
The Journal of
Professional Pricing

VOLUME 19  NUMBER 4  Four th Quar ter 2010

The World’s Only Associat ion Dedicated to Pr icing Management

A Professional Pr icing Society Publ icat ion

Building a Better Pricing Structure  
 by Walter Baker, Michael Marn and Craig Zawada 

Strategic Pricing
by Dr. Hermann Simon and  

Dr. Jens-Christian Oelker 

 Pricing Strategically in the Complexity Avalanche:  
An Issue Primer for Technology Services Leaders 

by Timothy Matanovich

f y f fi q q ]

PPS Journal 10 Q4.indd   1 12/21/2010   9:24:40 AM



PPS Journal 10 Q4.indd   2 12/21/2010   9:24:40 AM



The Wor ld’s Only Associat ion Dedicated to Pr ic ing Management

VOLUME 19  NUMBER 4  Four th Quar ter 2010

The Journal of Professional Pricing

ADVISORY BOARD
MR. ERIC MITCHELL
Founder and Chairman of the Board
The Professional Pricing Society
MR. JEROLD BERNSTEIN
President
The Price Improvement Team LLC
MR. XAN CHAMBERLAIN
Global Pricing Manager
Hitachi Data Systems
MR. MARTIN COALSON
Asst. VP, Product Development  
& Yield Management
Union Pacific Railroad
MR. JIM GEISMAN
President
Market Share, Inc.
DR. SCOT HORNICK
Vice President
Oliver Wyman
DR. RICHARD LANCIONI
Professor of Marketing
Temple University
MS. LAURA PRESLAN
Worldwide Director of Monetization
Microsoft Advertising
MR. CHRISTOPHER PROVINES
Vice President, Global Pricing
Siemens Healthcare
MR. GARY RITZERT
President & CEO
Ritzert Retail Price Consulting
MS. STACEY SCHAEFFER
Director, Price and Offering Management
SAS Institute, Inc.
MR. MICHAEL SIMONETTO
Principal — Pricing and Profitability 
Management, Deloitte Consulting LLP

PUBLISHER & PRESIDENT

KEVIN MITCHELL
PROFESSIONAL PRICING SOCIETY
MARIETTA, GA

PROFESSIONAL PRICING SOCIETY

3535 ROSWELL RD., SUITE 59
MARIETTA, GA 30062
PHONE: 770.509.9933, FAX: 770.509.1963
EMAIL: info@pricingsociety.com
URL: www.pricingsociety.com

ADMINISTRATIVE STAFF
CHRIS BUCKINGHAM, Vice President of Sponsor 

Relations

HELEN CAUTHEN MITCHELL, CMP, Meeting 
Director

STEPHANIE HUDSON, Meeting Planner

WYNETTA JONES, Executive Administrator

FABRICIO LOPEZ, Vice President of Marketing

JULIE R. MARTIN, Director of Certification & 
Education

KATRESE PHELPS, Vice President of Membership

DARNELL SHEPHERD, Project Coordinator

CHERICA SPANN, Membership/Conference 
Manager

JOAN TERRY, Meeting Planner

REBEKAH WORTMAN, Marketing Publications 
Editor

The Journal of Professional PricingTM is published quarterly by 
Professional Pricing Society; Publisher Kevin Mitchell. All Rights Reserved 
© 2010. Professional Pricing Society accepts no responsibility in connection 
with any liability that might develop as a result of material published; opinions 
expressed are those of the authors and do not necessarily represent the 
publisher. No part of this publication may be reproduced in any form by 
microfilm, xerography, or otherwise, or incorporated into any information 
retrieval system, with-out the written permission of the copyright owner.

PPS Journal 10 Q4.indd   3 12/21/2010   9:24:40 AM



Is your business in
shape to compete?

©
2
010

 A
ccen

tu
re. A

ll rig
h
ts reserved

.

Are all your resources aligned to maximize your strengths?
At a time when the margin for error is smaller than ever, 
high-performance businesses must not only outthink their 
competition, they must out-execute them as well. In 
fact, operational excellence is one of the most important 
drivers of high performance. To see how our vast experience 
and research can help you turn execution into a competitive
weapon, visit accenture.com



GET BACK ON TRACK WITH VENDAVO

 

HIGH TECH       

MANUFACTURING      

CONSUMER GOODS

MILL PRODUCTS    

PROCESS    

SERVICES    

DISTRIBUTION

IMPROVING PROFITS 

ACROSS INDUSTRIES 

U P  A N D  TO  T H E  R I G H T

Leading Provider of Price Management and 
Optimization Solutions for B2B Companies

Vendavo Headquarters 1029 Corporation Way, Palo Alto, CA 94303   |   Phone  877.836.3286   |   Fax  650.962.0645

European Headquarters 3rd Floor 24 Chiswell Street, London EC1Y 4YX, United Kingdom   |   Phone  +44 (0) 208 133 0744  

 Email  info@vendavo.com   |   Web www.vendavo.com



6 The Journal of Professional PricingFourth Quarter 2010

M
any thanks to the more than 700 attendees, speak-
ers, sponsors, and staff members who joined us in 
San Francisco and Brussels for our Fall 2010 Pric-
ing Conferences. I enjoyed meeting and talking 

pricing with many PPS members from all over the globe. Here are 
a few snapshots from our San Francisco Conference; more will be 
posted on the PPS Website and our Facebook page soon.

Best wishes for the Holiday Season and Happy Pricing in 2011.

Please enjoy the latest quarterly issue of The Journal of Profes-
sional Pricing.

Warm regards,

Kevin Mitchell
President
Professional Pricing Society

From the Publisher
by Kevin M. Mitchell

Dr. John E. Hogan, coauthor of The Strategies and Tactics of Pricing 
(5th ed.) and Co-founder of Value Management Advisors, talks pricing 
strategy over lunch with PPS Members

Richard Piasentin, Vice President of Global Handset Operations with 
Research in Motion takes questions following his keynote address

George Stalk, Senior Advisor with The Boston Consulting Group, 
delivers his keynote address “Preparing for the Coming of High In-
flation”

PPS Sponsors and attendees gather in the Exhibit Hall
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Building a Better Pricing Structure 

O
ver the past two decades, most companies have 
recognized the bottom-line impact to be gained 
through effective pricing. Yet awareness by itself 
is not enough. Tapping the full promise of pricing 

requires an infrastructure to drive real and sustained pricing 
performance. With such a foundation, a company can establish 
and strengthen pricing activities by creating deliberate decision 
processes, a specialized pricing organization, mechanisms that 
appropriately measure and reward pricing excellence, and robust 
support tools and systems.

A pricing infrastructure can be difficult and costly to create. It 
requires investing appropriately, empowering the right people, 
articulating clear targets and goals, and managing risk. Yet the 
benefits of realizing true pricing excellence are worthwhile: a 
one-percentage-point improvement in average price of goods 
and services leads to an 8.7 percent increase in operating prof-
its for the typical Global 1200 company.1 Since a well-executed 
pricing-improvement program often yields price increases of two 
to four percentage points or more, sustaining a long-term price 
advantage may represent roughly 15 to 25 percent of a typical 
company’s total profits.

