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Your company’s senior manage-
ment understands the bottom-
line value of strategic pricing. 
Many executive teams entered 

2006 with price management as a high-
priority objective. And there is no short-
age of software providers, industry ana-
lysts and consultants to assist with the 
development of an effective pricing strat-
egy. But vetting their credentials and 
working through their proposed meth-
odologies are no small tasks.

You’ve read their brochures, attended 
their webinars and rolled your eyes at 
their presentations. Software provider 
or consultant, each has a different plan 
of attack for developing and executing 
a pricing strategy. And each offers some 
secret sauce they think will distinguish 
their offering from the others. But really, 
what are your choices? And how do they 
differ? A quick review of the leading pro-
viders of pricing assistance suggests you 

have three major categories of methodol-
ogies from which to choose. And maybe 
you should start there to sort out what 
fits your organization’s price manage-
ment objectives. You do this because it’s 
the methodology that will give you some 
clue about the underlying pricing philos-
ophy at work. 

Pricing philosophy? Are we going all 
sit-around-the-campfire-and-sing-Kum-
baya on you? Hardly. But, just like any-
thing else in business, where you stand 
depends upon where you sit. And a bet-
ter understanding of where your pricing 
provider’s behind is firmly planted will 
help you make better use of his recom-
mendations.

The B-School Chart 
Often the consultant’s choice, the B-
School Chart, is an old standard. You’ve 
seen this one a lot: X and Y axes, and 
four cells with the pricing scheme they 

Don’t even think about creating a 

pricing strategy before determining 

your product’s value — to your cus-

tomer and your customer’s customers. 

Without this critical insight, devel-

oping an effective pricing strategy 

may end up being not so effective, 

especially for you, the vendor. This 

article was written by Dennis and 

Donna Crane, from the Business 

Navigation Group. Dennis can be e-
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propose for you squarely positioned in 
the upper right strategic quadrant. 

This mathematics-laden pricing ap-
proach usually comes with a breathtak-
ing array of arcane statistical tools: cor-
relation coefficients, two-way ANOVAs, 
chi-squared distributions and asymp-
totic biases. Graphs gone wild. And, of 
course, the methodology is conveniently 
supported with a 2-inch-thick deck of 
PowerPoint slides. It looks like your con-
sultant held a contest for Most Obscure 
Chart, and your project is a collection of 
winning entries from each of the newly 
minted MBAs working on your account. 

Seated firmly at the right hand of the 
god of ivory tower-ism, the consultant 
often stands in a sea of sophisticated ob-
scurity. Your customer is quite unlikely 
to know, value or care about the p-hat of 
your pricing schedule.

The Prescription
A favorite of most software providers, 
the prescription looks a little like the B-
School Chart with verbs. Make pricing 
visible. Make pricing optimal. Make 
pricing actionable. You can almost see 
the software program’s toolbar running 
across the top of your screen. On the 
Action menu, point to Price, and then 
click Optimization. For the softer-
science types among their prospects, 
software vendors often hook three or 
four amorphous shapes together with 
arrows to suggest integrated, dependent 
relationships. 

The text is generally a simplified pre-
scription like: align-structure-rollout-
manage. Or analyze-plan-execute. Just 
be sure to get that prescription filled 
with standard IT medication: scalabil-
ity, 100% Java, meta-driven architec-
ture, fully extensible objects, seamless 
integration and J2EE compliance. While 
most side effects are mild, some serious 
complications, like blurred vision, nau-
sea and lowered profitability, have been 
reported. Take for seven months or until 
the next budget cycle, and call me in the 
morning.

The Recipe
Maybe what you need is just the recipe. 
Simply follow the cookbook, measure 
carefully and out comes a fully baked 
pricing strategy. How hard can it be, 
anyway? Here’s a favorite (and yes, this is 
an actual offering): 
1. Develop marketing strategy 
2. Make marketing mix decisions 
3. Estimate the demand curve 
4. Calculate costs 
5. Understand environmental factors 
6. Set pricing objectives 
7. Determine pricing

Well, duh. If you already knew how to 
do all of these things, you wouldn’t be 
looking for help, right? We think this 
vendor’s seven steps need a few more:  
8. Measure with a micrometer 
9. Mark with a crayon 
10. Cut with an axe

More entertaining than his, and just 
about as useful. 

