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For many manufacturers and dis-
tributors making the initial tran-
sition from cost-plus pricing to 
value-based pricing, their first 

hurdle is to strategically define the price 
on each and every transaction. How ex-
actly should they do it? What will the 
process look like? How can a strategically 
defined value-based price reflect the real-
ities of competitive dynamics, customer 
needs, and marketing aims?

Target pricing is a well-trodden approach 
to managing all these needs.

Target pricing is used in companies 
ranging in industries from bubble wrap 
to specialty chemicals, fabricated metal, 
and many others. It allows for dynamic 
flexibility, tactical clarity, and manage-
rial oversight. It enables both strategic 
price management and tactical price 
variance allowances. What follows is a 
technical note on target pricing.

Target Price Is…

Conceptually, a target price is the 
price at which the company expects a 
salesperson to close a specific deal.

Notice the deal specificity. Target prices 
are deal dependent. That means it can 
vary between customers and between 
selling opportunities with the same cus-
tomer. Target prices may be customer 
dependent, product mix dependent, 
quantity dependent, promotional timing 
dependent, competitive situation depen-
dent, or even cost dependent.

The difference between target pricing 
and purely tactical pricing is that the 
target price is defined through strategic 
decisions, not purely deal specific tactical 
decisions.  And, these strategic decisions 
apply to all deals that meet the pre-de-
fined parameters.
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The target price is what the company 
expects salespeople to be able to hit, at 
least some of the time. Tactical pricing 
alone fails to give salespeople a target to 
achieve. Without a reasonably defined 
target, there can be little expectation that 
salespeople will achieve reasonable prices 
in all their deals.

Mathematically, the target price is the 
list price minus planned discounts.  
That is, for many companies:

Target Price = List Price - Standard Dis-
counts - Strategic Discounts - Promotions

That is, the target price reflects the list 
price and all planned price variances that 
can be grouped as standard discounts, 
strategic discounts and promotions.

List Prices
The list price is the highest price a firm 
can expect from any deal in the market.  
For many companies, this is the “aspira-
tional price” of their offerings. For oth-
ers, it may be the suggested price they 
expect their distributors and retailers to 
charge end customers. Proven methods 
for defining list prices include Exchange 
Value to Customer (EVC), Discrete 
Choice (Conjoint), and Econometric 
Modeling (Statistics). Details of these ap-
proaches can be found in standard pric-
ing textbooks such as Pricing Strategy.

Standard Discounts
Standard discounts include standard dis-
tributor or retailer discounts. These are 
channel discounts. For example, a man-
ufacturer of a consumer product may 
expect their retailers to mark-up a prod-
uct 100%. As such, they offer a standard 
retailer discount of 50% from the list 
price, and use the list price to signal to 
the end-customer market the suggested 
retail price.

Standard Discounts are generally defined 
for entire channels or classes of custom-
ers. For example, a producer may have 
a deep standard distributor discount, a 
moderate standard retailer discount, and 
a shallower standard large end-customer 
discount.

The size of these standard discounts 
tend to be industry dependent. For some 
firms, standard distributor discounts 
are as deep as 70% off list price (medi-
cal product manufactures often offer 
standard distributor discounts nearly 
this deep). For others, the standard dis-
tributor discount may be a rather shal-
low 20% off list price (specialty chemical 
companies tend who to offer standard 
distributor discounts near this).

Strategic Discounts
Strategic Discounts include planned, 
long-term, discounts and possibly sur-
charges.  Unlike Standard Discounts 
given to entire customer channels, these 
tend to be more order specific. For exam-
ple, a firm might offer order size, product 
mix bundle, customer segment, acceler-
ated payment term, and full-truck load 
or other forms of shipping discounts. It 
may also require surcharges related to 
rush orders, or other special orders which 
increase the cost-to-serve in fulfilling 
that order.

Promotions
Promotional discounts, like strategic dis-
counts, are planned sources of price vari-
ances. Unlike strategic discounts, they 
tend to be short term in nature.

Promotional discounts can be related to 
seasonal promotions, excess inventory 
promotions, marketing initiative pro-
motions, or batch production promo-
tions. They can also be used to create a 
temporary price adjustment in relation to 
a competitive price move.

Importantly, promotions, even competi-
tive price reaction driven promotions, are 
strategically planned.