CEOs have certainly become aware during the past two decades of 
the way pricing improvements can drive profit gains. Frameworks 
to identify pricing opportunities—from pocket-price waterfalls 
to price bands to value maps—are now widely accepted. Wall 
Street has begun rewarding businesses that improve pricing and 
punishing those that fall into price wars. Yet too many companies 
try to get by with minimal investments in their pricing infrastruc-
ture, grabbing quick hits that generate fast and easy bottom-line 
improvements, then declaring victory and focusing time, energy, 
and talent elsewhere. The result is that the actual impact of pric-
ing-infrastructure investments diminishes over time, with such 
efforts falling far short of their full potential.

Successful companies deliberately build a strong pricing infra-
structure that underpins and sustains pricing excellence. They 
start by focusing on the most critical pricing processes, then 
consider who “owns” and drives the organization’s pricing profit 
center. A constant focus on performance management inspires 
managers to improve their pricing performance in the context of 
the overall business strategy, while holding them accountable to 

meet or exceed expectations. Finally, systems and tools facilitate 
pricing processes, help people in the pricing organization raise 
their game, and support performance management. Implement-
ing these elements in this order—processes, organization, per-
formance management, and systems and tools—increases the 
likelihood that pricing-infrastructure investments will have an 
enduring impact.

Well-defined pricing processes
At many companies, the processes for making critical pricing de-
cisions have a random, even reactive feel: they lack the structure, 
thoroughness, and underlying analytics that such profit-sensitive 
decisions deserve. Processes whose steps, owners, inputs, and out-
puts are clearly defined should govern decision making and core 
pricing activities. These processes lie at the heart of the pricing 
infrastructure. Companies must first determine which specific 
pricing decisions are critical to their success and then build ro-
bust processes around those decisions.

The most vital pricing decisions—and, therefore, the most critical 
pricing processes—differ dramatically by company and industry. 
A commodity chemical company, for example, may focus heav-
ily on industry supply and demand to keep prices aligned with 
market levels. A consumer electronics manufacturer may con-
centrate on customer value, using focus groups and next-best-al-
ternative pricing information to set and adjust its list prices. An 
industrial-parts maker may focus on the rules and policies that 
govern discounts for different products and volumes.

One important process involves managing special price requests, 
or exceptions, which often get out of control. (One distribution 
company, for example, didn’t even have the term “standard pric-
ing” in its vocabulary—instead, it used “exception pricing” or 
“nonexception pricing” to describe all of its deals.) To manage 
and control runaway exceptions more effectively, companies can 
create advanced processes to review them: employing active “bid 
desks” that skeptically evaluate requests for exceptions, tracking 
their frequency and depth, analyzing deal economics, and pro-
viding sellers with real guidance on prevailing price levels.

High-caliber organizational elements
Processes to address vital pricing decisions add value only if these 
processes function smoothly by conferring clear ownership and 

Well-managed companies already recognize the critical role pricing plays 
in driving performance. A foundation that underpins excellence in pricing 
is the key to realizing its potential. Walter Baker is a principal in McKin-
sey’s Atlanta office, Michael Marn is a principal in the Cleveland office, 
and Craig Zawada is a principal in the Calgary office. They are coauthors 
of the second edition of The Price Advantage, published by Wiley Finance 
in June 2010. This article originally appeared in the Q3 2010 edition of 
“The McKinsey Quarterly.”

PPS Journal 10 Q4.indd   10 12/21/2010   9:24:50 AM



The Journal of Professional Pricing 11Fourth Quarter 2010

accountability. Too many companies try to get by with an ad hoc 
or management-by-committee approach, with no clear owner; 
a process emerges only when absolutely necessary. Others be-
lieve that full-time pricing personnel are not required and that 
responsibilities can be spread across staff in areas such as sales, 
marketing, and product management. But these approaches usu-
ally engender an insufficient and inconsistent focus that leaves 
too many significant pricing opportunities unrealized.

Staffing an organization responsible for a significant portion of 
a company’s earnings requires a deliberate recruiting strategy, 
compensation commensurate with the importance of this unit, 
and clarity about the types of skills and attitudes required for 
each of its roles. The executive in charge should be responsible 
for coordinating the rollout of pricing methods, counseling sales 
managers and sales reps on the use of formal pricing methods, 
controlling the impact of pricing metrics and strategies, and 
embedding pricing methods and tools in the company’s culture. 
Fundamentally, this execu-
tive should be responsible not 
only for managing day-to-day 
pricing activities but also for 
fostering the proactive, con-
tinuous-improvement mind-set 
that separates high-perform-
ing pricing organizations from 
merely good ones.

We also recommend separat-
ing the pricing group from any 
unit responsible for negotiating prices with customers. This divi-
sion creates a healthy tension between price negotiators and price 
managers that is difficult to maintain when price management 
resides within sales groups. 

Finally, high-performing organizations regularly evaluate their 
overall health and vitality—and pricing shouldn’t be different. 
Three practices are recommended. The first is a well-defined ca-
reer path: employees should see the pricing organization as an 
excellent stepping-stone to career advancement. The second is 
360-degree feedback for key roles, because members of the pric-
ing organization must interact effectively with so many groups. 
The final practice is monitoring health metrics, such as the rate 
of employee turnover and job satisfaction, so trouble can be spot-
ted early and addressed.

Performance-management systems
Performance management for pricing regularly measures its 
impact on a business, using rewards and consequences to rein-
force or correct behavior and refine direction. Many companies 
today have neither accurate measures of pricing performance 
nor meaningful rewards for executives who make decisions on 
pricing. That reduces the incentive to stretch for small pricing 

improvements, which as we noted above can translate into huge 
improvements in earnings. 

Every company should have a set of pricing metrics that measure 
the financial and operational health of pricing across the busi-
ness. These metrics may include simple data, such as the average 
selling price, discount, and margin for key products; operational 
data, including the number of pricing exceptions and win/loss 
percentages; and special measures to track the progress and im-
pact of specific pricing initiatives. Best-practice companies use 
cascading dashboards. While the manager of a single product line 
may see metrics only for that, the general manager of a business 
unit sees those same metrics across the operation and can drill 
down to the level of individual products to understand the root 
causes of pricing performance.

These metrics should be tied to financial incentives; without that 
connection, most metrics quickly become irrelevant. Yet it’s also 

important to design incentive 
plans that strike a balance 
between increasing revenue, 
on the one hand, and achiev-
ing healthy margins, low dis-
counts, or both, on the other. 
In addition, nonmonetary 
incentives can be extremely 
valuable. One of the simplest 
and most effective is to rank 
salespeople publicly by mar-
gin or discounting perfor-

mance, possibly after normalizing for variables such as account 
size and product mix. This practice appeals to the competitive 
psyche of sales reps and creates a healthy dynamic among them. 
Other nonfinancial incentives include recognizing exceptional 
performance by peers and managers; rewarding counterintuitive 
behavior, such as walking away from deals as part of an initiative 
to shed unprofitable business; and tying advancement to specific 
pricing skills—which sends a strong message that they are essen-
tial, not merely nice to have.

One final component of performance management is the use of 
pricing metrics as the basis for conversations to improve perfor-
mance. When used diligently and regularly, this kind of coaching 
becomes a powerful tool. In our experience, high-impact pric-
ing-performance dialogues share three traits: they occur regularly 
(for instance, weekly or monthly), take place at multiple levels 
within the pricing organization, and cover a specific set of ques-
tions—such as what’s happening in it, why, and what needs to 
be done—before going on to deal with other issues.