With Help Like This, Who 
Needs Customers?
You can pick any of these methodologies, 
really. (OK, the recipe for setting prices 
based only on costs should raise even 
the hackles of those who wear green eye 
shades to bed.) No methodology has 
any inherent advantages, and none is the 
answer, despite the vendor’s promises 
to the contrary. Actually, all of them 
are incomplete. None has a quadrant 
or a step or an arrow pointing to your 
customer — the real secret sauce. 

Forget the models, the graphs and the 
beta coefficients for just a minute and 
go talk with your customers. About 
value. For insight before you determine 
price and for the implementation strat-
egy after the prices are set. Getting your 
customers and prospects to understand 
the value your product creates for them 
is a critical key in the development of ef-
fective pricing:

§	How does your customer actually use 
your product or service? 

§	And what value does that create for 
his company and its customers?

§	How reasonable is it to ask for a por-
tion of that value as your price? 

Demand elasticity and Pareto optimiza-
tions won’t give you the depth or rich-
ness of a candid discussion about value 
with your customer — or the strategic 
insights. Don’t throw that fancy meth-
odology out; just sandwich it between 
layers of customer dialog about value. It’s 
the only recipe for pricing success.

Initiating value conversations doesn’t 
have to be difficult or uncomfortable. 
With the right tools, your company can 
engage in candid value dialogs with cus-
tomers and prospects. And have serious 
discussions about the portion of value 
you should keep as your company’s fair 
share.

What’s a Value Dialog? 
First, here’s what it isn’t. A value dialog 
is not a conversation about cost. This 
is pretty important because your 

While most side effects 
are mild, some serious 
complications, like 
blurred vision, nausea 
and lowered profitability, 
have been reported. 
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customer is predisposed to have that cost 
conversation. He hears it from all the 
industry analysts/pundits — Gartner 
Group’s Total Cost of Ownership and 
Forrester’s Total Economic Impact — 
not to mention every software vendor 
he’s ever spoken with. These views of 
pricing are heavy on cost and light on 
economic value, nomenclature aside. 
This is especially true of information 
technology vendors where the ROI 
calculation has become the new pseudo-
analytic tool of choice. Software 
vendors are fond of showing prospective 
customers that under some average 
or typical conditions, implementing 
their software can lead to a direct cost 
savings that will cover the software 
license fee in some specified period. 
But many software implementations 
require fundamental changes in the 
way a company and its trading partners 
conduct business. Infrastructure 
software, by itself, does not bring about 
those kinds of changes. 

So, whose ROI is it, anyway? Can you 
really give responsibility for your ROI 
away to an enterprise software vendor? 
Nevertheless and with growing frequen-
cy, business and IT managers ask tech-
nology vendors to “justify the expen-
diture” or “demonstrate the ROI” for 
their particular hardware, software or 
service offering. So, by now, your cus-
tomer is pretty adept at Liar’s Poker. He 
knows that first ROI claim never stands 
a chance. 

A value dialog is not an asymmetric dis-
cussion — that’s a negotiation. “Show 
me the hard cost savings” is the stuff 
of price negotiations. “Understand the 
benefits” is the basis of a value dialog. 

Does your product or service have an 
impact on a high-priority business ini-
tiative in your customer’s environment? 
For example, does your customer have 
an innovation initiative, or one to speed 
time-to-market, improve quality, target 
a new segment or shorten the sales cycle? 
After all, he isn’t considering your prod-
uct because it’s nicely packaged, comes 
with a money-back guarantee or can 
handle 100 simultaneous users. But he 

is interested in your product because it 
might play a role in advancing his larger 
initiative. And the relevant question isn’t 
before and after but with and without. 
The before and after comparisons will 
lead to discussions about cost; with and 
without comparisons will lead to value 
dialogs. For example, with your product, 
does time-to-market shrink? Yeah? So, 
by how much? Wow, two weeks, huh?

