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PPS Happenings 1984-2007, Now in its 24th year

The 2007 European Conference previously announced for Prague will instead 
be held in Brussels on November 22-23, 2007 at the Radisson SAS Hotel in 
Brussels, Belgium. Look for details on speakers and sponsors soon.

Mark Your Calendars for Upcoming March Webinars

March 6, 2007, Open Forum: “Improving Profitability Management in Hi-
Tech Companies” — Vistaar

March 8, 2007, Members Only: “Using Pricing to Increase Customer Loyal-
ty” — Simon-Kucher & Partners

March 20, 2007, Open Forum: Webinar Topic TBD — Vendavo

March 29, 2007, Members Only: “Best Practices in Pricing Analytics & De-
cision Support” — Mimiran, LLC

As always, we are truly grateful for the support of our members and sponsors, 
without which there would be no PPS!

— Eric Mitchell, PPS President

European 2007 Conference to be Held In Brussels

Enhance Your New Product  
Development Process With ‘Value Gates’

Is it worth it? That’s the key ques-
tion when it comes to whether a new 
product ultimately succeeds or fails. If 
the development team neglects to per-
form a value assessment — Does the 
product fill a need? Does the price re-
flect its value? — then it’s left to the 
marketplace to decide, most likely at 
the company’s expense. In this article, 
the second of two (see last month’s 
issue for the first article), John E. 
Hogan discusses why incorporating 
economic value into the development 
process can help drive higher volumes 
and greater profitability. John, a 
Partner at Strategic Pricing Group, 
can be reached at john_hogan@
monitor.com. This article, which first 
appeared in SPG Insights, is reprint-
ed with permission.

Looking back over the last 10 
years of new-product launches 
provides a sobering view: The 
landscape is littered with in-

novative new products that ultimately 
failed in the marketplace. 

Consider the Iridium satellite phone, for 
example. Using a network of satellites in 
geosynchronous orbit around the earth, 
Iridium provided the user with instant 
phone access at virtually any point on 
the earth — even in areas with no con-
ventional cell phone coverage. 

Despite having truly unique differentia-
tion, Iridium was a failure. After years of 
struggle, it was pulled from the market, 
and the assets were sold at a tiny fraction 
of the original value. 

How could a phone with that kind of 
capability fail in the marketplace? Al-
though the phone did have significant 
positive differentiation in the form of 
unlimited coverage, it was negatively 
differentiated in one crucial aspect: the 
phone weighed several pounds and was 
the size of a large brick due to the heavy-
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duty batteries needed to boost a carrier 
signal into space. This one feature made 
Iridium an unattractive alternative for 
the mass cell phone market and limited 
its usefulness to remote industrial appli-
cations such as oil platforms, where mo-
bility was not a key need. 

The market was further restricted by 
a price tag that topped $3,000, which 
was needed to cover the $5 billion in-
vestment in satellites. Iridium is a clas-
sic example of a new product that failed 
because its value proposition was poorly 
aligned with the needs of the market-
place. 

Although few new product failures are 
as spectacular as Iridium, it is surpris-
ing how many new products fail because 
they don’t create sufficient value for cus-
tomers, or because their pricing strategy 
is not consistent with the value the prod-
uct delivers. 

Our experience with new-product 
launches suggests that in many firms, 
there is a disconnect between the new-
product development process and the 
realities of the marketplace. Ultimate-
ly, the thing that customers care about 
is how a new product will impact their 
bottom line (i.e., its economic value). 
Yet, surprisingly few firms incorporate a 
quantified as-
sessment of eco-
nomic value into 
the new-prod-
uct development 
process. 

If such an as-
sessment occurs 
at all, it is usu-
ally post-launch 
to give the sales 
force some selling tools. The result is 
many products have appealing features 
that customers won’t pay for, and sales 
lag behind initial expectations. 

Our research indicates over half of new 
products fail to meet profit or volume 
targets. To improve on these results, 
firms must drive economic value assess-

ment upstream into the new-product de-
velopment process.

Understanding  
Economic Value
Value is perhaps the most over-used term 
in business today. To prevent any confu-
sion about what we mean by the term, 
we define value as the economic impact 
(in monetary terms) that a product or 
service has on a customer’s business rela-
tive to the price of the next best competi-
tive offering. 

