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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

FIGURE 1: PROFIT IMPACT OF A 0.5% PRICE INCREASE

Abbildungen distributor Artikel - 0 -

Source: Internet research und Simon-Kucher analysis;   * Assumption: EBIT margin of 1%

2%

4%

5%

6%

8%

14%

50%

Swisscom

Nestlé

Bayer

BMW

ThyssenKrupp

Siemens

Distributors*

Company Impact of a 0.5% price increase on profit

High revenues,
low margins make 
pricing the profit 

driver!

Figure 1: Profit Impact of a 0.5% Price Increase

FIGURE 2: SKP POWER PRICING FOR DISTRIBUTORS

Abbildungen distributor Artikel - 1 -

For each price list

Volume

Relative price

Determination of 
price elasticity

Margin/revenue

PriceOpt.
price

Calculation of 
optimal price

Price

Individual price 
adjustment

Customer
segmentation

Product
segmentation

Setup Ongoing

Figure 2: Power Pricing For Distributors



 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 2011 3

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Figure 4: Peer Pricing Approach
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Creating a simple but comprehensive 
offer to motivate effective customer 
behavior is better than cutting price 
or firing your smaller customers.

Executives often start to feel their 
eyelids grow heavy at the term 
“market segmentation,” or to 
reach for their BlackBerry to re-

lieve the tedium. If this sounds like you 
or your company, you probably haven’t 
been working on segmentation from a 
pricing perspective. Effective segmenta-
tion is the backbone of effective pricing.

Do any two people pay the same price 
for a seat on any given aircraft? You may 
argue that airline pricing is more confus-
ing than effective, but I would say that is 
only because airlines have ruined a good 
thing. Leisure travelers are not willing 
to pay the same for a ticket as business 
people. 

The pricing perspective is “How do I 
structure prices to capture the volume of 
the leisure travelers and the margin avail-
able from the business travelers?” 

The answer: price fences, structural di-
vides that keep segments apart and allow 
for differential pricing. Three effective 
fences that airlines use are class (busi-
ness or tourist), booking lead time, and 
Saturday night stay-over. They are used 
to create price differentials even though 
everyone on the plane is going to the 
same place at the same time. This leads 
us to Lesson 1: Segmentation should be 
linked to the price structure.

For another example, consider a compa-
ny who was manufacturing products sold 
to housing contractors. The company’s 
customers were often on tight timelines 
and managing a labor pool consisting 
of many different trades.  Through re-
search, the company found that effective 
customer service (knowing detailed in-
formation about products and building 
codes, and order-delivery schedules) had 
tremendous value to customers. Further-
more the company found that the con-
tractors believed some of the reps had 
valuable skills in these 
areas, and that present-
ed with the right offer, 
contractors would be 
willing to pay to access 
this knowledge. 

Based on this feedback, 
the company estab-
lished two levels of 
customer service they could offer. They 
also used this feedback to determine how 
much to charge for the enhanced service 
and estimated what percentage of their 
customers would be willing to pay a cer-
tain premium. In this case, both custom-
er and provider benefited, which leads to 
the second lesson: Use segmentation to 
help guide you to innovate where the 

value is highest.

Another example is a company who sold 
database information online. In their 
customer mix, they had large national 
customers who were willing to pay a 
high price and were very inexpensive to 
service per unit of data delivered. They 
had another segment of small business 
clients who were extremely price sensi-
tive, took up a lot of time in the sales 
process,	required	heavy	customization	of	
the information to be sent, and then of-
ten didn’t pay their bills on time. 

Management’s initial response was to 
“fire” the small customers, but the com-
pany needed them to complete the pic-
ture on the data-collection side of their 
business. Furthermore they represented 
significant volume. 

For this segment, the company devel-
oped a bundled offer that raised the price 
but delivered much more value to this 
price-sensitive segment. Further, the of-
fer required payment in advance. While 
customer count dropped slightly, volume 
increased dramatically and the company 
turned a loss to a profit on the customer 

profit contribution report. Lesson 3: Cre-
ating a simple but comprehensive offer 
to motivate effective customer behav-
ior is better than cutting price or firing 
your smaller customers.

To help you think about all the steps, 
consider this final example. A ski re-
sort was recently faced with cutting the 

Segmentation Should be  
Your Pricing Backbone

Effective segmentation is the backbone 
of effective pricing. However, many 
managers find segmentation discussions 
tedious because, as the author explains, 
these discussions aren’t being held in the 
context of pricing. Companies whose 
segmentation discussions don’t address 
behavior, price structure, innovation 
and offer design, are missing out on a 
large untapped opportunity. Paul Hunt 
is the president of Pricing Solutions, a 
global pricing consultancy, and a fre-
quent PPS contributor, instructor and 
presenter. He can be reached at phunt@
pricingsolutions.com and his online 
pricing courses can be found at www.
PricingSociety.com. His pricing column 
appears monthly in the Financial Post 
(www.financialpost.com).
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price of its annual pass substantially to 
be competitive with a neighboring re-
sort, but they felt their best customers 
were very loyal and didn’t need the price 
reduction. They worked on developing 
a premium season pass to appeal to this 
group. 