Quantifying the savings that result 
from getting to market two weeks ear-
lier — and your product’s role in that 
— can begin to uncover the real value 
you create for your customer. Value 
creation, of course, is what your product 
is all about. Value capture is what your 
pricing should be all about. Capturing 

your fair share of the value you create for 
your customer. So what, exactly, is your 
fair share?

All’s Fair in Love and War — 
But How About in Pricing?
Hey, that’s not fair! Well, life’s not fair, 
either. And on top of that, the definition 
of fair isn’t up to you. At least not in 
pricing. 

The definition of fair share in pricing 
can be thought of as the inverse of ROI. 
Consider the typical ROI (or TCO or 
TEI) story from a vendor. If you buy 
and use my product, you’ll get a 400% 
return on your investment. Let’s boil 
that one down a bit. The vendor is say-
ing that if you spend $1 on his product, 
you’ll get $4 of net benefit. So his prod-
uct creates $5 of value. And you get to 
keep 80% of that. He keeps 20% as his 
fair share. Does that sound fair to you? 
Compared to what?

Well, the reality is that fair share is 
usually more than fair to the buyer. A 
whole host of reasons contributes to this 

— competitive pressures, a desire to buy 
market share and asymmetric informa-
tion about the product’s value in actual 
use are the common culprits. 

How many product plans have been 
built assuming that the seller will cap-
ture a fair share approaching 50%? 
Small wonder why so many products 
— and businesses — fail. Like beauty, 
fair share is in the mind of the behold-
er. And like the old aphorism, it’s also 
a pretty one-sided deal. So, how do you 
even up the sides, at least a little, in the 
fair-share game? 

Fair Share Is Tough Enough 
to Define, Let Alone Capture
But it’s the definition that really is 
the key here. And that’s why you have 
to have that value dialog with your 
customers — before prices are set. You 
need to play a part in the definition of 
beauty … or you will end up settling for 
far less than almost anybody’s definition 
of fair.

Let’s look at a real-world example. Posti-
ni is a leading provider of e-mail message 
management solutions for companies 
large and small. Their pricing for large 
companies works out to about $10 per 
year per user. How fair is this price? And 
how would we know? 

Postini says it can filter out more than 
95% of spam and junk mail. Let’s be-
lieve them. And let’s also say that in a 
large company, that might save every-
body one hour per week. At $50,000 
annual salary per employee, that’s worth 
about $25 per week, or $1,250 annually. 
That makes Postini’s price of $10 less 
than 1% of the total value they create. 
The buyer gets to keep 99%! How did 
this happen?

First, Postini entered a market in which 
both value and fair share were already 
defined. They got to say very little about 
how beautiful they really are. Competi-
tion for Postini exists in several forms 
— and one of them is an open source 
application. This little appellation is the 
software service provider’s worst night-
mare — most buyers think this means 

Like beauty, fair share 
is in the mind of the 
beholder. 
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free. On top of this, most buyers place 
little value on their employees’ time. 
Saving it isn’t perceived as a big deal. 
Those $50,000-per-year employees are 
salaried, and they’re just going to work 
until whatever it is I want done gets 
done. Adding to this conspiracy are oth-
er sellers who have been extremely ag-
gressive to buy share. One always needs 
to keep in mind that not all competi-
tors are rational. Especially in the world 
of venture-funded — and managed — 
companies. When your goal is a quick 
flip, profitability can be a second-order 
priority. 

So, how could you possibly define fair 
share a little more fairly in a world like 
Postini’s? Well, certainly, there are cus-
tomers for whom saving an hour per 
week is a big benefit. Possibly, they are 
customers who sell what they offer to the 
marketplace by the hour: lawyers, ac-
countants, consultants and professional 
services providers. Fair share is, indeed, 
in the eye of the beholder. And effective 
segmentation of all those eyes is one of 
the secrets to its definition.

Of course, there are others. Spam and 
junk-mail filtering probably aren’t on 
the critical path for production quality 
or the order-ship-bill process or time-to-
market for most companies. But your 
product might be. If your product is 
closer to the critical core workings of 
your customer’s business, you are likely 
to do a little better at re-balancing who 
gets what share of fair. But you won’t re-

ally understand how critical your prod-
uct is to your customer without a can-
did dialog about the value it creates in 
your customer’s own environment. Nor 
will you see the other drivers of value for 
your customer, let alone some of the nu-
ances that can dramatically increase your 
margins. Nuances?