There are several points in this definition 
that are worth expanding on. First, eco-
nomic value is a quantified estimate of 
the product’s impact on your customer’s 
revenue and costs. Most products have 
many appealing features, but customers 
can only be persuaded to pay for those 
features that make a difference in their 
business results. 

Second, value can only by understood 
in relation to some other product. Dur-
ing the purchase process, customers 
make tradeoffs between the value each 
product creates and the price they are be-
ing asked to pay. By quantifying the dif-
ferential value between products, firms 
can facilitate the customer’s purchase 
decision and justify the price they are 
charging. 

Finally, econom-
ic value incorpo-
rates both posi-
tive and negative 
differential val-
ue. For the value 
assessment to be 
realistic, it must 
acknowledge any 
competitive fea-
tures that cre-

ate a greater economic impact than your 
own product. Anything less than com-
plete honesty will result in customers 
writing off the value assessment as mar-
keting hype. 

The importance of conducting a value 
assessment can be illustrated with an-
other example taken from the telecom-
munications industry. During the early 

years of the Internet boom, the demand 
for high-speed communication lines ex-
ploded as Internet service providers (ISP) 
penetrated the home market. 

This was a very profitable business for 
the major Telcos until they were hit with 
deregulation requirements that forced 
them to lease their high-speed lines to 
smaller competitors at attractive rates. 
These small competitors were able to 
penetrate the market quickly with lower 
prices because of their lower overhead 
costs. Not surprisingly, the major Telcos 
quickly felt the pinch. 

Rather than concede the market, how-
ever, one of the Telcos decided to un-
derstand exactly what their offering was 
worth to customers to see where they 
might have an opportunity to improve 
the profit picture. Through a series of 
depth interviews with customers, they 
determined there were two key “value 
drivers” for high-speed lines. 

The first value driver was reliability. 
Each hour of downtime for an ISP re-
sulted in hundreds and sometimes thou-
sands of customers deciding to drop 
their service and switch to an alternative 
provider. 

This value driver was important because 
the Telco was forced to lease standard 
lines with approximately 98% reliability 
to its competitors, but it had the capabil-
ity to add redundancies to the standard 
line that would make reliability approach 
100%. 

This seemingly small difference in reli-
ability translated into a difference of 
several hours of downtime per year and 
had an economic impact of several hun-
dred dollars per line for their commer-
cial customers. 

The second value driver was speed of in-
stallation. With the rapid influx of new 
Internet users that occurred during the 
mid-1990s, it was essential that ISPs had 
the capability to scale up their operations 
rapidly to meet demand. 

Ultimately, the thing that 
customers care about is 
how a new product will 
impact their bottom line.
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For example, when an ISP went out of 
business (a frequently occurring event), 
all of its customers would hit the market 
looking for a new provider. The faster 
the ISP could install new trunk lines to 
handle the influx, the greater percent-
age of customers it could win. A delay of 
even a few days would result in hundreds 
of dollars of lost revenue. 

Suddenly, the Telco’s high fixed costs, as-
sociated with its large number of trucks 
and installation crews, were seen as a 
source of competitive advantage that cre-
ated significant differential value because 
the small competitors, with fewer crews, 
took as much as 10 days longer to install 
a new line.

Upon completing its value assessment, 
the large Telco had a very different view 
of the market opportunity. Instead of 
being saddled with a true commodity 
product and an unattractive cost struc-
ture, its lines provided commercial cus-
tomers in the ISP segment more than 
$600 in differential value relative to the 
“same line” being leased by the small 
competitors. This value story enabled 
the Telco to command a significant price 
premium and maintain its market posi-
tion. 

As this example illustrates, having a deep 
understanding of the total economic 
value of your product gives you an op-
portunity to engage with your customers 
in a more effective and profitable way. 
This opportunity is especially true for 
new products.

How Does Value Estimation 
Improve My New Product 
Performance?
We recently conducted a study of new-
product development processes across 
industries and found that nearly 60% of 
firms use a stage-gate process to guide 
their development activities. In addition, 
most firms have invested heavily in im-
proving their development process with 
cross-functional teams and market re-
search to make sure the voice of the cus-
tomer is heard. 

Given all this attention, it’s surprising 
that new-product success rates have had 
little improvement over the last decade. 
Our experience suggests the poor results 
stem from the fact that few firms use 
economic value analysis to guide their 
development processes.