Pricing systems and tools
Pricing excellence demands an investment in systems to collect 
accurate, current pricing data, as well as tools to turn that data 

e 

Every company should have a set 
of pricing metrics that measure the 
financial and operational health of 
pricing across the business. 
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into information. Most companies fall short either because they 
do not understand why they should make such investments or 
because they overspend on unnecessarily complex systems that 
don’t match their pricing needs. Often, the result is that critical 
information or analysis isn’t available for crucial pricing decisions 
or that decision makers confused by difficult systems fail to deliver 
the right information in a timely and convenient fashion.

Companies tend to make poorly informed assumptions about 
how much data they need and what types of tools and systems 
will meet their business requirements. After watching many 
companies struggle to get the most from their investments in 
systems and tools, we have derived two lessons from best-in-class 
players: first, understand what information you need and when 
you need it, and second, move slowly because real business needs 
for systems and tools are best understood over time. There is no 
one-size-fits-all answer. 

The data needs, reporting capabilities, and frontline decision tools 
required for pricing excellence vary enormously by business. Gen-
erally, pricing systems and tools provide four types of support: to 
make specific pricing decisions and conduct negotiations, to carry 
out analyses that identify pricing-improvement opportunities, to 
monitor ongoing performance, and to track pricing activities.

Decision support tools ensure that people who set prices have the 
data needed to make informed decisions, whether sitting in their 
own offices or in front of prospective customers. One electrical-
device company with a large portfolio of products, for example, 
used an analysis tool and found that demand for some older 
products was waning while their inventory and carrying costs 
were increasing—all at a significantly faster rate than prices. The 
company determined that most of the remaining demand was 
for replacement applications where alternatives were inherently 
limited, so it increased prices on these low-volume products. The 
net result was continued minor volume loss but a substantial in-
crease in total earnings.

Metrics, dashboards, and reports should give managers a concise 
snapshot that helps them monitor pricing performance across their 
portion of the business and to intervene where necessary. One final 
challenge is collecting all relevant pricing data in a centralized re-
pository. Sales and cost information will often be scattered across 
multiple IT systems in different functions and departments, but 
aggregating all this data is critical if the other tools are to func-
tion well. Many companies take a data warehouse approach: data 
from multiple IT systems are routinely loaded into a single large 
database that’s regularly updated. The most important point is that 
the data should be reliable enough for decision making.

Pricing can be a significant profit center within a business—if the 
foundation that underpins pricing has the proper processes, orga-
nization, performance management, and systems and tools. 

Notes:

1 The world’s largest 1,200 publicly held companies by market 
capitalization. 

Figure 2
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Strategic Pricing 
Because product prices can change significantly, for various reasons, through-
out a product’s lifecycle, taking the impact of today’s price on future profits 
into account will often make it possible to increase long-term profits. Using 
a strategic, long-term perspective from the beginning stages of a product’s 
lifecycle can improve the long-term profit potential of a product, as the au-
thors explain. Dr. Hermann Simon is Chairman of Simon-Kucher & Partners. 
Dr. Jens-Christian Oelker is a Director with SKP in Germany. Both authors 
can be reached at www.Simon-Kucher.com. 

T
he prices of many products change during each prod-
uct’s lifecycle. When deciding on the price in the early 
phases of a product, do we already need to take a long-
term perspective? How would such a long-term per-

spective affect the current optimal price? 

This text outlines the challenge of optimal pricing with a strategic, 
long-term perspective, and will show how this strategic perspec-
tive can improve the long-term profit potential of a product. We 
will discuss various factors that influence the relationship between 
current price and future prices, volumes, costs and competitive 
environment. (This article is based on Price Management by Si-
mon, H. and Fassnacht, M., 2009.) 

There are various objectives of finding an “optimal” price. In the 
following, we will focus on the objective of finding a price that 
leads to maximum, long-term profits. We do not consider a price 
that maximizes market share. Often, companies follow market 
share optimizing strat-
egies, at least for some 
time. However, from a 
long-term perspective, 
achieving a high market 
share should pay off in 
the future. Therefore, 
defining long-term prof-
it maximization as the 
objective encompasses a 
strategy of initially low 
prices if this strategy 
maximizes profits in the 
long run. We will discuss 
such “market penetra-
tion” strategies later in 
more detail.

A pure focus on the cur-
rent situation only (i.e. a 
short-term perspective) 
will not always make it 
possible to take advan-
tage of a product’s full 

long-term profit potential. There are several reasons for this:

• The current price can determine future pricing options or even 
make a future profit-optimal price non-feasible (e.g. if prices 
are difficult to achieve or if they have a strong negative impact 
on sales). For instance, this is a typical situation for pharma-
ceuticals. In many markets, price increases for pharmaceuticals 
are not allowed. 

• The price can change the future competitive situation. For in-
stance, a low-price strategy could make the market less attrac-
tive for potential competitors. This could allow larger profits 
in the future more than balancing out the initially reduced 
profits due to the lower price.

• Price directly and indirectly influences current and future vol-
ume and costs. Volume can have an effect on future volume 
(through the carry-over effect) or an effect on current and/or 
future costs per unit (economies of scale and experience effects). 
These effects can make short-term optimal prices suboptimal 

Figure 1: Static current perspective vs. strategic long-term pricing perspective
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from a strategic long-term perspective.

Taking the impact of today’s price on future profits into account 
will often make it possible to increase long-term profits. Therefore, 
when determining a long-term profit-optimal pricing strategy, 
we need to consider all levers through which the current price 
affects future prices, future volume and the future competitive 
environment. 

In the following, we will discuss many of these effects to introduce 
strategic pricing challenges. Subsequently, we will discuss how 
these effects can be used to take advantage of a new product’s full 
profit potential during its lifecycle. We will consider prototypical 
long-term pricing strategies. 

To start with, we will analyze whether pricing requirements dif-
fer between the phases of the product lifecycle. 

Pricing along the product lifecycle
The product lifecycle is a well-known tool to describe a product 
or brand’s development from launch to market exit. However, in 
its prototypical form, it does not fit all products or brands. In par-
ticular, brands can have very long lifecycles if they are well cared 
for. For instance, the brands Cadillac and Ford were launched 
more than 100 years ago and may have a long future in front of 
them (however, with the recent crisis in the automobile market, 
the future may not be entirely bright for these two brands). 

Although one of the main determinants of a product’s lifecycle 
is obviously time, marketing is a clear influencing 
factor as well. Marketing activities can prolong the 
phases of the lifecycle or even change the shape of 
the product lifecycle curve.

To gain a first insight into strategic pricing, we will 
discuss pricing during a product’s lifecycle. Figure 
2 shows a prototypical product lifecycle with four 
different phases: introduction, growth, maturity 
and decline. If the optimal price was identical across 
the product lifecycle, there would be little need for 
strategic pricing. However, we will see that for many 
products, the factors determining the optimal price 
will differ along a product’s lifecycle leading to dif-
ferent optimal prices for each of the phases.

Costs of communication and electronic devices are 
apparent examples showing that pricing will need 
to be different between the phases of the product 
lifecycle. Two decades ago, mobile phones and mo-
bile communication were highly expensive and used 
only by business people and private customers will-
ing to pay a large sum for an innovative product. 
Now, mobile communication has become broadly 

used and prices have dropped sharply.