Dancing with Your 
Customers
They say that Ginger Rogers did 
everything Fred Astaire did; she just did 
it backward and in high heels. What 
she did was harder and less visible to the 
audience. But Ginger won an Oscar, and 
Fred didn’t. Backward and in high heels 
is a good approximation of how you — 
the seller — need to approach that value 
dialog. The one that will define your fair 
share of the value you create. 

A recent industry analysis showed that 
nearly 70% of all profits generated by all 
publicly traded software vendors accrued 
to just three firms. What’s going on with 
the rest of those guys? Well, they cer-
tainly are not dancing for profit. Perhaps 
they are two-stepping for market domi-
nance, scale or highly leveraged gross 
margins to attract additional investment. 
Whatever … but in the meantime, their 
customers are keeping the vast majority 
of the value their innovations created. 
And software companies spend gobs of 
money on innovation. What would hap-
pen if they spent just a little of that on 
innovative ways to capture more of the 
value they create? 

The created value a 
company offers on the 
market usually can be 
observed and/or de-
termined for both a 
specific customer and 
with respect to spe-
cific alternatives. This 
is the easy part. The 
perceived value is very 
often not aligned with 
the created value. 
Sometimes the per-
ceived value is signifi-
cantly higher — par-
ticularly for luxury 

goods. And very often, it is quite a bit 
lower. Those little packets of ketchup 
at fast-food restaurants are perceived as 
“free,” but tell me you’d buy French fries 
there without it. But it’s the admitted 
value where the real action is. 

How many times have you heard busi-
nesspeople say, “We’re leaving money on 
the table”? Of course, seldom is there ac-
tually money left on any table anywhere. 
It’s either in the wallet of the buyer, the 
seller or the competition. 

This expression is most often an admis-
sion that the seller is not getting his fair 
share of the value created. Usually be-
cause the buyer will not admit to the val-
ue. That admission takes work. Actually, 
it takes hearing voices. The voices in the 
market itself — your customers’ and the 
customers’ you lost. The voices in your 
company are important, too. What did 
those guys originally think the customer 
would like about this product? And fi-
nally, those voices that are all chattering 
away at your customers — both yours 
and your competitors’. 

You will need to listen closely. And fol-
low with the dexterity of Ginger and her 
dancing feet. Or you won’t really hear 
much about admitted value. Here’s why: 
The voices inside your company are 
usually much louder than the others. 
And they are often more concerned with 
tap-dancing around schedules, quarterly 
goals and bonuses than dancing with 
customers. 

Discussions about admitted value — 
what it’s worth to your customer — of-
ten start with understanding whether 
your customer would take the product 
if you gave it to him or her. Most would 
say yes. Well then, what would they do 
with it? Can you quantify that? If you 
can, you are on your way to eliciting an 
expression of admitted value. A good 
start. You’ve just asked your customer 
for this dance. Now get out there and 
try to follow his moves. Do so early, 
often, candidly and clearly. There’s prob-
ably value in it. 
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“Take care of the pennies, 
and the dollars will take 
care of themselves” is 
the underlying philoso-

phy of the price waterfall concept. The 
price waterfall helps an organization to 
increase profit by identifying and plug-
ging price leakage at the deal/transaction 
level. 

Before we go any further, it is essential 
to understand the power of pricing. A 
2% price increase, on average, leads to a 
15% profit increase for FTSE 100 com-
panies. Exhibit 1 shows that this ranges 
from 5% to over 100%. Achieving a 2% 
price increase is ambitious, but possible. 
In most organizations, stopping the price 
leakage during price implementation 
will itself be sufficient to achieve these 
results. This article focuses on the price 
waterfall, a key methodology to stem 
price leakage.

Plugging the Profit Leakage — Role of a Price Waterfall
What Is a Price Waterfall?
The price waterfall provides a measure 
of the achieved net and pocket prices, 
and not just the price that is printed on 
the invoice, against defined target prices. 
This is done by gathering, organizing 
and synthesizing price and cost-related 
data. It can be pictorially represented 
as shown in Exhibit 2, on the next 
page. The price waterfall enables the 
organization to achieve the best price in 
every transaction by identifying leakage 
at different price levels, i.e., list price, 
invoice price, net price, pocket price and 
pocket margin. 