As Figure 1 illustrates, applying value to 
the new-product development process 
can significantly improve profitability of 
new products. For example, performing 
an Economic Value Estimation (EVE®) 
will help ensure you don’t leave money 
on the table by under-pricing high-value 
segments. In addition, value estimation 
can reduce your costs by helping you 
eliminate costly features that don’t create 
significant value for customers and won’t 
command a price premium. 

Part of understanding the value proposi-
tion of your new product is gaining in-
sight into how value differs across mar-
ket segments. One of the most common 
errors we see is the launch of a one-
size-fits-all product into a market with 
different value segments. Typically, the 
firm designs features aimed at the “mass 
middle” of the market to generate suffi-
cient share. 

A closer look at this approach uncovers 
the problem it creates: By building the 
launch strategy around a single offer-
ing, the firm ensures that it under-prices 
those segments that get more value from 
the product, and over-prices those seg-
ments that get less value. By understand-
ing how value differs across segments 

early in the development process, firms 
can design product variations that enable 
them to capture increased margins in 
high-value segments and drive volume in 
low-value segments.

Finally, having a deep understanding of 
the value your product brings prior to 
launch gives you the lead time to design 
value-based market communications 
and selling tools to facilitate the launch. 
Communicating value is especially im-
portant for new products, for which 
customers may not understand how the 
new features translate into benefits, and 
the benefits into economic value. 

Training the sales force on how to sell 
the value of a new product will increase 
the rate of market penetration and sup-
port a premium pricing strategy. In some 
cases, we have found that more effective 
value communications can increase value 
capture 50% or more.

Enhancing the Development 
Process with “Value Gates”
Incorporating economic value into the 
development process can help drive high-
er volumes and greater profitability for 
new products. But how difficult is it to 
add this capability to your current pro-
cess? Do the benefits justify the costs? 

In most cases, the answer to the latter 
question is a resounding yes! Incorpo-
rating economic value estimation into 
development does not require a major 
process redesign. All that is needed is to 
enhance the current stage-gate process 
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with additional value gates to see signifi-
cant performance improvements. 

Although each firm’s development pro-
cess is unique, most involve a series of 
tests that products must pass through to 
move on to the next phase of develop-
ment. The point is to reject bad ideas 
early in the process while accelerating 
the rate at which new ideas are advanced.

Stage Gate Process
In a traditional development process, the 
objective of the discovery phase is to cre-
ate a large pool of potential products that 
might be well received in the market. 

While there are numerous approaches to 
generating these ideas, discipline must 
be injected into the process by incorpo-
rating a value screen that must identify 
at least one economic value driver that is 
produced by the product. If it’s not pos-
sible to identify at least one way that 
a product idea could reduce your cus-
tomers’ costs or increase their revenue, 
then it’s not likely the product will be 
successful at launch, and it should be 
killed or revised. 

Concepts that pass the initial idea screen 
should then be put through a concept 
screen in which an order-of-magnitude 
cost and value estimation is performed 

and used to calculate a value/cost ra-
tio. This ratio is then used to prioritize 
the products creating the highest value 
for the least cost, and determines which 
products are pushed to the next phase of 
development. 

It is important to note that up to this 
point, the development team has not 
performed in-depth marketing research 
to assess value. This changes as prod-
uct ideas move on to the next phase, in 
which the business case is developed. 

At this point, the development team con-
ducts a series of depth interviews with 
customers to build an accurate value esti-
mation. This can’t be done with surveys 
or other quantitative research methods 
because these methods presume custom-
ers already understand the value of the 
product. This is seldom the case with 
new products containing new features 
and promising to satisfy new needs. 

In contrast, depth interviews enable the 
team to explore how the new product 
affects the customer’s business model 
and to gain a rich under-standing of 
the value it creates. Ideally, these inter-
views are conducted across key segments 
to understand differences in the way that 
value accrues. 

Performing a full value assessment at 
this stage helps drive the business case in 
two ways. First, it provides a solid basis 
for estimating the price that a product 
can capture in the marketplace. Second, 
it helps identify product variations that 
map onto specific customer segments, 
enabling the firm to move away from a 
one-size-fits-all approach. 