Timing and Dynamics
To get a sense for the timing difference: 
standard discounts may last anywhere 
from some years to decades. Strategic 
discounts tend to be defined for a year 
with annual review. Promotional dis-
counts often last for only a quarter, and 
sometimes for just a day.

By using a combination of standard, 
strategic, and promotional discounts, 

the firm can manage prices and pricing 
policy over business cycles and through 
market fluctuations. It enables dynamic 
pricing through policy decisions, rather 
than through a series of ad hoc tactical 
pricing decisions.

Target Pricing and  
Tactical Discounts
Not every deal may be expected to be 
closed at the Target Price. There will still 
be special, unplanned circumstances that 
may necessitate greater discounts. Tacti-
cal discounting can still occur with tar-
get pricing. As a goal, the target price 
should represent the price a firm expects 
to get at least some of the time, but not 
all of the time, and should be the highest 
expectation — not the median expecta-
tion.

Many firms aim to have the Target Price 
be the deal price at least 20% of the 
time. If the target price was achieved 
100% of the time, it likely means the 
price is too low (or the firm doesn’t allow 
any tactical discounts). If the target price 
is achieved less than 5% of the time, it 
likely means the Target Price is unrealis-
tic and may discourage salespeople from 
taking it seriously.

Target Pricing adjusts a firm from op-
erating with large, purely tactical, un-
planned price variances all related to 
specific deals to operating with smaller, 
tactically made, unplanned price vari-
ances and a few, strategically defined, 
planned price variances. That is, it is 
a means to shift from having only un-
planned price variance to having some 
planned price variances and some un-
planned variances.

To minimize tactical discounts while 
still allowing for the necessary and profit 
enhancing deal specific pricing, firms 
that adopt target pricing typically also 
adopt two strong transactional pricing 
control mechanisms. These are prof-
it based incentives, often in the form 
of Deal Points, and discount decision 
escalation policy. Profit based incentives 
reduce income of salespeople when they 
ask for a tactical price allowance, and 
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Figure 1: Price Waterfallthus act as a strong financial 
incentive to salespeople to close 
deals at the target price. Deci-
sion escalation policy restrains 
discounting authority. Through 
profit based incentives and es-
calation policy, a firm uses both 
carrots and sticks, respectively, 
to drive better pricing decisions 
down to the point of customer 
engagement.

Target Pricing and  
Price Waterfalls
Even after defining a target 
price and managing tactical 
discounts, businesses may have 
other sources of price varianc-
es. The target price less tacti-
cal discount defines the invoice 
price on deals. Off-invoice, the 
firm may allow for further discounts in 
the form of rebates, prompt payment 
discounts, or other policies. Combined, 
the invoice price less the off-invoice dis-
counts define the net price of a deal.

Price waterfalls track the sources of price 
variances. They are a managerial tool to 
dissect how pricing decisions lead to the 
average net price. Conceptually, we can 
draw a price waterfall that represents all 
these forms of discounts, rebates, and 
tactical price variances (see figure 1).

In this price waterfall standard dis-
counts, strategic discounts, promotions, 
and tactical discounts are all sources 
of on-invoice price variances. Payment 
terms and rebates are sources of off-in-
voice price variances. Combined with 
the list price, they yield the net price 
with intermediate price points of the tar-
get price and the invoice price.

Executive Decision Making 
and Target Pricing
Target pricing with planned discounts 
is often the first step in getting pricing 
under control. Pricing cannot be said 
to be “under control” when managers 
cannot predict what kinds of price vari-
ances they will offer, when they will be 
offered, or the size of those price vari-
ances. By shifting from a purely un-
planned price variance policy to an at 

least partially planned price variance 
policy, executives can begin the continu-
ous improvement cycle of making plans 
based on predictions, trying them in the 
market, measuring the results, and then 
improving their predictions and deci-
sions for the next iteration. Over time, 
more unplanned price variances can be-
come planned, and planned price vari-
ances can be adjusted to improve their 
effectiveness in enabling profitable cus-
tomer engagement. See Pricing Done 
Right for a discussion of the continuous 
improvement cycle applied to pricing 
decisions.

Target pricing with planned discounts 
can also reduce the frequency of ex-
ecutives engaging in pricing decisions.  
When firms rely heavily on tactical 
pricing decisions, executives tend to be 
constantly engaged in reviewing every 
deal with a big discount or low mar-
gin. When the move towards planned 
discounts in the form of standard, stra-
tegic, and promotion discounts, execu-
tive decision-making shifts its focus to 
reviewing pricing policy on a once a 
month or quarterly basis. It shifts the ex-
ecutive decision problem from managing 
deal prices to managing deal policy.

