. 

But perhaps the best [sic] pricing dis-
aster that caught my attention over
the last year involved Argos (a UK
catalogue & High Street retailer).
Over the August Bank Holiday long
weekend, Argos advertised a TV and
DVD player for £0.49 instead of
£350. The company website took
10,000 orders, thousands of which
had money deducted from their bank
account, an error that would have
cost them almost £3.5mill if honored.

Like pricing disasters, price wars
don’t seem to go away either. Price
War of the Year would have to go to
the US automobile manufacturers,
Ford, General Motors & Chrysler,
who over the summer, offered any-
one employee discounts. What do

Merger & Acquisition activity increased in most parts of the world
during 2005, and post-M&A pricing opportunities became an 

increasingly important area of work for the pricing professional.

these companies do next? I suspect
we haven’t heard the last of this price
war, as the business schools start
writing their case studies on the
topic.

Merger & Acquisition (M&A) activity
increased in most parts of the world
during 2005, and post-M&A pricing
opportunities became an increas-
ingly important area of work for the
pricing professional. Symantec, who
recently merged with Veritas, admit-
ted during the year that it would take
at least a year before the company
could really see any post-merger
pricing synergies. One company pre-
dominantly uses single user and site
user pricing models, and the other
tends to use CPU-based pricing
models. The motto of the story is that
a pricing evaluation has to become
an essential component of an M&A
due diligence process. 

And finally, for those of you who may
indulge in an occasional game of
Trivial Pursuit, a couple of useless
bits of pricing trivia for you:

l Dell Computers can see a
change in customer behavior lit-
erally within minutes of changing
prices on their website, and; 

l The ink for an HP color printer is,
by volume, more expensive than
Vintage 1985 Dom Perignon. 

Is your organization a Long Tail com-
pany? Do you use average pricing, or
the 80:20 rule excessively? Are there
pricing models you can transfer from
another industry or company to your
own? Do you have a flexible pricing
system, and quality and integrity con-
trol procedures around the distribu-
tion of your prices? Do you have a
strategy to fight a price war if one
broke out in your industry? Have you
done your pricing due diligence on
that company you’re thinking of tak-
ing over? Resolve to seek answers to
these questions in 2006. r
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A good balance between channels is
often difficult to achieve as many fac-
tors affect it. Dealer consolidations
and new emerging distribution alter-
natives are examples. These new
alternatives may be seen by man-
agement as a good way to increase
revenue and at the same time reduce
costs to serve, but often things can
be very different.

Channel Price Clouds
Typical price clouds, normally used to
identify price differences between
customers and its relation with vol-
ume, can help to identify these
changes. Let’s see this in a practical
example (below).

In a typical price cloud, as we often
see in many companies, prices are
scattered around the graph with little
relation to volume. It is a common
assumption that a lower price will
automatically create higher volumes
and vice versa. But volume is not
only a function of price. A channel
and segment look to this price cloud

Hybrid distribution models
are common in most com-
panies, but the use of differ-
ent distribution channels

can easily result in channel conflicts.
Pricing should be well balanced
between channels in these mixed
distribution models. If this is not the
case, the consequent channel con-
flicts may contribute to value destruc-
tion, as ineffective pricing can favor
specific channels leading to changes
in the channel mix. 

If managed effectively, pricing can be
a powerful tool in channel manage-
ment. Equivalent channel pricing
(ECP), is a good way to manage
channels to our advantage, allowing
us to capture the full value potential
of our channel strategy. Let’s see
how we can implement ECP.

shows that there are more elements
in the price/volume equation. 

With the segments and channels
clearly visible through different col-
ors, we can identify certain clusters. 

Let’s first look at the difference
between customers in segment A and
B. The first ones (triangle dots),
despite having on average higher
prices than segment B, realize much
higher volumes. The reason is that
the value proposition in segment A
works very effectively as those cus-
tomers are willing to pay a higher
price for the product. To the contrary,
customers in segment B (round dots)
perceive the products as a commodi-
ty and prices are on average lower
than in segment A. Note that only a
few customers, with low volumes,
pay a higher price than customers in
segment A. Customers in every seg-
ment have different requirements and
may value products in a different
way. 

The use of different distri-
bution channels can easily
result in channel conflicts
within companies. Pricing
should be well balanced
between channels in these
mixed distribution models.
Otherwise, channel conflicts
may contribute to value
destruction, as ineffective
pricing can favor specific
channels leading to changes
in the channel mix.
Author Rafael Farrés is
Head of the Pricing Office
at Agfa. He can be reached
by email at
rafael.farres@agfa.com 

How Pricing Can Be Effectively Used
to Improve Channel Management
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To What Extent Has This
Strategy Created Value? 
To answer this question we need to
evaluate other elements. Since cost
to serve is one of the arguments for
the change in distribution, we should
look at the balance between it and
price. Considering both will give us
an indication of the profitability per
channel. This is what we mean by
ECP. Equivalent Channel Pricing
should avoid the destruction of value,
maintaining a fair balance between
the different alternatives in our distri-
bution strategy.