Two main factors determine the optimal price at each phase of the 
product lifecycle: the product’s price elasticity of demand and the 
additional costs of producing one more unit (“marginal costs”). 
The elasticity is the relative change of the product’s demand as a 
result of a relative change of its price.

The importance of this elasticity on the optimal price is obvious: 
it provides an answer to the question “how will demand change 
if we increase or decrease price?” Only with a high price elastic-
ity will a price reduction lead to a sufficiently large increase in 
volume. Then, this increased volume can more than offset the 
reduced price per unit, leading to higher profits. If the elasticity 
is low, the reduced price would not lead to a sufficient increase 
in volume, leading to reduced profits. 

Two important factors determine price elasticity of demand: cus-
tomers’ price sensitivity and the competitive situation. If a prod-
uct is innovative, targeting wealthy customers, price sensitivity 
is typically low – remember the first mobile phones. In markets 
with a larger customer base, customers’ price sensitivity is typi-
cally higher. The competitive situation is important as well (e.g. 

Figure 2: Exemplary product lifecycle
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products that are innovative and unique have a monopoly-like 
situation). Since customers cannot easily substitute the product 
for a cheaper alternative, they will buy the product even at higher 
prices. Contrarily, if there are many different product alternatives 
available without any clear differentiation, exceeding the competi-
tors’ price level significantly can lead to drastic declines of sales. 
This implies a high price elasticity of demand.

For a typical new product, both customers’ price sensitivity and 
the competitive situation change over the lifecycle. We will out-
line these measures during the product lifecycle for an innovative 
product. For a “me-too” product, the lifecycle would look differ-
ent, and the product would face different competitive environ-
ments and pricing challenges. 

Unfortunately, price elasticity is not a simple concept. Since it is 
a relative measure, total demand also plays a role and can pro-
duce counterintuitive effects. Simon (1979) found that for many 
products, the price elasticity of demand was high in the early 
phases of the lifecycle, lowest in the maturity phase and again 
increasing in the decline phase. To keep things simple, we will 
focus on two underlying factors: customers’ price sensitivity and 
the competitive situation for each of the different phases of the 
product lifecycle.

Introduction phase: The buyer segment is rather small (“innova-
tors” or “early adopters”). The customers are often wealthy and the 
new product brings them a high value. This value can be either 
the product’s innovative features or the value as a status symbol. 
Think of the mobile phones which were of large value to travel-
ing business people. However, for many people they worked as 
a status symbol as well. As a result, a small group of customers 
was willing to pay a high price for the new product. Typically 
these customers have low price-sensitivity; a high price can even 
increase a product’s value as a status symbol. In the introduction 
phase, there will be few to no competitors on the market, and 
the initial competitive environment is often monopoly-like. Fur-
thermore, unit costs are 
typically high since total 
production volume is still 
low and the manufactur-
er has had little time to 
improve efficiency of the 
manufacturing processes. 
In this phase, a high price 
strategy with high margins 
per unit can often be profit 
optimal. High prices will 
make it possible to, at least 
partially, recover develop-
ment expenses. 

Growth phase: In the 
growth phase, the size of 
the customer segment in-
creases. Successful prod-
ucts develop small market 
segments into mass mar-
kets in this phase. Notic-
ing the attractive new mar-
ket segment, increasingly 

more competitors will enter the segment. With the larger customer 
base and more similar products becoming available, customers 
will often become more price sensitive on average. Furthermore, 
a decrease of unit costs due to increased efficiency of production 
can give room for potential price decreases. In this phase, price 
decreases can still lead to market expansion and draw customers 
away from the competitors. If the decrease in per unit profit is 
more than offset by the increase in profit from the larger volume, 
a price decrease will be optimal. Even if not, competitors may 
choose to lower prices to gain market share. Depending on the 
level of product differentiation, this may force other competitors 
to follow. Therefore, in the growth phase, the overall price level 
typically decreases. 

From a marketing perspective, manufacturers need to start dif-
ferentiating their products in this phase to prepare for competi-
tion on a mature market.

Maturity phase: Growth of the product’s market segment has 
come to an end. The product is no longer regarded as innovative 
but a mass product. The level of competition reaches a maxi-
mum. Price decreases increase volume but only at the cost of the 
competitors. Price wars can occur in this phase and can deterio-
rate the profitability of the whole market segment. In this phase, 
customers’ price sensitivity will be very high. Price decreases can 
be optimal in this phase. However, all price moves need to take 
competitive reactions into account. If a price decrease triggers a 
price decrease of the competitors, all market participants will in 
the end be worse-off than before. In this phase, manufacturers 
need to focus on profits and not on market share. It is advisable 
to work on the product differentiation. If products on the market 
are more differentiated, their price elasticity of demand will be 
smaller. With a differentiated product, customers may stay with 
their product of choice even if it is more expensive than the com-
petitors’ offerings. Providing extra services to the customers can 
also help to differentiate. Ideally, the different competitors will 
all be (slightly) differentiated, occupying different sub-segments 

Lifecycle phase

Introduction Growth Maturity Decline

Customers

Small segment,
“early
adopters”,
wealthy
customers

Increasing
customer base

Broadest
customer base

Decreasing
number of
customers

Competitive
environment

Little to no
competitors in
specific niche,
often
monopoly-like
environment

Increasing
number of
competitors
and degree of
competition

Maximum
competition

Decreasing
number of
competitors,
potential
danger of over-
capacities

Price
sensitivity of
customers

Low Increased Highest High, can be
decreasing

Table 1: Exemplary product lifecycle phases for an innovative product
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or niches of the market. If this is the environment, the maturity 
phase can be long-lasting and profitable.

Decline phase: In this phase, the customer base decreases. The 
number of competitors decreases as well. Customers’ price sen-
sitivity is typically high in this phase since products often have 
developed into interchangeable mass products lacking differentia-
tion. There are two main pricing strategies whose success depends 
on the level of differentiation between the products (and extra 
services provided by the manufacturer) and the customers’ price 
sensitivity: If there is a loyal customer base and the product is 
sufficiently differentiated, the best option can be to keep a high 
price. Even though this will lead to some decline in sales, the 
high margin per unit can offset the reduced volume (“harvest-
ing strategy”). If a company plans to launch a follow-up product 
in the same market segment, this strategy will be beneficial: the 
company will not need to greatly increase the price for the new 
product compared to the old one and customers will more likely 
switch to the new product. If 
a product is only slightly dif-
ferentiated, the higher price 
sensitivity of customers and 
the more direct competition 
will often require price de-
creases in the decline phase.

As stated above, there is no 
general rule for the product 
lifecycle and its implications 
for optimal pricing. There-
fore, Table 1 can only sum-
marize the different lifecycle 
phases for a prototypical in-
novative product. There are products on the market which have 
been able to remain in the position of a premium brand for many 
years, e.g. Coca Cola and Aspirin. Contrarily, there is a tendency 
for the total length of the product lifecycle to decrease. For in-
stance, while it took several decades for landline telephones to 
reach their maturity phase, the introduction and growth phases 
were significantly shorter for mobile phones. 

To sum up, there is no general rule on how to determine the opti-
mal price for each of the phases of a product’s lifecycle. However, 
pricing challenges are likely to be different between the phases. 

Multiperiod price effects
To develop an optimal long-term pricing strategy, we need to take 
the effects of the initial price decision on the later development 
into account. In the following section, we will discuss several price 
effects that do not only impact the current demand but future 
demand, price, costs or the competitive situation as well.