One thing this elite group valued was 
time on the slopes without all the 
crowds, and before someone (paying a 
fraction of the price) ripped up all the 
fresh powder, so the resort created a pre-
mium pass that included “Fresh Tracks” 
access to the mountain one hour before 
it opened to the public. They then de-
veloped four or five other value-adds 
for this group, which enabled a price 
increase despite significant downward 
competitive pressure on prices. 

At the other end of the customer base the 
resort offered the lower price pass, but 
limited access over the Christmas holi-
days and other busy holiday weekends. 
For this group they provided a competi-
tive offering, but they also fenced them 
out on the busy days when the yield they 
delivered was below average.

Untapped Opportunity
Too many businesses segment customers 
based on demographics such as age and 
income,	or	customer	size	and	industry.	
If your segmentation isn’t leading you 

into a discussion about behavior, price 
structure, innovation and offer design, 
you probably have a large untapped op-
portunity. 

So next time segmentation is on the 
agenda, look up from your smartphone. 
Segmentation is hardly boring when you 
capitalize	on	untapped	profits.

One thing this elite group valued was time on the slopes 
without all the crowds, and before someone (paying a 
fraction of the price) ripped up all the fresh powder, so 
the resort created a premium pass that included “Fresh 
Tracks” access to the mountain one hour before it 
opened to the public. 
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Last fall, the President of a mid-
sized	company	was	rather	wor-
ried about an unusually aggres-
sive competitive promotion.  

After receiving guidance on how to ana-
lyze	their	competitors’	past	promotions	
along with the company’s own volume 
and discount trends, the company de-
cided against matching the promotion.  
They saved over $2 million within a 
quarter and, thankfully, pent up de-
mand from recent lean periods also came 
through at regular prices. 

Another company was considering a sig-
nificant price increase to protect margin 
from rising raw material costs but was 
unsure if their competitors would follow.  
Plotting their competitor’s past price in-
crease levels and timing revealed a pleas-

ant surprise. While the analysis validated 
the company’s price leader status it also 
revealed they were traditionally the first 
mover for price actions in their industry 
in North America. Their key competitor 
had always followed them. Building on 
this analysis, the company announced a 
price increase which the competitors fol-
lowed as expected.

The point of these two examples: Man-
agers feel frustrated when the lack of 
reliable competitive information mars 
their ability to plan precise price ac-
tions. They try to find validation by 
sketching their competitors as irrational, 
opportunistic or short-sighted but that is 
hardly useful. Managers seeking depend-
able competitive intelligence should start 
by defining clear objectives prior to gath-
ering competitive data. The problem def-
inition should determine requirements, 
where and how much competitive data 
to	collect,	how	to	analyze	it,	and	how	to	
share	it	within	the	organization.

In many companies, existing meth-
ods for gathering competitive data are 
flawed.  Recent examples of low-ball 
pricing tend to influence critical price 
decisions leading to money being left on 
the table.  Customers, the key source of 
competitive information, are likely to 
bluff or provide partial competitive data 
in expectation of concessions.  Similarly, 
front-line employees also tend to share 
competitive sound bites somewhat se-
lectively. The information gleaned from 
such data is understandably misleading. 

Even when quality data is forthcoming, 
the	input	is	seldom	analyzed	sufficiently	
or relayed to the data providers hence 
leaving them unenthusiastic about con-
tributing in the future. Also, competitive 
data collection tends to follow the prob-
lem-du-jour rather than an ongoing and 
consistent process.  Few companies nom-
inate a manager to coordinate and gather 

competitive information for addressing 
questions such as:

n Is the competitive pricing a wild card 
across the country or can we spot con-
sistent patterns?

n Do they price aggressively everywhere 
or only in specific sales regions or for 
certain customers or products? 

n How does the competitive offering 
compare with our product features?

n Is the competitor irrational or simply 
reacting to our own aggressive behavior?

Intelligence gathering should be prag-
matic rather than a wasteful collection of 
data.  For instance, it is pointless to de-
mand large amounts of detail from sales 
reps for tracking market share or to jus-
tify their quoted price levels. 