How to Implement a  
Price Waterfall

(A) Preparation Phase
A price waterfall should be developed 
and implemented by an inclusive project 
team, made up of marketing, sales and 
finance. This is essential, as input will 
be required from all these functions, 
and they will all have to work with the 
waterfall. Whether the IT function 
should be part of the project team or 
not depends on the impact of the price 
waterfall system on the company’s 
software system. The duration of a price 
waterfall project depends on several 
aspects, such as the current pricing 
system, data availability and the change 

management efforts required. Our 
experience tells us it usually takes at 
least one year from concept development 
to the final implementation. Hence, a 
team that can work well together and is 
accepted across the organization needs to 
be selected.

(B) Concept Development Phase
The concept development consists of two 
main parts: identifying the main goals 
of the price waterfall, and developing 
the waterfall structure, including the 
definition of the waterfall elements.

We observe that many companies make 
the mistake of setting up a price water-
fall system without being clear on the 
goals. This can lead to the problem that 
after implementation, organizations real-
ize that important information cannot 
be measured, because the price water-
fall elements are not defined in the ap-
propriate way. The major goal of a price 
waterfall system should, of course, be to 
identify and eliminate profit leakages. 
Secondary goals can be segmenting cus-
tomers based on profitability, developing 
service strategies based on cost to serve 
or developing new performance mea-
sures for the sales force based on trans-
action profitability. One of our clients 
defined the goals of its price waterfall 
system in the following way: “To de-

With pricing’s power to significantly 
affect your bottom line, it is 
important to spot — and stop — 
price leakages at every price level. 
By implementing a price waterfall 
system, your company can not only 
maximize pricing efficiency, but 
also achieve higher profits, better 
pricing control, improved planning 
and more flexibility for value-
based negotiation. This article was 
written by Stephan A. Butscher 
(stephan.butscher@simon-kucher.
com), Harshavardhan Ramanan 
(hramanan@simon-kucher.com) 
and Clemens Oberhammer (clemens.
oberhammer@simon-kucher.com), 
all of whom work for Simon-Kucher 
& Partners Strategy & Marketing 
Consultants. This article is reprinted 
with permission from the March 24, 
2006, CEO Journal.

Exhibit 1: The Power of Pricing
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velop a disciplined process of determin-
ing which products and services should 
be offered to which customers, at what 
prices, through which channels, in order 
to maximize profits and maintain the 
existing customer base.” This example 
shows that the price waterfall system 
can be used to connect different goals. 
Since the goals determine the structure 
and granularity of the price waterfall, it 
has to be clear and agreed by all project 
stakeholders. 

The overall structure of the price water-
fall then needs to be determined, i.e., 
which price and cost elements should be 
part of it and how they should be de-
fined. While this will differ by compa-
ny, we have found the following general 
structure useful:

Every price waterfall should start with 
the list (or gross) price. Even if a com-
pany does not use it for its customers, 
it should define a list price internally to 
make the pricing process more struc-
tured and internally transparent. The 
list price should reflect the overall prod-
uct value, product strategy and competi-
tive strength, and should take into ac-
count the discounts and rebates granted 
and the standard services given away for 
free. Based on our experience, market-
ing should own the process of setting list 
prices; but to ensure that internal exper-
tise is fully utilized, sales input should 
also be taken.

Currently, most companies manage the 
invoice price, which equals the list price 
minus on-invoice discounts (discounts 
mentioned on the invoice). It does not 
reflect the true worth or profitability of a 
transaction, as it does not take into ac-
count off-invoice discounts (discounts 
not mentioned on the invoice) and cus-
tomer-specific costs (e.g. additional 
transaction cost due to small lot orders). 
However, invoice price should still be 
an element of the price waterfall be-
cause sales teams usually negotiate the 
invoice price with the customer, and 
only when they see the invoice price as 
an element can they follow the ratio-
nale of a price waterfall.