The objective of the testing screen is to 
validate which product variations actu-
ally deliver the value that was estimated. 
Firms typically miss important opportu-
nities to improve market performance in 
the testing phase because they focus on 
solving technical problems and don’t use 
testing as an opportunity to refine the 
value estimation and develop appropriate 
value communication strategies. 

Coming out of the testing phase, the 
new product team has developed a solid 
value estimation, has a more credible 
business case and is prepared to launch 
product variations aimed at multiple val-
ue segments. All that remains is to test 
the pricing structure and then launch the 
product.

Conclusion
Incorporating value estimation through-
out the development process can sig-
nificantly improve new-product success 
rates. But the truth is many companies 
fail to systematically incorporate value-
based analysis into their development 
efforts. 

What’s important to realize, however, 
is that driving value upstream into the 
development process need not be costly 
or overly complicated. Yes, skills need to 
be developed to accurately and honest-
ly calculate the economic value of your 
product, and attention must be paid to 
implementing value gates to weed out 
product ideas that will not have a mean-
ingful impact on customers’ bottom 
lines. However, the simplicity of the ap-
proach begs the question: Why aren’t 
more firms doing this? Indeed, the real 
question is: Why aren’t you?

1

The second value driver was speed of 
installation. With the rapid influx of new 
Internet users that occurred during the mid-
‘90s, it was essential that ISPs had the 
capability to scale up their operations 
rapidly to meet demand. For example, when 
an ISP went out of business (a frequently 
occurring event), all of its customers would 
hit the market looking for a new provider. 
The faster the ISP could install new trunk 
lines to handle the influx, the greater 
percentage of customers it could win. A 

delay of even a few days would result in 
hundreds of dollars of lost revenue. 
Suddenly, the Telco’s high fixed costs, 
associated with its large number of trucks 
and installation crews, were seen as a source 
of competitive advantage that created 
significant differential value because the 
small competitors, with fewer crews, took as 
much as 10 days longer to install a new line. 

Upon completing its value assessment, the 
large Telco had a very different view of the 

market opportunity. Instead of being saddled 
with a true commodity product and an 
unattractive cost structure, its lines provided 
commercial customers in the ISP segment 
more than $600 in differential value relative 
t
o the “same line” being leased by the small 
competitors. This value story enabled the 
Telco to command a significant price 
premium and maintain its market position. 
As this example illustrates, having a deep 
understanding of the total economic value of 
your product gives you an opportunity to 

engage with your customers in a more 
effective and profitable way. This 
opportunity is especially true for new 
products.

How Does Value Estimation Improve My 
New Product Performance? 
We recently conducted a study of new-
product development processes across 
industries and found that nearly 60% of 
firms use a stage-gate process to guide their 
development activities. In addition, most 

EVE®

Value Application Financial Impact

Value
Segmentation

Value
Communication

• Higher average prices across segments
• Lower costs from fewer overbuilt products
• Higher average prices across segments
• Lower costs from fewer overbuilt products

• Higher prices from premium segments
• Higher volume from discount segments
• Higher prices from premium segments
• Higher volume from discount segments

• Accelerated adoption rates
• Higher prices through value capture 
• Accelerated adoption rates
• Higher prices through value capture 

Figure 1

EVE®

Value Application Financial Impact

Value
Segmentation

Value
Communication

• Higher average prices across segments
• Lower costs from fewer overbuilt products
• Higher average prices across segments
• Lower costs from fewer overbuilt products

• Higher prices from premium segments
• Higher volume from discount segments
• Higher prices from premium segments
• Higher volume from discount segments

• Accelerated adoption rates
• Higher prices through value capture 
• Accelerated adoption rates
• Higher prices through value capture 

Figure 1

DiscoveryDiscoveryDiscovery

ScopingScopingScoping

Business 
case

Business Business 
casecase

DevelopmentDevelopmentDevelopment

Testing & 
Validation
Testing & Testing & 
ValidationValidation

LaunchLaunchLaunch

Post-
launch 
Review

PostPost--
launch launch 
ReviewReview

Idea screen

Concept screen

Development screen

Testing screen

Launch screen

Concept must be linked 
directly to at least one 
customer value driver.

Potential service constraints 
identified, test cost-to-serve 
relative to value impact.  1-2 
additional value drivers 
identified. 

Must demonstrate value-based price and 
apply against market potential.  VB 
business case must meet hurdle. 

Must demonstrate how 
product variations can meet 
needs of multiple segments.  
Pricing structure developed.