Through Target Price management, 
firms take a huge step towards value-
based pricing. Unplanned, and therefore 

somewhat uncontrolled price variances 
are a major source of profit leaks at most 
companies. Unplanned price variances 
create a huge business risk of mispricing 
offers and potentially creating an un-
necessary price war. By shifting towards 
target pricing, executives can reduce the 
business risk associated with pricing er-
rors, improve their ability to price offers 
at the point of customer engagement, 
and, very likely, see an improvement in 
profits.

It has been demonstrated year after 
year by study after study that a 1% im-
provement in price can improve prof-
its at major corporations by 10%-13%, 
depending on the reporting year. This 
is a greater bottom line improvement 
than can be achieved through a simi-
lar improvement in selling more, re-
ducing variable costs, or reducing fixed 
costs.  Target pricing with planned dis-
count management is, for many firms, 
the easiest way to get that 1% improve-
ment. Most firms, when they successful-
ly make the transition, see a 1.5% – 6% 
improvement in profits.

Target pricing may seem technical and 
detailed oriented, and making policy 
decisions is more difficult than mak-
ing specific deal price decisions, but who 
doesn’t want a 1.5% – 6% profit im-
provement?

1

On Invoice Discounts Off Invoice Discounts
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Figure 1

Innovation pricing can be complicat-

ed, but it is critical that it is done well 

given that it dictates your future profit 

potential. In this article, the author 

examines Google’s new product pric-

ing strategies related to their new suite 

of hardware products – specifically the 

voice-enabled smart speaker Google 

Home – and argues that Google’s 

rush to undercut competitors’ prices 

will lead to reduced market value in 

the long-term. Author Avy Punwas-

see is Principal, Revenue Management 

Labs. He can be reached at apunwas-

ee@revenueml.com.

Google Home – A Lesson on  
How to Start a Price War

On October 4, 2016 Google 
announced a host of new 
hardware products which in-
cluded Google Home, a styl-

ish, voice-enabled smart speaker. Google 
Home will be available for sale on No-
vember 4, 2016 at a retail price of $129. 
The new entry provides a competitor to 
the Amazon Echo, which was launched 
on June 2015 and is reported to have 
already sold 3 million US units by Con-
sumer Intelligence Research Partners 
(April 6, 2016). Interestingly, Google 
chose to launch their product at a 28% 
discount to the Amazon Echo, which is 
priced at $179.

Why would Google have chosen to 

launch such a hallmark product at a 
28% discount? A few possible explana-
tions come to mind. Let’s examine each 
individually:

• Google Home costs less to produce 
than Amazon Home

• Cost plus pricing

• Google Home delivers less value than 
Amazon Echo

• Penetration pricing

Google Home costs less to 
produce than Amazon Echo
Amazon’s core business, internet based 
retailing, was founded on achieving a 
sustainable cost advantage versus tradi-
tional brick and mortar retailing. Le-
veraging this advantage, they have been 
swallowing market share and have com-
petitors such as Wal-Mart struggling to 
catch up.

Usually, a good proxy for relative manu-
facturing costs can be discerned using 
the manufacturer’s location. The Ama-
zon Kindle e-reader is contract manu-
factured by Foxconn Technology Group. 
Foxconn manufactures for a host of com-
panies including Apple (iPads, iPhones, 
and iPods), Sony (PlayStation), and Mi-
crosoft (Xbox), which allows them to 
capitalize on economies of scale. 

In addition, the major-
ity of Kindle produc-
tion occurs in China. 
Given these two facts, 
it would be reason-
able to assume that the 
Kindle has a very com-
petitive cost base and 
we would expect like-
wise cost realities for 
the Echo.

We would expect Am-

azon Echo to have a comparable cost 
base to Google Home and therefore not 
be responsible for the difference in price.

Cost Plus Pricing
Cost Plus Pricing is an antiquated meth-
od of setting prices whereby you cal-
culate all the costs associated with pro-
ducing and delivering your product or 
service and add a defined profit margin. 

This method is devoid of all consider-
ations related to customer value and 
limits potential pricing upside. Also, it 
is dependent on your cost to produce 
which may not be market based and fails 
to consider competition (see figure 1).