To ensure that all discounts are reflected 
by the price waterfall, the business units 
have to define all on-invoice and off-in-
voice discounts they want to use. For 
optimal control and monitoring, each 
discount should be reflected by a single 
element in the price waterfall. Conse-
quently, a net price should be calculated 
that equals invoice price minus all off-in-
voice discounts, i.e., allowances, rebates, 
conditions, terms, bonuses, etc. Off-in-
voice discounts can vary greatly between 
customers and sales reps, and have a ma-
jor impact on transaction profitability. In 
a recent project, we observed that some 
of the sales reps used freebies extensively 
to avoid higher discounts because their 
bonus was based on the on-invoice dis-
count granted. The organization was 

unaware of this until they implemented 
a price waterfall system, where these hid-
den discounts and transaction profitabil-
ity were measured. 

The next important element is the pock-
et price, which shows what the company 
is actually earning in a transaction. It 
equals the net price minus all customer-
specific costs, which include:

§ Transaction costs: freight (internal 
and external), cost of rush orders, cost of 
nonstandard orders, etc.

§ Service costs: sales team, customer ser-
vice, training, promotions, cost of credit, 
etc.

Organizations that have more sophisti-
cated cost-allocation mechanisms opt to 
drill down to the pocket margin, which 
is a more precise measure of transaction 
profitability. Pocket margin equals the 
pocket price minus all production costs 
(fixed and variable manufacturing) and 
overhead costs (HR team, finance team, 
IT, etc.) broken down to the transac-
tion level. To determine pocket margin, 
the organization has to answer: 

1. Which cost elements should be in-
cluded in price waterfall analysis?

• Determined by the relevance of the 
cost element for the purpose of price 
waterfall and the ease with which it 
could be measured.

2. How the cost should be allocated be-
tween transactions, customers and prod-
ucts? 

• Straightforward for costs that are 
directly caused by a transaction (e.g. 
freight costs). For other costs, the cost 
resource (e.g. account manager), the 
cost driver (e.g. number of sales vis-
its) and the cost object (e.g. product 
weight) have to be identified. Then, 
the organization has to decide for 
which costs it wants to set up activ-
ity-based costing (measuring the cost 
of an activity and documenting the 
activities).

Exhibit 2: A Price Waterfall Example



 PRICING ADVISORThe

www.pr ic ingsociety.comA Professional  Pr ic ing Society Publ icat ion

3535 Roswell Road, Suite 59 
Marietta, GA 30062 
770-509-9933

July 2006 �

The price waterfall is only as good as 
the input data. Hence, the project team 
should conduct business unit visits to 
understand the local terms and condi-
tions, analyze local data and get top 
management support to force the busi-
ness units to comply and report the 
complete picture. In addition, the price 
waterfall results must be continuously 
monitored to further improve the data 
quality and completeness. In our experi-
ence, different functions often have dif-
ferent interpretations of pricing terms 
and cost-allocation logic. It is essential 
for the project leader to build a consen-
sus, as people will trust the information 
provided by the price waterfall only if 
they agree to the basic concept and defi-
nitions. Based on this and on the trad-
eoff between the benefits of the waterfall 
and the implementation costs, the water-
fall can become as granular as required, 
i.e., it can be implemented at the prod-
uct, customer or transaction level. 

(C) Implementation Phase
The key implementation aspects are 
software deployment and training. 
Organizations requiring a cost-effective 
solution usually use their existing 
business warehouse/ERP systems with 
an MS Excel-based front-end. Whereas 
organizations that prefer a robust system 
opt for pricing software from specialist 
vendors such as PROS Pricing Solution, 
Vendavo and Zilliant, or build a full-
fledged system internally. 

Another key implementation aspect is 
training the people who will work with 
the system. Comprehensive change man-
agement is required to make sure that 
everyone understands the price waterfall 
system (both concept and application) 
and is convinced of its benefits.

Measuring the Success
To measure the success of a price 
waterfall implementation, key 
performance indicators should be 
defined, both for the process of 
implementation and for its outcome.

Process KPI examples are the number of 
people working with the waterfall sys-
tem, number of products included, per-

centage and quality of total cost mea-
sured and number of complaints received 
by IT support about the price waterfall 
software. The project leader or project 
sponsors should define and monitor tar-
get values for process KPIs.