To do so, we need a comprehensive
understanding of our costs to serve
per channel and the real competitive
advantages that every channel offers.
This can be done by analyzing the
sales process in detail and evaluating
the costs per channel of the different
business processes.

In the table below, the different seg-
ments and channels are described in
detail and the costs to serve (for the
supplier) are calculated as percent-
age of turnover. These costs to serve
are calculated based on the activity
per segment as defined by specific
process KPIs. We chose the number
of visits per rep to define the cus-

Segment A is more complex to serve,
requiring a much closer contact with
the manufacturer. Segment B was
easier to serve, with significant com-
petition between dealers, reducing
the market price. This had an effect
also on their direct customers. As
competition between channels
increases, more customers are
approached by the different dealers
and prices are gradually reduced. A
different channel strategy with less
competition between dealers and
direct sales for the B segment would
have allowed the supplier to achieve
higher prices without loss of volume. 

On the other hand, as seen in the
bottom of the graph, there are signifi-
cant price differences between the
traditional dealers and the new deal-
er channel. See the differences
between the round and square dots.

Consolidation in the distribution chan-
nel initiated this change. The new
consolidated dealers gained critical
mass and this was an opportunity for
the supplier to reduce the cost to
serve by refocusing on this channel.
From this business switch to these
dealers, costs to serve can be
reduced, but the average selling
price will decline also. 

tomer acquisition costs, number of
calls received in the call center for
the ordering process, the number of
deliveries for the shipping costs, the
time spent by the application engi-
neers for the product support cost
and number of invoices for the invoic-
ing and credit collection costs. The
average cost per unit of measure-
ment gave us an indication of the
overall cost per process in the differ-
ent segments (or channels) as a per-
centage of sales. 

Customers in segment A were more
demanding in terms of product sup-
port, which gave the supplier a differ-
ential advantage. However, overall
costs to serve are similar in both seg-
ments. The higher product support
costs in Segment A are compensated
by lower acquisition and delivery
costs, as average turnover per cus-
tomer is higher.

But let’s see what happens with the
dealers. The new dealer channel,
which was created through consoli-
dation, did offer the supplier the pos-
sibility to reduce costs to serve.
These new dealers, with increased
critical mass, were able to streamline
their activities and improve opera-
tions. Introduction of EDI ordering
could help the supplier to reduce call
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segment. Consequently, a substantial
part of our profitable business in the
traditional dealers and segment B did
move to the new dealer channel,
delivering substantially lower mar-
gins. At the same time this increased
the price competition in the market,
influencing reactions from other com-
petitors.

The business in segment A, more dif-
ficult to serve, is the only one that
has remained stable over time. In
Segment B the existing dealers have
gone down, which has contributed to
an overall price reduction from an
average of 89 to 82.

The price reduction was not compen-
sated by equivalent reductions on the
costs to serve, resulting in a net mar-
gin reduction.

center requirements. More effective
warehousing and delivery by out-
sourcing logistics was also attractive
as the supplier could also reduce the
costs to deliver them. It is legitimate
whenever new dealers try to exploit
the added values of their new busi-
ness model. The problem was that
the price advantage the supplier
gave them was too high, giving the
new channel an additional price
advantage. 

The Impact on the Channel
Mix
Channels share the same customers.
If one of the channels is favored by
our pricing it may grow against a
profitable channel, thereby reducing
our overall margin. Although you may
reduce your costs to serve, this
reduction may not compensate for
the price reductions and the decline
of business in the traditional channel.
A clear and well-balanced price poli-
cy per channel is therefore essential.

You can see this in the graph above.
The new channel could use its price
advantage to attract the business
from the traditional dealer channel
and even in our direct sales in the B

When changes in the distribution mix
start to take place, we need to do a
detailed analysis of its potential
impact on our business. New emerg-
ing channels may offer us growth and
cost reduction opportunities, but at
what price cost. 

To anticipate these changes and
avoid value destruction, before prices
are effectively reduced you need to
compare price margins with costs to
serve. This is what we mean by ECP.

In the graph below you can compare
the costs to serve in the different
segments and channels and the price
per channel. The costs to serve in
percent of sales as defined before
and the price per channel are used to
calculate the channel margin. 

You can clearly see the imbalance
between the existing and the new
channel. Costs to serve are lower,
but not enough to compensate the
price difference between 75 and 66.
A price of 72.0 € to the new channel
would have secured the same margin
in both channels. Even when the new
dealers overachieve with their new
value proposition, and achieve signifi-
cant growth, our margins will not be
affected.

The implementation of ECP will not
stop changes in distribution. New dis-
tribution models with innovative ideas
should be welcome, but allowing
them to compete in equal terms will
strengthen our distribution model. r
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