Must demonstrate that customers 
will accept metrics and that 
support services are in place.  

DiscoveryDiscoveryDiscovery

ScopingScopingScoping

Business 
case

Business Business 
casecase

DevelopmentDevelopmentDevelopment

Testing & 
Validation
Testing & Testing & 
ValidationValidation

LaunchLaunchLaunch

Post-
launch 
Review

PostPost--
launch launch 
ReviewReview

Idea screen

Concept screen

Development screen

Testing screen

Launch screen

Concept must be linked 
directly to at least one 
customer value driver.

Potential service constraints 
identified, test cost-to-serve 
relative to value impact.  1-2 
additional value drivers 
identified. 

Must demonstrate value-based price and 
apply against market potential.  VB 
business case must meet hurdle. 

Must demonstrate how 
product variations can meet 
needs of multiple segments.  
Pricing structure developed.

Must demonstrate that customers 
will accept metrics and that 
support services are in place.  

Figure 2



 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

March 2007 5

Why Follow the Razor/Razor Blade Price Strategy?

W  hy do companies use the 
razor/razor blade pricing 
model (price razors cheap, 
reap profits from expen-

sive razor blades) for their products? 
Why can’t the razors be expensive and 
the blades cheap? 

Most commentators speculate that ra-
zors should be discounted because when 
making purchases, consumers focus on 
the initial razor price, not future blade 
prices. 

C’mon, do you really think consumers 
are that shortsighted? If so, we’d better 
take away the Nobel Prize that Robert 
Lucas, Jr. won for his work on rational 
expectations (which basically says con-
sumers think about events in the future 
when making economic decisions). 

Of course, I’m sure some consumers do 
not think about the future, but I’d be 
leery about basing my price strategy on 
the hopes of this customer irrationality.

I believe Ward S. Bowman best articu-
lated the right way to think about the ra-
zor/razor blade pricing model in his 1957 
Yale Law Journal article titled “Tying Ar-
rangements and the Leverage Problem.” 

Interestingly, Bowman’s article is one of 
the most cited Yale Law Journal articles 
ever published. (In academia, a sign of 
peer respect is for your article to be cited 
by other academics.) Let me illustrate 
Mr. Bowman’s theory with the following 
example. 

Suppose you are an entrepreneur that 
develops a revolutionary inkjet printer. 
Like most products, you have a potential 
customer base with widely varying valua-
tions for your inkjet printer. 

Customers range from low volume fami-
lies that occasionally print vacation pic-
tures to high volume businesses produc-
ing fancy color presentations for their 
clients. One inkjet printer attracts a wide 
spectrum of customer valuations. 

One strategy to serve as many customers 
as possible representing different valua-
tions is to use the razor/razor blade pric-
ing model. Price the printer cheap to at-
tract as many customers 
as possible and charge 
high prices for inkjet 
cartridges. 

Low volume customers, 
who presumably have 
a relatively lower valu-
ation for inkjet color 
prints, purchase fewer 
cartridges. Conversely, 
high volume customers, 
who presumably value 
your inkjet printer high-
er than families printing 
vacation pictures, pur-
chase more cartridges. 

The result: you make 
more money on the 
high valuation consum-
ers. It’s a brilliant pric-

ing strategy that captures the value cus-
tomers place on your product. 

Of course, this model is not limited to 
just razors and inkjet printers; it’s a stan-
dard pricing strategy. For example, Brita 
uses the same strategy for its pitchers and 
replacement filters. My sister and I both 
own Brita pitchers, but she drinks far 
more water than I do. As a result, Brita 
profits more from her since she purchases 
more filter replacements.

So, while most companies understand 
the pricing associated with the razor/
razor blade model, few know why the 
strategy is used. Now you can dazzle 
your pricing colleagues with the true 
reason for it … to capture different cus-
tomer valuations (the ultimate goal of all 
pricing managers). 

Kodak: I Apologize for  
My Pessimism
Recently, I wrote a blog expressing doubt 
over Kodak’s new inkjet printer pricing 
strategy. When new details of the com-
pany’s strategy and product emerged this 
week, I saw its potential (using a Clay-
ton Christensen metaphor) to “disrupt” 
the inkjet printer industry and its pricing 

model. 