Outcome KPIs are used to analyze the fi-
nancial impact of the price waterfall sys-
tem. Transactions that do not meet the 
target price levels should be measured 
as part of the outcome KPIs, and a clear 
action plan must be developed to rectify 
discrepancies. Target price could be the 
desired or minimum price, depending on 
the organization’s objectives. 

While this KPI leads to the price-level 
improvement, it still does not indicate 
the quality of transactional pricing. 
Therefore, organizations should also 
define additional outcome KPIs such 
as “number of prices below a certain 
threshold.” For example, an organization 
could set a 90% compliance target at 
pocket price level, which means that the 
achieved pocket price should meet the 
target pocket price for at least 90% of 
the transactions. 

Outcome KPIs should be applied to both 
the marketing and sales functions to en-
sure that right prices are set and imple-
mented. In our experience, the mere fact 
that these KPIs are reported on a regu-
lar basis leads to improvement in pricing 
discipline.

What Are the Benefits of the 
Price Waterfall?
1. Higher profits: The primary function 
of a price waterfall is to pinpoint where 
the leakages are (customers, products 
and transactions), and enable the 
organization to achieve the best price in 
every single transaction. 

For example, in Exhibit 2 on the pre-
vious page, there is no price leakage 
at the invoice price level, but there is a 
price leakage of 6 index points at the 
net price level. Identifying and elimi-
nating this price leakage (due to off-in-
voice discounts) can potentially improve 
the pocket margin from 14 points to 20 
points, a 43% improvement in profitabil-

ity for this transaction. 

2. Better control: The price waterfall 
can be used as the basis of a disciplined, 
data-driven approach to measure and 
control the effectiveness of the pricing 
process (using outcome KPIs, as men-
tioned earlier). 

3. Improved planning: As the price wa-
terfall enables the disintegration of price 
into different components, the orga-
nization can compare the target and 
achieved price at different levels. For 
example, in Exhibit 2, the expected cost 
of transactions and services is 22 (tar-
get net price minus target pocket price 
level). However, the actual cost was only 
18, challenging the assumptions made 
during the initial estimation of expected 
cost. Working with such disintegrated 
data over a period of time enhances the 
marketing and planning IQ.

4. Value-based negotiation: Some orga-
nizations prefer to provide disintegrat-
ed information up to pocket price level 
to the sales force. This allows the sales 
force to use multiple negotiating levers 
to achieve the best price, e.g., off-invoice 
discount or performance reduction (ser-
vice level or transaction quality) for a 
price reduction.

In conclusion, transaction price manage-
ment does not receive C-level executives’ 
attention in many organizations, as it 
pertains to the lowest level of detail for 
profitability management. 

However, a successful price waterfall 
implementation that optimizes trans-
action pricing has the potential to im-
prove profits substantially with the ap-
proval of internal stakeholders, without 
upsetting customers and without the 
need for major strategy changes.

For further reading on some of the original 
work on the price waterfall concept, please 
refer to Marn, Roegner, Zawada; The 
Power of Pricing; The McKinsey Quar-
terly 1/2003 and Marn, Rosiello; Manage 
Price, Gaining Profit; Harvard Business 
Review; September-October 1992.
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On June 15, the Wall Street 
Journal reported an an-
nouncement from AU Op-
tronics that was a clear 

signal to industry competitors to cut 
production and hold prices. Within 24 
hours, its largest competitor, Samsung, 
said no and opted for continued down-
ward pressure on prices. 

How did AU Optronics signal a desire 
to maintain higher prices? Was AU Op-
tronics in a position to lead in pricing? 
Why did its bid fail? And why did Sam-
sung choose to continue the pattern of 
downward spiraling prices? 

AU Optronics signaled its competitors 
to cut production through an interview 
with the Wall Street Journal. In their 
interview, Executive Vice President Hui 
Hsiung suggested that an increase in 
inventories has led to greater-than-ex-
pected price declines in the LCD panel 
industry. He also declared that AU Op-
tronics would reduce capacity utilization 
by 5% in an effort to reduce inventories 
and prop up their prices. Seemingly to 
ensure that its tactics were understood by 
competitors, Mr. Hsiung added, “If oth-
ers follow, that will help prices stabilize 
by the third quarter.”