Instead, requesting concise data sets for 
pre-determined and well-explained needs 
is better suited to explain competitive 
behavior in a given context. As such, the 
objectives for competitive intelligence 
vary by industry and nature of problem. 
Retailers may use sophisticated software 
to track real-time prices and competitive 
promotions to stay in the ballpark. In-
dustrial manufacturers typically estimate 
costs from competitive 10-Ks and elicit 
price points from sales reps, channel 
members or customers.

Careful review of past competitive ac-
tions can guide precise price planning 
for future actions. Useful competi-
tive intelligence is mission critical but it 
should not drain scarce resources. The 
experience of the aforementioned com-
panies exemplifies that small scale ef-
forts for competitive analysis not only 
expedite planning and execution of price 
actions but also increase the certainty of 
success.

In many companies, existing meth-

ods for gathering competitive data are 

flawed, and managers feel frustrated 

when the lack of reliable competitive in-

formation inhibits their ability to plan 

precise price actions. In this article, the 

author outlines steps for gathering de-

pendable competitive intelligence and 

using collected data to create impactful 

pricing strategies. Navdeep Sodhi is a 

pricing consultant and co-author of Six 
Sigma Pricing (FT Press 2008). He is 

past recipient of the Award of Excellence 

from the Professional Pricing Society. 

He has published in numerous journals 

including the Harvard Business Re-

view. He also blogs and can be reached 

at www.iSixSigmaPricing.com. 

Pragmatic Competitive Intelligence 
for Pricing Precision
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With pricing optimization tools, you 
can change the role of your pricing 
organization from price entry based 
on gut feel and sparse information 
to a continuous process of analyzing 
the business, testing new strategies, 
evaluating results and implementing 
across the board.

Understanding the value you 
provide to your customers is 
always important when you 
set prices, but it is even more 

crucial in commodity product industries.  
Take this example of a European chemi-
cal manufacturer.

A large customer continued to pressure 
a sales rep of a chemical commodity 
products manufacturer for lower prices 
on a specific product line using “cheaper 
competition from Asia” as his leverage.  
The manufacturer complied with many 
of these requests because it was a “com-
modity product” and the manufacturer 
felt they would lose the business if they 
did not lower prices. 

A year later, during performance reviews, 
it became apparent the product line was 
losing money, so the manufacturer de-
cided to discontinue production.  To 
everyone’s surprise, once the customer 
was notified about this decision, the cus-
tomer went into panic mode saying that 
their production would be impacted, as 
the Asian competitors could not provide 
the same level of product quality or JIT 
delivery service.  

They were now willing to renegotiate the 
contract.  The end result was a renegoti-
ated contract that included a 20% price 
increase that kept the product line alive.

In the commodity products industry, a 
distinction must be made between com-
modity product and a commodity offer.  
While the product may be perceived as 
the commodity, the offer provides oppor-
tunity	for	differentiation	and	capitalizing	
on differentiation via 
product	customization,	
service levels, product 
quality, delivery, mar-
keting support, etc.  

As evidenced by the 
story above, it’s essential 
that commodity prod-
ucts companies under-
stand the value they 
provide to different cus-
tomers and differentiate 
offers for each segment.

The key to optimal 
pricing decisions is understanding the 
value that you provide to your custom-
ers and then testing those findings in a 
real market place.  There are many anal-
ysis approaches, such as Economic Value 
Mapping, that intend to determine the 
value you provide your customers based 
on surveys, customer interviews, etc. 

The challenge with these types of ap-
proaches especially in commodity indus-
tries is that they can be difficult to im-
plement in practice and, because they are 
static in nature, their results may become 
quickly outdated.  In most cases, the 
best answer to the value question lies in 
your data.  

The right approach is to implement tools 
that: 

s mine your data to understand the will-
ingness to pay of different customers for 
your product and service offerings, and 

s provide you a framework to make and 
evaluate your decisions in an automated 
fashion to support sustainable optimal 
pricing processes and decisions.  

With	pricing	optimization	tools,	you	can	
change	the	role	of	your	pricing	organiza-

tion from price entry based on gut feel 
and sparse information to a continuous 
process	of	analyzing	the	business,	test-
ing new strategies, evaluating results and 
implementing across the board.

When dealing with commodities, the 

key to making optimal pricing is un-

derstanding the value that you provide 

to your customers and then testing those 

findings in a real market place. A dis-

tinction must be made between a com-

modity product and a commodity of-

fer. In this article, the author uses an 

example from chemical products manu-

facturing to help pricers dealing with 

the challenges of pricing commodity 

products in multiple industries. Mar-

tin Simoncic is Director of Professional 

Services team at PROS Pricing and has 

published multiple articles on the PROS 

Pricing blog www.pricingleadership.

com.

Setting Prices for Commodity Products 
– You are in Control