Depending on the market and the product type, there are many 
different long-term effects of the initial price on the price in sub-
sequent periods. The most obvious effect of the initial price is 
its effect as an anchor point for future prices. This initial price 
can strongly influence the pricing options for all later entrants. 
For instance, manufacturers are not allowed to increase prices 
for pharmaceuticals after launch in many countries. So the ini-
tial price will be the ceiling price for the whole product lifecycle. 
Furthermore, this initial price will typically represent a ceiling 

for the prices of similar drugs entering later. 

Price expectations and speculation effects can lead to the current 
price affecting the future volume as well. In particular, expecta-
tion and speculation effects affect the adoption of volume to a 
price change. Actually, they can cause demand effects which are 
counterintuitive if only the current period is being considered. 

There are two directions of this effect: Price decreases that do 
not lead to higher demand and price increases that do lead to 
higher demand. 

How can a price decrease not lead to higher demand if customers 
are price sensitive? If the price decrease triggers the expectation 
that future prices will go down even further, customers will be 
reluctant to buy after this initial price decrease. Contrarily, cus-
tomers will wait for the future price decreases. This effect is typical 
for electronic goods such as computers or mp3 players. 

The effect can also work in the 
opposite way: A price increase 
can cause demand to increase 
since customers fear prices may 
go up even more in the future. 
A typical example is gasoline 
prices. 

Price expectations also affect 
the volume effect of special 
promotion offers. If customers 
believe a price decrease is only 
temporary, they may make a 
purchase earlier than initially 

planned. However, with a long-term perspective in mind, this may 
not lead to a higher volume since after the low-price promotion 
period, the volume can be lower than before. The reason is that 
many customers made purchases during the special promotion 
period instead. An example is a special price promotion General 
Motors did in 2005, in which the company offered their cars at 
employee rebates to the public. During this special price promo-
tion period, volume increased by 47%. However, sales declined 
by about the same volume after this special price promotion pe-
riod since buyers simply purchased a new car earlier than initially 
planned but there was little to no additional volume generated.

For determining the optimal long-term pricing strategy, a thor-
ough understanding of these effects is required. If a price decrease 
triggers expectations for future price decreases, a more constant 
price strategy is appropriate. If price reductions will lead only to 
a time shift of demand, a price strategy should prohibit short-
term price promotions which would not increase total long-term 
volume but only negatively affect profit.

Now, we will focus on a multi-period effect of price on volume. 
One important effect influencing the pricing decision is the car-
ry-over effect (often also called “repeat purchase parameter” or 
“new buyer holdover”). This effect is closely related to customer 
retention and customer loyalty. 

The carry-over rate measures the impact of current sales on fu-
ture sales. If customers are satisfied, they will likely purchase a 

A

Price expectations also affect the 
volume effect of special promotion 
offers. If customers believe a price 
decrease is only temporary, they may 
make a purchase earlier than initially 
planned. 
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product again. Product quality, service quality and brand image 
improve carry-over while customer dissatisfaction leads to a lower 
carry-over rate. The carry-over effect is not tied to one customer 
buying the product again. Indirect effects such as satisfied cus-
tomers promoting the product among their friends will also lead 
to a high carry-over.

The carry-over effect also influences customer value to a company: 
the more likely a current customer is to buy the same product 
again (i.e. the higher the carry-over), the more a customer’s value 
to the company increases. 

Even though consumer goods and durable goods regarding the 
time between two purchases differ clearly, the carry-over can be 
used for both types of products. The carry-over tends to be high 
for products that are habitually used and for products to which 
customers have a strong emotional relationship (e.g. cigarettes, 
pharmaceuticals and cosmetics). Table 2 lists some selected carry-
over coefficients that were empirically estimated.

What impact does a carry-over effect have on strategic pricing? 

A high carry-over implies that a high initial volume influences 
future volume positively. This means that it could make sense to 
decrease price below the optimal price from a one-period per-
spective. The loss in profits in the initial period would be more 
than offset by the increased sales in the future. This initial profit 
loss can be interpreted as a marketing investment paying off in 
the future.

The effect of price changes is a further factor to be taken into 
account when developing a long-term pricing strategy. Do price 
increases and decreases have symmetric effects on demand? Let’s 
assume a product is priced at $150, implying a sales volume of 
1,000 units. With symmetric price effects, a price increase by 
$10 to $160 followed (after some time) by a price decrease of $10 
would lead to the initial demand of 1,000 units. If price reduc-
tions have a larger effect on sales volume than price increases, a 
strategy starting with a high price with subsequent price reduc-
tions boosting sales is advisable. In the example, starting at a price 
of $160 and reducing the price subsequently to $150 would lead 
to a volume larger than 1,000. 

Long-term pricing strategies. In the following section, we will 
discuss finding an optimal long-term pricing strategy. For the 
optimization of the current price with a long-term perspective 
in mind, the effects of the current price on current and future 
volume, prices and costs need to be considered. This is a complex 
task. Therefore, general prototypical long-term pricing strate-
gies can help to find an optimal long-term pricing strategy for 
a product.

There are two prototypes of pricing strategies for the product 
launch and growth phase: The skimming and the penetration 
strategy. To specify the strategies’ impact on the initial price, we 
will use the optimal, short-term price as a benchmark. 

The skimming strategy suggests launching a product at or above 
the short-term, optimal price. Figure 3 summarizes a prototypi-
cal development of price over time according to the skimming 

Price

Time

Skimming strategy

Short-term
optimal price

Price

Time

Penetration strategy

Short-term
optimal price

Figure 3: Skimming and penetration strategies

Product category Carry-over
Cosmetics 0.63
Pharmaceuticals 0.63
Beverages 0.61
Cigarettes 0.57
Laundry detergents 0.38
Tooth paste 0.37
Shampoo 0.31

Table 2: Empirically measured carry-over values. Source: Simon, H., 
Fassnacht, M., “Preismanagement”, 2009.
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strategy and the penetration strategy. The skimming strategy 
leads to high per unit profits without targeting a large initial 
volume. This strategy works best for innovative products which 
initially have a more or less monopolistic environment without 
any true competitors. If the price sensitivity of the initial custom-
ers is low and if there is little competition, the skimming strategy 
can be a good choice. A large effect of price decreases on volume 
would make the skimming strategy even more attractive: with 
a high initial price, the manufacturer can use price decreases to 
increase sales. 

For instance, computer chip manufacturers typically use the 
skimming strategy for CPUs and graphics chips. These are ini-
tially priced high and are used only for high-end computers. With 
increasing competition and declining level of innovativeness, the 
price of the chips is quickly reduced while sales go up. 

The skimming strategy can also be interpreted as a price differen-
tiation between customer segments. Customers who are willing 
to pay a high price for an innovative new product can purchase 
the product immediately after launch. After some time and a de-
crease of the price, more price sensitive customer segments will 
buy the product. 

The market penetration strategy is quite different: It proposes 
launching a product at a price below the short-term, static opti-
mal price. If the price elasticity of demand is high, this will lead 
to a large initial volume. While the profit per unit will clearly be 
lower than that in the skimming strategy, the higher short-term 
volume will already offset this effect partially. The penetration 
strategy is expected to lead to a higher market share and there-
fore, a more dominant market position in the future. Ideally, this 
strong position will even deter potential competitors from enter-

ing the market. This could make increasing prices later on pos-
sible. However, the penetration strategy does not specify whether 
the price should be increased, kept constant or decreased later on. 
The penetration strategy – as a result of the large initial volume 
– can lead to cost advantages vs. competitors through economies 
of scale and experience effects. 