Price Leadership Denied in LCD Panel Industry
One company’s failed attempt to 
assert price leadership in a rapidly 
growing industry points to a key flaw 
in taking advantage of market share: 
It may not be enough. In the case of 
AU Optronics, too many competitors 
meant its push for maintaining 
higher prices could not be sustained. 
This article was written by Tim 
Smith, Ph.D., adjunct professor of 
marketing at DePaul University. 
You can e-mail Smith at tim_
smith@wiglaf.biz. This article is 
being reprinted with permission from 
The Wiglaf Journal, July 2006. 

In no uncertain terms, AU Optronics 
was communicating to its competitors a 
need to cut production industrywide and 
slow the downward trend in pricing. 

A key factor that enabled AU Optron-
ics to attempt to collude with its com-
petitors on pricing, without necessarily 
falling afoul of legal constraints, is that 
Mr. Hsiung wasn’t speaking directly 
to his competitors. He was speaking to 
a reporter. His comments could be in-
terpreted as a statement of strategy for 
AU Optronics, followed by a speculation 
of what would happen if others did the 
same. While it may seem like a thin line 
between collusion and conversation, the 
legal difference appeared to be enough 
for AU Optronics. I will leave this issue 
for legal counsel and judicial decisions.

AU Optronics is the third-largest com-
petitor in the industry, with 15% market 
share against LG Philips’ 18% and Sam-
sung’s 20%. It may not be the largest 
competitor in the LCD panel industry, 
but market share is not the only condi-
tion that determines the power to lead 
the industry in pricing. 

Many case studies have indicated that 
secondary and tertiary industry players 
have the power to lead in price manage-
ment. Rather than raw size alone, a suf-
ficient condition for claiming the price 
leadership role is to have the ability to 
drop prices significantly, where doing so 
would force other industry players to fol-
low in pursuit. In this respect, AU Op-
tronics held sufficient power. 

Just one week prior to their conversation 
regarding prices and production, AU 
Optronics Chief Financial Officer Max 
Cheng openly discussed his company’s 
investigation into building a $4 billion, 
8th-generation manufacturing plant. 
The new plant would produce 50-inch 
LCD panels in an industry where larg-
er panels mean lower manufacturing 
costs on a per-square-inch basis. As if 
to underline his company’s vision of the 
industry, Mr. Cheng stated, “This is 

typical game theory. If your competitor 
invests, you have to invest. Otherwise, 
you are being marginalized.”

Couple its sizable market share with the 
threat of building an 8th-generation 
plant, and AU Optronics clearly had suf-
ficient power to be the leader in encour-
aging industrywide restraint on produc-
tion and pricing. But, it didn’t succeed. 

Within 24 hours of AU Optronics’ an-
nouncement of plans to reduce capacity 
utilization in an effort to show restraint 
in pricing, Samsung Vice President of 
LCDs Yeongduk Cho announced, “We 
have no plans to cut our production lev-
els, even if others are doing so.” 

Clearly, Samsung had gotten the mes-
sage from AU Optronics. And clearly, 
Samsung was replying with a NO. Why? 
While it is impossible to fully know the 
reasons of another’s actions, we can iden-
tify at least one reason why AU Optron-
ics’ bid for restraint failed. Signaling to 
competitors the choice to restrain from 
cutting prices and expecting them to do 
the same implies the potential for coor-
dinated action among rational actors. 
This is where the failure comes in. Al-
though they are major industry competi-
tors, the combined market share of AU 
Optronics, Samsung and LG Philips is 
still only 53%. That means 47% of the 
LCD panel market is shared by numer-
ous other competitors, some of which 
have announced independent plans to 
build 8th-generation plants, and few of 
which have sufficient reasons to practice 
restraint when it comes to slowing the 
free fall of prices. In short, they are not 
reliably rational.

In other words, the industry isn’t ready 
to call it quits in the pricing game when 
it is still taking strides in advancing 
the technology and exploring new mar-
kets. Perhaps in a year or two, the mar-
ket growth will slow sufficiently to allow 
for mergers and acquisitions, followed by 
disciplined, industrywide price manage-
ment.