If the discrepancy is truly driven solely 
by cost plus pricing, then we would ex-
pect to see Amazon adjusting their profit 
aspirations around the Echo if sales start 
to become impacted.

Google Home delivers less 
value that Amazon Echo
In B2C, pricing should always reflect a 
company’s relative perceived consum-
er value. Perceived consumer value is a 
function of Brand, Service, Quality and 
Price.

For simplicity, let’s consider Google and 
Amazon’s brand strength and marketing 
ability on par with one another.

 

If the discrepancy is truly driven solely by cost plus pricing, then we would expect to see Amazon 
adjusting their profit aspirations around the Echo if sales start to become impacted. 

Google Home delivers less value that Amazon Echo 

In B2C, pricing should always reflect a company’s relative perceived consumer value. Perceived 
consumer value is a function of Brand, Service, Quality and Price. 

For simplicity, let’s consider Google and Amazon’s brand strength and marketing ability on par with one 
another. 

Customer value would then be decided by quality, features and services. When stacking up the two, at a 
high level, it seems that Google Home comes out on top, putting the discount price positioning into 
question. 
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Customer value would then be 
decided by quality, features and 
services. When stacking up the 
two, at a high level, it seems that 
Google Home comes out on top, 
putting the discount price posi-
tioning into question.

Of note, Google Home is line 
priced with the Amazon Tap 
at $129 (see figure 2 - a scaled 
down version of the Echo). In 
terms of consumer value Google 
Home is the no brainer choice. 
This explains the Amazon Tap 
decreasing its price as of October 
6, 2016 to $99.

Penetration Pricing
Sometimes Marketing / Sales or-
ganizations have stretch objectives 
when launching new offerings. 
They want to capture a dominant 
market position within a short 
period of time. When the proper 
infrastructure is not in place to 
realize these goals, companies 
sometimes turn to “penetration 
pricing” or pricing aggressively to 
gain customer traction. While this strat-
egy may work well in the short term it has 
two practical drawbacks.

1. Pricing has the most leverage on 
your company’s financials. You cannot 

have a greater impact on the bottom line 
by driving volume or decreasing costs 
in comparison to impact of pricing. As 
such, any decision to give away long term 
price positioning results in a substantial 
missed profit opportunity (see figure 3).

2. Assuming the penetration pric-
ing strategy is successful in capturing 
share, incumbent market competitors 
are left with few options. In the long 
term, they can improve the value of their 
offering and justify the price premium. 

Unfortunately, in the short 
term the easiest lever to pull 
is a price decrease. Usu-
ally this comes in the form 
of aggressive discounting, 
which ultimately leads to a 
downward price spiral.

Innovation pricing can 
be complicated, but it is 
critical that it is done well 
given that it dictates your 
future profit potential. 
When looking at Google 
Home’s price positioning it 
is clear to see that dollars 
were left on the table and as 
a consequence market value 
will be destroyed.

Figure 2: Comparison of acceptance and accountability for additional charges

Figure 3

 

Of note, Google Home is line priced with the Amazon Tap at $129 (a scaled down version of the Echo). In 
terms of consumer value Google Home is the no brainer choice. This explains the Amazon Tap 
decreasing its price as of October 6, 2016 to $99. 

Penetration Pricing 

Sometimes Marketing / Sales organizations have stretch objectives when launching new offerings. They 
want to capture a dominant market position within a short period of time. When the proper 
infrastructure is not in place to realize these goals, companies sometimes turn to “penetration pricing” 
or pricing aggressively to gain customer traction. While this strategy may work well in the short term it 
has two practical drawbacks. 

1. Pricing has the most leverage on your company’s financials. You cannot have a greater impact 
on the bottom line by driving volume or decreasing costs in comparison to impact of pricing. As such, 
any decision to give away long term price positioning results in a substantial missed profit opportunity. 

 

2. Assuming the penetration pricing strategy is successful in capturing share, incumbent market 
competitors are left with few options. In the long term, they can improve the value of their offering and 
justify the price premium. Unfortunately, in the short term the easiest lever to pull is a price decrease. 
Usually this comes in the form of aggressive discounting, which ultimately leads to a downward price 
spiral. 