Today, inkjet printers 
use, what I described 
above as, the razor/ra-
zor blade model: sell 
the printer cheap and 
make your money on 
inkjet refills. As Wil-
liam Bulkeley noted 
in his February 6 Wall 
Street Journal article 
(“Kodak’s Strategy For 
First Printer — Cheap-
er Cartridges”), today 
the ink in inkjet car-
tridges is priced more 
per ounce than per-
fume or caviar. Thus, 
it should be no surprise 
that the number one 
complaint amongst 

The marketplace offers marvelous 

examples of savvy pricing strategy. 

In these two excerpts from his blog 

pricing consultant, Rafi Moham-

med, explores how razors and razor 

blades — and Kodak’s launch of a 

new inkjet printer — can offer les-

sons for many companies. Rafi is the 

lead author of the textbook, “Internet 

Marketing: Building Advantage in 

a Networked Economy” (McGraw-

Hill/Irwin) and “The Art of Pric-

ing: How to Find Hidden Profits to 

Grow Your Business” (Crown Busi-

ness). If you wish to contact him, his 

e-mail is: rafi@cultureofprofit.com 

or visit his website: www.pricingfor 

profit.com.



 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

6 March 2007

inkjet consumers is “it’s too ex-
pensive to print my pictures.” 

Kudos to Kodak for offering a 
new pricing model to address 
this consumer opportunity. 
This week Kodak introduced 
a new line of printers that are 
priced at about $50 more than 
comparable printers. Here’s 
where it gets interesting, Kodak 
is pricing replacement ink car-
tridges at half of what rivals 
price their cartridges and in 
addition, offering more ink in 
each cartridge. Boy, that’s a sig-
nificant price and value change! 

Using these discounted print 
cartridges and volume paper 
packages, Kodak claims that 
its prints can cost as little as 10 
cents each — which is much 
lower than the 29-cent cost of 
current home printers and 19-
cent retail store prices. 

Of course, one wonders why 
Kodak didn’t price its cartridges 
so the cost per print would be, 
say 14.5 cents (vs. its current 10 cents). 
Even at this price, the company could 
claim a 50% lower price per print rela-
tive to rival printers (29 cents) and still 
handily beat retail store prices (19 cents). 
With a net profit margin of less than 1 
percent ($17 million in profits on $3.82 
billion of revenue for Q4 - 2006), every 
penny counts for Kodak.

This new pricing model is attractive for 
three key reasons: 

(1) High volume users will immediately 
understand the savings.

(2) Even low volume users may psycho-
logically prefer Kodak’s pricing model — 
it’s a lot easier to press the print button at 
10 cents a picture than at 29 cents, even 
if I did pay $50 more for the printer.

(3) With lower costs, consumers will 
print more often. 

Kodak’s new pricing strategy is akin to 
the Costco model — pay more up front 
and receive lower prices on every shop-
ping trip. 

Kodak’s value is not limited to low pric-
es; the company claims to offer a supe-

rior product. For example, its ink 
is purported to offer more vivid 
colors and be longer lasting rela-
tive to competitors. In fact, the 
company claims its revolutionary 
ink will last for 100 years com-
pared to the 15-year life of ink 
used in printer cartridges today. 

Kodak’s value proposition cer-
tainly sounds attractive. But how 
long can the company sustain its 
eye-catching per print price dif-
ferential relative to competitors 
(10 vs. 29 cents). 

How are rivals going to react? I 
can assure you that companies 
like Hewlett-Packard aren’t go-
ing to sit on the sidelines watch-
ing customers defect. 

Jim Forrest, an analyst at Lycra 
Research, claims that current 
manufacturers make as much 
as 75% profit from printer car-
tridge sales. That’s a lot of mar-
gin to play around with! 

You may be thinking, since it’s 
premium priced, Kodak will make mon-
ey off of the printer. Nope. Analysts es-
timate that Kodak will not start making 
money until a customer has purchased 
four printer refills (thus, the printers 
must be selling at a loss).

Here’s my forecast for future ink refill 
prices: d-e-e-p d-i-s-c-o-u-n-t-s. So start 
snapping more pictures. The upcoming 
price war is going to make it a lot easier 
to hit that print button! And for Ko-
dak, even if rivals come close to match-
ing prices, its high quality still makes it 
a strong contender in the inkjet printer 
market. 