An extreme variant of the penetration strategy is the “extreme 
low initial price strategy” (Henderson, B.D., “The experience 
curve-reviewed”, BCG Perspectives, 1974). This strategy proposes 
pricing a new product without targeting covering costs to gain 
experience in production. With economies of scale and the so-
called “experience effect”, the initial entrant is expected to gain 
a position of cost leadership. In return, this cost leadership posi-
tion may deter potential competitors from entering. 

The experience effect assumes an effect of cumulative volume of 
costs: With an increasing number of units being produced, pro-
cesses are expected to become increasingly more efficient.

However this extreme variant of the penetration strategy may 
simply not work: while there will be an experience effect for many 
products, its exact size can only be forecasted. Basing pricing on 
an effect whose size is not known is a risky strategy. Furthermore, 
competitors may not necessarily be deterred from market entry, 
especially if they have sufficient financial resources to enter at 
the low price, expecting to achieve significant future profits. In 
addition, the experience effects from the first entrant will not be 
exclusive. Through spill-over effects (such as experts changing 
employers) later entrants will benefit from the experience effects 
reducing their costs as well.

We will compare the skimming and the penetration strategy re-

Current price

Future price 
volume

relationship

Future
competitive

situation

Current sales 
volume

Current costs 
per unit

Current
contribution

margin

Future costs

Current price volume 
relationship

Current “static” perspective

Strategic long-term perspective

Figure 4: Factors influencing long-term pricing
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garding some selected aspects:

Timing of profits: The skimming strategy generally leads to 
higher profits in the early stage of a product’s lifecycle (if the 
penetration strategy already led to higher initial profits, there 
would be no rationale for choosing the skimming strategy). The 
penetration strategy can be interpreted as an initial investment 
into gaining a high market share that pays off in the future. 
Therefore, profits are expected to be higher in the future than 
with the skimming strategy.

Risk of strategy: Even if future profits are discounted appropri-
ately, they are not as safe as the profits gained immediately after 
launch with the skimming strategy. Furthermore, a successful 
penetration strategy leads to high volumes. This requires higher 
investments into production than the skimming strategy. Thus, 
the penetration strategy is riskier since the environment can 
change, decreasing expected future profits and resulting in pro-
duction overcapacities.

Room for future strate-
gic pricing options: With 
the skimming strategy, 
future price decreases are 
planned. With the pene-
tration strategy, the initial 
price is already low. Since 
price increases are difficult 
in many markets, in par-
ticular with an increasing 
level of competition, the penetration strategy reduces the options 
for strategic and tactical price moves compared to the skimming 
strategy.

Costs and competition: The penetration strategy leads to a fast 
uptake. Assuming significant economies of scale and experience 
effects, this can help the first entrant to gain a competitive ad-
vantage in production costs vs. the later entrants. Furthermore, 
the low initial price can reduce the market attractiveness for po-
tential competitors who may even decide not to enter.

Customers’ product value perception: The high skimming 
price can help to position a new product as a premium product 
with a high quality. However, the product’s innovativeness and 
quality need to be easy to communicate. For products with a less 
solid value story and only minor innovativeness, the penetration 
strategy implies a lower risk of failure: a successful premium 
positioning of a new product is not required for the penetration 
strategy to work.

To conclude, the choice between the penetration and skimming 
strategies depends on a multitude of factors. In the end, the choice 
should be made based on which of the strategies leads to the larger 
long-term (appropriately discounted) profits. Companies should 

deviate from this choice rule only if there is a strong rationale 
behind it. For instance, if a company currently needs to improve 
its cash flow, a skimming strategy leading to higher initial profits 
at the expense of long-term profits can make sense.

After discussing many different factors that need to be consid-
ered, how should a company proceed with regard to finding an 
optimal long-term pricing strategy for a new product? In some 
cases, the choice between a penetration or skimming strategy may 
be obvious. However, if there are different factors, some pointing 
toward a penetration and others toward a skimming strategy, then 
making a decision is more complex. For instance, what pricing 
strategy should be chosen if a product is characterized by a high 
carry-over (pointing toward a penetration strategy) and a large 
effect of price decreases (pointing toward a skimming strategy)? 
For these cases, a simulation model can help to determine the 
optimal long-term pricing strategy. Such a simulation model will 
need to take all important factors and their relationships into 

account and estimate 
the profits over the life-
cycle for different prices. 
The different factors are 
shown in figure Figure 
4. The flow diagram dif-
ferentiates between the 
one-period, short-term 
focus and the long-term, 
strategic perspective. In 
the above sections, we 
discussed various fac-

tors which imply direct and indirect long-term effects of current 
price on future price, volume and the competitive environment. 
A simulation model will need to incorporate these factors and 
quantify their effect. The effect of the factors can be estimated 
based on internal knowledge, benchmarking studies or market 
data. Even though this shows the complexity of such a simula-
tion model approach, it will often be worthwhile. 

A good foundation from which to start the long-term pricing 
strategy development is a thorough understanding of the cur-
rent short-term perspective on optimal pricing. However, rely-
ing only on the short-term view will often not make it possible 
to take advantage of a product’s full profit potential. Therefore, 
we strongly recommend analyzing the implications of long-term 
pricing factors. This will make it possible to determine the op-
timal long-term pricing strategy that maximizes appropriately 
discounted profits during a product’s lifecycle.
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Background

I
n October 2009 J.B. Wood, CEO of the Technology Ser-
vices Industry Association, challenged the 800 participants 
at Technology Services World to think more strategically 
about the mega-forces driving growth and opportunities for 

services in technology industries. His thesis is codified in a book 
he published and distributed at the conference entitled Complex-
ity Avalanche. Here are the core tenets of that thesis.1

• Technology companies are already suffering from a growing 
consumption gap caused by the complexity avalanche they 
have unleashed on their customers. This gap is negatively af-
fecting the sales of products and services across most every 
industry sector.

• Developing an effective service approach to the problem could 
be a good stand-alone business, and would drive more frequent 
and larger product repurchases along with a host of other fi-
nancial benefits.

• Today’s existing professional services function has the right 
goal of moving customers successfully along the product adop-
tion life cycle. It also has the right skill sets. But it stops short 
of end-user-adoption (EUA) and is a very expensive financial 
model.

• Today’s customer services function is exactly the right oper-
ating model but has the wrong customer mission and lacks 
many of the right skill sets.

What the technology industry needs is a way to deliver the next 
generation of adoption services using the customer service de-
livery model.

Value Based Pricing to the Rescue
But even with the commitment to pick up the gauntlet, the path 
to more effective service approaches is not without hurdles. Ser-
vices leaders at a prominent software company, for example, are 

stymied. They have made a sizable investment to understand end 
user adoption, and have outlined an effective, low cost delivery 
model. Still the projected financial performance of these new 
services is disappointing. They will never get investment dollars 
for their service innovation initiative unless projected margins 
improve. Moreover, demand for the firm’s other fee based services 
are below expectations. So they have two questions:

• How can we stimulate demand for fee based services?