Innovation pricing can be complicated, but it is critical that it is done well given that it dictates your 
future profit potential.  When looking at Google Home’s price positioning it is clear to see that dollars 
were left on the table and as a consequence market value will be destroyed. 
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Winning the Race for Profits:  
Promoting a Healthy Pricing Structure

Pricing is a primary growth driver for 

market share, sales revenue and profit-

ability. Unfortunately, instead of be-

ing used to its full potential, pricing 

strategy is often used as a compensat-

ing instrument to supplement other 

underperforming elements of the mar-

keting mix, especially in price-driven 

geographic markets, as the author 

explains. This example, although re-

garding a specific geographic market, 

provides pricing strategy implementa-

tion examples that can educate pricers 

in multiple industries and markets. 

Mohammed Nosseir is a Senior Mar-

keting Advisor with Simon-Kucher 

& Partners, Middle East. He can be 

reached at mohammed.nosseir@simon-

kucher.com. 

Pricing, as one of the marketing 
mix tools, should have its own 
policy. Yet it often serves as a 
safeguard to the other members 

of the marketing mix family. Corporate 
executives usually think of pricing as a 
compensating instrument that they can 
use when under severe pressure from 
competitors or if they are not using the 
other marketing mix components effec-
tively. The natural advantage of a pric-
ing structure is that it can be adjusted 
in just a few minutes. More often than 
not, though, it’s incorrectly used to com-
pensate for the underperformance of the 
remaining marketing mix components 

whose design and implementation re-
quire several weeks. 

It is common knowledge that the busi-
ness world is driven by the desire to in-
crease three elements: market share, sales 
revenue and, of course, profitability. Pric-
ing is the key player in any strategy con-
cerning the growth of these three goals. 
Nevertheless, companies are often quick 
to assume that a small price cut will lead 
to large market share increments and 
higher retail exposure. In reality, how-
ever, such a price reduction might en-
gage the company in a vicious downward 
price spiral that negatively affects its bot-
tom line results. 

Regrettably, the Middle East – includ-
ing the small number of high per-
capita income countries – is known to 
be a price-driven region. Companies 
in the region tend to rely on price cuts 
in order to sustain volume. Price struc-
tures are often influenced by two factors: 
cost-plus (maintaining prices at a level 
that exceeds product costs by a certain 
margin) or opting to follow the market 
leader’s price structure and being com-
pletely driven by its policy. When faced 
by any amount of cost inflation, or by 
adjustments in competitors’ prices, each 
company tends to adopt its own pricing 
method. 

Engaging in a pattern of continuous 
price discounts places an entire industry 
at high risk. This has been happening in 
the tourism industry in both Egypt and 
Tunisia where hotel management, con-
cerned by room occupancy rates, kept 
offering bigger and bigger discounts. The 
result has not only been a substantial de-
terioration in the quality of services and 
food offered; the entire destination has 
also been classified as a low-budget des-
tination – when in reality both countries 
offer magnificent tourist attractions. 

If we were to portray pricing as a runner, 

it would be quite difficult to expect an 
out-of-shape, flabby person to perform 
well in a tough race. However, if we 
work upfront on enhancing his fitness, 
the runner will easily be able to partici-
pate in, and win, many races. If compa-
nies wish to continue to use pricing as a 
rescuer, they need to develop a healthy 
pricing structure (equivalent to an ath-
lete’s physical endurance and flexibil-
ity), making it possible to easily rescue a 
product whenever the need arises.

A forward-thinking pricing policy is es-
sential for strengthening pricing as a 
lifeguard mechanism. It is important to 
anticipate well in advance the multiple 
factors affecting fluctuations in any price 
structure, and then to work on enhanc-
ing product competitiveness to persuade 
consumers to accept new product prices. 
There will always be room for maintain-
ing higher profit margins during pros-
perous times, which helps companies to 
maneuver in times of crisis.

For many companies, having relay run-
ners is the ultimate solution; a team 
of good runners would enhance each 
athlete’s performance and compensate 
for the deficiencies of individual team 
members. Thus, developing a portfolio 
of diversified products could certainly 
help to sustain an overall healthy pricing 
structure; introducing a number of prod-
ucts, packages or even temporary offers 
will better enable companies to apply the 
right consecutive or simultaneous mar-
keting strategies. 

Pricing has been, and will continue to 
be, the most complicated element in the 
marketing mix family. The natural price 
dynamic should encourage marketing 
executives to develop their own pricing 
policy instead of constantly being tempt-
ed to reduce prices. A proactive pricing 
structure will help companies to sustain 
a healthy product margin and to maxi-
mize their profitability. 
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The value of communicating your 
strategy at specific times is that 
it forces competitors to take off 
the rose colored glasses when 
preparing their forecasts, and 
hence dampens their enthusiasm 
for aggressive price competition.