Kodak promotes its less expensive inkjet cartridges as a 
primary selling point for its printers. This is an example 
from the company’s Web site at www.kodak.com.
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Price-Led Costing: The Wave of the Future

Cost-Plus Pricing’s Epitaph
If one were to lay the two methods of 
pricing side-by-side, it would look like 
this:

Cost-Plus Pricing
ProductàCostàPriceàValue 
àCustomers

Price-Led Costing
CustomersàValueàPriceàCost 
àProduct

Notice how price-led costing turns the 
order of cost-plus pricing inside-out by 
starting with the ultimate arbiter of val-
ue—the customer. Goods and services 
do not magically become more valuable 
as they move through the factory and 
have costs allocated to them by accoun-
tants. 

The costs do not determine the price, 
let alone the value. It is precisely the 
opposite — the price determines the 
costs that can be profitably invested 
into making a product desirable for the 
customer at an acceptable profit for the 
seller. This subtle reordering of the val-
ue/manufacturing chain has a dramatic 
impact on value, price, and profit, as the 
following story illustrates.

A Tale of Two Automobiles
U.S. soldiers stationed in Europe dur-
ing World War II were attracted to the 
sporty British MG car. After the war, 
General Motors took a calculated risk 
designing and then manufacturing the 
Chevrolet Corvette, introduced in 1953, 
utilizing the DuPont return on invest-
ment (ROI) formula to derive a price of 
$3,490. 

As the Corvette was experiencing suc-
cess, a competing automobile company 
took note — particularly one executive 
looking for his next big hit. When Lee 
Iacocca developed the Ford Mustang, he 
chose to reverse the order of the usual 
car-making pricing. Rather than giving 
his engineers carte blanche to develop a 
sports car and then marking up the re-
sulting costs to arrive at a price — as 
GM did — he solicited the opinions of 
potential customers as to what features 
they would want in a sports car, and 
what price they thought they would be 
willing to pay. 

Knowing people liked the Corvette, but 
thought it was too expensive at $3,490, 
Iacocca wanted the price to be low 
enough to entice the potential sports car 
enthusiast. He then went to his engineers 
and asked if they 
could manufacture 
a sports car with 
the desired fea-
tures, and sell it at 
a price of no more 
than $2,500, while 
still turning an ac-
ceptable profit.

Thus constrained 
by the final price, 
the engineers were 
forced to manu-
facture the car at 
an acceptable cost. They built the Mus-
tang on the Falcon’s chassis. In the first 
two years it generated net profits of $1.1 
billion (in 1964 dollars), far in excess of 
what GM had made on the Corvette. 

The average customer was spending an-
other $1,000 on options; and while Ford 
projected that 75,000 units would be 
sold in the first year, the 418,812th Mus-
tang was sold on April 16, 1965, only 
13 months after the first rolled off the 
assembly line. By comparison, the Cor-
vette reached 1 million in sales in July 
1992.

From an engineering perspective, the 
Mustang was mediocre; from a market-
ing and profitability perspective, it was 
one of the most successful cars in auto-
motive history. 

This led Iacocca to remark: “I’m gener-
ally seen as the father of the Mustang, 
although, as with any success, there were 
plenty of people willing to take the cred-
it. A stranger asking around Dearborn 
for people who were connected with the 
Edsel would be like old Diogenes with 
his lantern searching for an honest man. 
On the other hand, so many people have 
claimed to be the father of the Mustang 
that I wouldn’t want to be seen in public 
with the mother!”

There is a long history of companies 
that became obsessively focused on cost 
at the expense of providing a product or 

service of value to 
the customer. The 
fact is, you can 
make a pizza so 
cheap that no one 
is willing to eat it. 

This is not to im-
ply that a firm’s 
internal costs are 
irrelevant, to the 
pricing decision, 
for they are cer-
tainly not. It is 
the order of those 

costs that is important. The profit-op-
timizing firm will only invest in those 
costs that can be recouped through the 
value delivered to the customer, not the 
other way around.

Many companies rely on cost account-

ing; though it is historical, riddled 

with allocation problems and doesn’t 

help in understanding value. Accord-

ing to author Ron Baker, industry 

leaders like Toyota are forging ahead 

with a more effective approach: 

price-led costing. Ron (ron@verasage.

com) is the founder of VeraSage, an 

innovative think tank serving profes-

sional service firms. The following 

excerpt is from his book Pricing on 

Purpose.