• How can we realistically improve the projected financial per-
formance of our new value added services?

The answer to each question is value based pricing. Taking cost 
out of the service delivery model is only half the equation. The 
other half is being paid a price that generates adequate margins 
to justify investment. The two pricing models most commonly 
used in the service community - cost based pricing and market 
(aka competitor) based pricing - fall short.

In the recent Market Rates Study of leading technology profes-
sional services practices, for example, of the 19 responding firms 
not one identified themselves as a value pricer.2 To add insult to 
injury, in a 2005 SSPA research study of maintenance pricing 
practices, not one of the 114 enterprise vendors surveyed used 
ROI models to demonstrate the value of maintenance and sup-
port services.3 This despite the fact that ROI models are used 
routinely on the product side of the house.

Cost based pricing and market based pricing are the norms 
in technology services. When cost based pricing is used, firms 
develop a service offering, calculate the costs of delivery and then 
think about what price to charge to achieve a margin target. When 
market based pricing is used, firms look at comparable offerings 
in the market and price similarly. In both cases, companies forego 
revenue opportunities that are sometimes massive. A value based 
pricing approach often recommends prices to be 2X to 20X the 
level of either the cost based or market based approaches, and 
firms succeed at capturing them!

Pricing Strategically in the Complexity Avalanche: A

This paper outlines strategic price management issues that tech-
nology services leaders should keep in mind to maintain finan-
cial performance while navigating in times of turbulent change. 
The author examines why value based pricing is instrumental 
to successful change, how the role of services pricing will dra-
matically increase, how to defend maintenance prices and what 
steps will lead to optimized prices for value added services. 
Timothy Matanovich is President of Value and Pricing Partners 
LLC, providing diagnostic, education and consulting services to 
the technology services community. He can be reached at tim@
valueandpricing.com.
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There are other shortcomings of cost based pricing, especially 
related to value added services. In the short run when proserve 
organizations deliver value added services, cost plus pricing means 
that low value implementation services and high value end user 
adoption services are priced off the same rate card. Since custom-
ers will force prices down to the lowest common denominator, it 
becomes nearly impossible to capture rate premiums for higher 
value services.

In the longer run, when value added services can be delivered 
more cost effectively, cost based pricing poses two problems: 

• It alienates customers because value to them and cost to the 
company have little to do with one another, therefore limiting 
market penetration. 

• And whatever margin is attached to costs, it is unlikely to 
match the potential achievable margins available from some 
customers for whom value can be enormous. 

In one exceptional case, a service organization routinely captures 
40% of measurable value created for customers. Since most of 
its process is automated, margins on these services rival mainte-
nance margins.

Pricing Strategically
So what does pricing strategically mean? In the book, Wood refers 
to a question posed by the CIO of Computer Sciences Corpo-
ration. “I know how to improve operating effi-
ciencies in services, but how do I make strategic 
investments there?”4 Strategic pricing provides 
an answer to this question as well. Strategy is 
fundamentally about resource allocation. The 
answer to the question is to invest in services 
where value is high, permitting high prices and 
high margins.

This answer may appear trite, but in this context 
we are not talking about the term value as it is 
bandied about in business circles with the defi-
nition changing from conversation to conversa-
tion and with no ability to measure or quantify. 
Rather I am using the term value as defined by 
leading value researchers Anderson and Narus.5 
“Value in business markets is the worth in mone-
tary terms of the technical, economic, service and 
social benefits a customer receives in exchange for 
the price it pays for a market offering.”

So the answer to the CIO’s question is to invest in 
those services that have the greatest measurable 
economic impact on the business model of the 
buyer. These services will appeal most strongly 

to the customer and, in turn, permit you to charge a value based 
price. Indeed, value based pricing is ultimately about being paid 
fairly for delivering high business impact.

And business impact is the name of the game. Demonstrating 
business impact can be instrumental in making services value 
tangible. After developing an economic value model for a firm 
selling broadband telecommunication services, the CIO remarked 
that “It’s a license for printing money.” After the firm closed a siz-
able sale with the State of Wisconsin, the state purchasing agent 
remarked “Yours was the only vendor that demonstrated why this 
investment makes sense for our state.”

Pricing strategically is about changing the question from an in-
ternal orientation where costs are the driver to an external orien-
tation where customer value is the driver. The question changes 
from “What price do I need to cover my costs and achieve my 
revenue objectives?” to “What price is the customer willing to 
pay for the services, and what costs should I incur to deliver 
them?” The difference is subtle, but the business consequences 
can be profound.

Cost based pricing needlessly exposes the firm to two risks. 
The first risk is that the firm builds a service operation with a cost 
structure that the customer cannot afford. So the service busi-
ness collapses of its own weight. The second risk occurs because 
of the margin target orientation. Instead of exploring the pricing 
upside, the firm settles for a target margin return, forever losing 
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Value Price Offering Cost
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potential value it could have captured.

Alternatively pricing strategically leads the firm to scale the ser-
vice offering to meet customer demand and positions the firm 
for higher margins.

The outcome of market based pricing may even be worse. If you 
indeed have unique value to your customers, then pricing similar 
to the competition leads directly to needless price competition. 
Your higher value prompts your competitor to drop price in or-
der to stay in the game. Whammo! You started a price war and 
didn’t even know it. In truth, Pogo was right: “We have discov-
ered the enemy, and he is us.” Experience across a wide variety of 
industries confirms that most price competition is unintentional 
and unnecessary. Further, most of the harm resulting from price 
competition is self inflicted.

Pricing strategically has direct implications for the services en-
gineering process as well. Cost based pricing puts pricing at the 
end of the process. Pricing strategically puts pricing at the front 
of the services engineering process. At the front it drives the firm 
to eliminate unnecessary costs early in the development process 
and focuses development on service attributes the customer is 
willing to pay for -- a wicked good combination for creating 
competitive advantage.

Finally, pricing strategically simplifies the complexity. It drives 
attention of the customer, sales organization, and development 
team away from features and functions (complex) and toward 
how those features and functions combine to deliver improved 
business performance (simple).

The Changing Role of Services Pricing
Over the upcoming decade, the role of services pricing will dra-
matically change in several ways. Let’s take a software business 
as an example. 

With a variable cost of virtually zero, the goal of software pric-
ing is to maximize revenues. In these fixed cost businesses, 
maximum revenue translates to maximum margin. Mainte-
nance simply piggybacks on software, and prices are a percent-
age of the software price. No thought whatsoever is given to the 
underlying economics of the services business. Of course, with 
70% maintenance margins who cares? Nobody looks too closely 
at the pricing model. Just keep discounting under control, and 
enjoy the ride. Other service functions have often been operated 
in many cases as cost centers, again with the objective of maxi-
mizing product revenues.

The underlying economics of a service business, however, are 
different than those of the example software business. As a 
result, the role of pricing changes. Unlike the software company 
example, where costs are largely fixed, service business costs are 
largely variable. Moreover, unlike software where unlimited cop-
ies can be printed, service operations have a limited capacity, and 
costs can grow rapidly as the limits of capacity are reached. Ask 
the leader of any services group what happens when demand is 
high, pushing the limits of the team. In this kind of environment, 
the goal of maximizing revenues leads to higher costs and lower 
margins. In one services case, economic modeling demonstrated 
that maximizing revenues led to a 33% decrease in margins.

The goal of pricing for services, therefore, is not to maximize 
revenues, but rather to maximize margins given a certain scale 
of operation. This is more closely akin to pricing in process in-
dustries like chemicals, where the goal is to maximize margins 
for a given level of production capacity.

As technology companies begin to offer value added services, 
the complexity of the pricing problem increases. Some custom-
ers will want fewer services and others will want more. Instead 
of a single price point – “maintenance” - there will be multiple 
service offerings and price points. In the current environment, 
the simple definition of pricing success is to capture as high a 

percentage of the license price as 
possible. In the not too distant fu-
ture, the business objective will be 
to maximize margin across a port-
folio of service offerings consumed 
by a variety of customers.

Finally, as companies transition 
from services-as-a-necessity to ser-
vices-as-a-business, pricing moves 
from an afterthought to an essential 
skill set for survival. Many services 
organizations will find that skill set 
sorely lacking. Investment in pric-
ing capabilities will therefore be 
required to sustain financial per-
formance.

In sum, the role of pricing in servic-
es will rise, driven by changing busi-
ness economics, deterioration of the 
maintenance model and increased 
offering complexity. These changes 
will drive service organizations to 

Services as a Necessity Services as a Business

Service price piggybacks on 
product price
Few service offerings, “one 
size fits all”
Objective: Maximize 
revenues
Pricing capabilities nice to 
have

Stand alone service pricing
Many service offerings 
targeted to customer 
segments
Objective: Maximize service 
margins across a portfolio 
of offerings, within an 
operating window
Pricing capabilities essential

From To
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beef up pricing capabilities to meet the challenges.

Defending Maintenance
The maintenance model of services revenues has served the tech-
nology industry well since its inception. It is the cash cow of many 
tech businesses. However a significant threat to maintenance 
prices is emerging: the potential collapse of software prices. After 
all, 20% of zero is zero. With the emergence of cloud comput-
ing, software as a service, new competitors having little overhead 
and the establishment of new services exclusive competitors, it 
may not be a question of whether but when. In the context of 
the Complexity Avalanche and evident mounting price pressure6, 
the operative question is: How can tech firms defend the main-
tenance revenue stream long enough to profitably navigate the 
transition to value added services?

With the underlying basis 
for value at risk of collaps-
ing, i.e. software prices, 
the obvious response is 
to find a new basis. Of 
course that basis should 
be value delivered. For 
the past 20 years or more, 
software customers have 
consistently been willing 
to pay roughly 20% of the 
license price for mainte-
nance services, year in 
and year out. That is great 
news indicating high de-
livered value. Yet, accord-
ing to the 2005 SSPA 
study, that value has not 
been measured.

As new delivery vehicles, 
like cloud computing 
emerge, there is a very 
real risk that unmeasured value will simply be lost. If technology 
companies want to protect their maintenance revenue streams 
over the long run, then a top priority must be to quantify deliv-
ered value. That quantification can, in turn, be used to justify 
prices of maintenance services independent of software or hard-
ware prices.

Beyond quantification of value delivered, the solution in part 
will be found in embracing the digitization of value rather than 
resisting it. A significant challenge of maintenance is that it is an 
undifferentiated mass both on the cost side and the value side. By 
trimming maintenance component services that provide custom-
ers with little value and investing in services that provide custom-
ers with high value, maintenance prices can be defended. This 
presumes the firm has done the recommended value quantifica-
tion work, so the impact of individual services on the customer’s 
business model can be assessed. If done, the focus on higher value 
component services creates competitive advantage and increases 
switching costs, strengthening the firm’s negotiating position.

In at least two ways, though, preserving the maintenance model 
of services may be a trap. Experience across many industries has 

shown that services easily lose their differentiated value when 
bundled. It has to do with the intangibility of services. Products 
retain their individuality in bundles, e.g. it is easy to differentiate 
between fries and a burger even when served as a Happy Meal. 
In contrast, tell me what are the individual services in your auto 
insurance policy? Beyond one or two services most of us couldn’t 
list them; that despite the fact that we pay 200X the price for in-
surance than a Happy Meal. Then in times of natural disaster it 
is no surprise that so many people discover that their insurance 
didn’t cover the flood or hail or wind or other damage. Services 
lose differentiation in bundles.

So in order to capture maximum value in services, unbundling 
has proven an effective pricing tactic. Itemizing services more 
clearly communicates value, and providing customers with more 
options generally increases customer spend. Unbundling is es-

pecially important for new 
value added services. The 
last thing you want to do 
is develop something truly 
valuable for your custom-
ers and then bury it in a 
pile of other services under 
the label “maintenance”. 
Experience across many 
industries has shown that 
services easily lose their 
differentiated value when 
bundled. So to capture 
maximum value in ser-
vices, unbundling has 
proven an effective pric-
ing tactic.

A nother t rap of the 
maintenance model is 
competitive vulnerabil-
ity. A favorite competitive 
strategy since the time of 

Sun Tzu has been to narrowly define the field of battle in order 
to gain relative competitive strength. Working across a variety 
of industries, time and again niche competitors attack the high-
est margin elements of an incumbent’s undifferentiated offering. 
Continuing the insurance industry example, there has been a 
flurry of activity in the auto insurance industry recently led by 
Progressive and Geico. “Name your own price”, “choose the policy 
that is right for you”, and “do it for less money”. It is a powerful 
combination. Note recently that industry powerhouses like All-
state and State Farm have been forced to follow suit.

Value Added Services
If the key to the future is value added services, driven by services 
science, then the key to making the most from the effort is value 
based pricing, driven by pricing science. And just as service sci-
ence is anchored into the organization through the service engi-
neering process, so value based pricing is anchored through the 
strategic pricing process. In a world where the key to success is 
the “application of the technology to address the unique business 
opportunities of your customer,” where the buyer is a business 
buyer and where the objective is business results, value based 
pricing simply fits the bill.

Target

Value

Price

Cost
Share
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The strategic pricing process can be summarized in these steps: 

• Identify the target customer or segment. 

• Quantify the value to the customer of solving their problem. 

• Determine the price the customer would be willing to pay to 
solve the problem. 

• Determine the service operation and cost structure needed to 
deliver the expected value.

• Determine the market share objective that would maximize 
margins given the operating window of the service opera-
tion.

The strategic pricing process will help companies identify tar-
geted customer opportunities that have the highest payback, 
while managing costs from the outset. The combination enables 
faster market entry, higher cash flow, and reduced time to break-
even. Moreover, value based pricing will help the service busi-
ness maintain margins overall even if traditional maintenance 
margins fall.

Firms who employ the strategic pricing process in offering de-
velopment find it easier to pick winners from losers, and they 
are more inclined to make the necessary investments across the 
board that assure launch success.

Closing Thoughts
Finally, value based pricing is simply fair. It is fair to customers 
who pay for value received. It is fair for the services organization 

because they are paid for improving their customers’ business 
condition. It is fair for shareholders because it is focused squarely 
on improving business margins.

Value based pricing anchored by the strategic pricing process is 
a powerful framework for preserving the financial performance 
of technology businesses while navigating the turbulence of the 
Complexity Avalanche. It is a perfect complement for capturing 
the value created by increasing user adoption. It simplifies com-
plexity. It enlightens the path for preserving maintenance rev-
enues. It provides a framework for optimizing service business 
margins while enhancing the services engineering process.
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