“So many people have 
claimed to be the father 
of the Mustang that 
I wouldn’t want to be 
seen in public with the 
mother!”

— Lee Iacocca



 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

8 March 2007

In other words, the company explicitly 
understands that its price determines its 
costs, and does not let its costs dictate its 
price. You must do your cost accounting 
BEFORE providing the service (what 
Toyota calls Target Costing). Historical 
costs don’t matter, it’s only future costs 
that count.

Wisdom Is Timeless
Henry Ford of the Ford Motor 
Company understood price-led 
costing, recognizing that no cost 
is truly fixed and that value drives 
price. While price may be taught 
in business schools as the last of 
the four Ps of marketing, Ford 
knew value had to be understood 
first, as demonstrated in his au-
tobiography, My Life and Work 
(1922). It is worth quoting for the 
historical lessons it teaches. 

Our policy is to reduce the price, 
extend the operations, and im-
prove the article. You will notice 
that the reduction of price comes 
first. We have never considered 
any costs as fixed. Therefore we 
first reduce the price to the point 
where we believe more sales will 
result. Then we go ahead and try 
to make the prices. We do not 
bother about the costs. The new 
price forces the costs down. 

The more usual way is to take 
the costs and then determine the 
price; and although that method may 
be scientific in the narrow sense, it is 
not scientific in the broad sense, because 
what earthly use is it to know the cost 
if it tells you that you cannot manufac-
ture at a price at which the article can be 
sold?

The Almighty  
Hourly Rate
Let us analyze how the standard hourly 
rate in professional knowledge firms is 
calculated, since it is no different from 
cost-plus pricing in any other industry:

Hourly Rate = Overhead + Desired Net 
Income ÷ Expected Billable Hours

The first fact to note in the above equa-
tion is not cost accounting, it is profit 
forecasting. There is no cost accounting 
theory that allocates desired profit — or 
a return on investment — among its 
costs. Hence, the more relevant ques-
tion firms need to be asking is not “Did 

we make money on this customer,” 
but rather, “Did we optimize the prof-
it from this customer?” The equation 
— or cost accounting or ABC — cannot 
answer this more relevant question, no 
matter how accurate it is.

When you reward people for billable 
hours, you get billable hours, even if 
those hours logged on the time sheet are 
outright lies or are worthless in terms 
of creating results for the customer. You 
also create an incentive measurement 
that will verify C. Northcote Parkinson’s 
Law: “Work expands to fill the time 
available.” 

Pricing takes place in a world of risk 
and uncertainty, and sometimes the 
costs cannot be known in advance. Ac-
tuaries have to price the risk for natu-
ral disasters long before they know how 
much the damages inflicted are going 
to cost, let alone any profit left over. No 
one would purchase insurance under a 
cost-plus formula, priced in arrears.

The Price-Led  
Costing Revolution
The lesson being taught by Hen-
ry Ford, Toyota, and Lee Iacocca 
with the Mustang, is that a com-
pany needs to start with value, 
then determine price, which fi-
nally dictates the costs that can 
be profitably incurred to produce 
a good or service desired by cus-
tomers. 

As Henry Ford pointed out, no 
one knows what a cost should be. 
Yet cost accounting has held he-
gemony for far too long over the 
pricing strategies of businesses 
everywhere, embedding the con-
ventional wisdom that costs deter-
mine price. Cost accounting, and 
its more modern cousin, activity-
based costing, does not deserve to 
be the apotheosis of pricing, let 
alone running a business.

In a PKF, your costs are fixed, so 
cost-accounting is a fairly simple 
function. We prefer conducting 

After Action Reviews, which can include 
a back-of-the-envelope check on your up-
front cost accounting. What’s important 
in a PKF — unlike Henry Ford’s facto-
ries — is learning, knowledge dissemina-
tion, effectiveness and value creation. 

But who is in charge of value? Who in 
the firm is keeping the focus on the out-
side in an attempt to understand and 
continuously enhance value for custom-
ers? Perhaps it is time to create a Chief 
Value Officer.

The lesson being taught by ... Lee 
Iacocca with the Mustang, is that 
a company needs to start with 
value, then determine price, which 
finally dictates the costs that can 
be profitably incurred to produce 
a good or service desired by 
customers. 