How to Avoid a Price War
Because pricing has a more signifi-

cant impact on a company’s profit-

ability and bottom-line than any 

other factor, businesses should be 

focused on avoiding price wars at all 

costs. Although a temporary price cut 

may seem like a way to win quick 

profits, it often weakens the overall 

market and creates a war in which 

no one ultimately wins. This article 

contains guidelines for ways your 

company can successfully avoid a 

price war and maintain profitabil-

ity. Author Paul Hunt is the presi-

dent of Pricing Solutions and a fre-

quent PPS presenter, instructor, and 

contributor. He can be reached at 

phunt@pricingsolutions.com.

As most business managers 
know, pricing has a more sig-
nificant impact on the bot-
tom-line than any other item 

on a company’s income statement. For 
the average company, a 1% drop in price 
can slash operating profits by up to 12% 
– 15%. This creates a strong motivation 
to avoid price wars. A price war is every 
manager’s worst nightmare. War is an 
appropriate word since, like conventional 
warfare, it leaves lots of casualties and 
there is rarely a real winner. There are 
many ways in which a price war can get 
started, but often managers from differ-
ent companies will have different ver-

sions of what precipitated the price war. 
None of them started it, yet they’re all 
in it.

We put together guidelines for ways your 
company can successfully avoid a price 
war and maintain profitability. These are 
based on our experience helping compa-
nies deal with pricing challenges.

1. Critically Evaluate Competitors’ 
Actions Before Reacting

Often price wars are started due to 
misreading competitors’ actions or 
intentions. The result is often a down-
ward spiral in prices that ruins profit-
ability.

In the packaged goods industry, a com-
pany recently discovered the cost of not 
having accurate informa-
tion. It misread a 10% 
price cut by a competitor 
by assuming that it was a 
long-term strategic reposi-
tioning of its product, but 
that was not the case. In 
fact, the competitor was 
responding to an FDA 
requirement that all nutri-
tional information about 
packaged foods be reset to 
6 oz. Hence, the competi-
tor was only trying to get 
rid of its obsolete 6.5 oz 
package before launching the 6 oz prod-
uct.

By misreading the intent of the price cut, 
the company responded with its own 
deep price cut. If it had not done so, 
prices would have returned to normal in 
a month or so. Instead, the result was a 
price war that destroyed industry profits 
for the entire year.

2. Selectively Communicate Your 
Strategy

By no means should an organization par-
ticipate in collusive or predatory pricing. 

However, there are situations where com-
panies should selectively communicate 
their strategies to minimize the chances 
of a price war.

When Chrysler, for instance, was un-
der the threat of a deluge of new mini-
van competitors entering the market, the 
president made a speech to its dealers 
which was covered by the business press. 
In the speech he indicated that Chrysler 
would be building a new, very low-priced 
minivan. And, to make himself abun-
dantly clear, he finished by saying “If it 
comes to a price war in minivans, I’m 
convinced we can win it.” By making 
Chrysler’s intentions to defend its mar-
ket share clear, Chrysler indicated to the 
competition that they would lose a lot of 
money by trying to build market share 
through low pricing.

The value of communicating your strat-
egy at specific times is that it forces 
competitors to take off the rose colored 
glasses when preparing their forecasts, 
and hence dampens their enthusiasm for 
aggressive price competition.

3. Build Strong Information on Your 
Customer’s Price Sensitivity

Understanding customer price sensi-
tivity is essential to any effective pric-
ing strategy, but it becomes critical 
during times when new competitors 
enter the market place.
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Even if a company does go bankrupt 
due to a price war, its capacity rarely 
disappears, which is evident from the 
U.S. airline industry.

A company in the packaged 
goods industry found this out 
when it suddenly faced a new 
private label product that was 
positioned directly against 
one of its flagship brands. The 
company was unsure how to 
react in the face of this new 
threat. The horror stories of 
companies that did not effec-
tively respond to private la-
bels are industry legends, yet 
dropping prices substantially 
based on this fear would cost 
millions. To respond strategi-
cally, the company knew it had 
to better understand the price 
trade-offs customers would 
make with this new private la-
bel brand in the market. 

By undertaking pricing re-
search, the company was able to forecast 
the short-term and long-term impact of 
alternative pricing strategies. What the 
company learned was that its brand was 
very strongly positioned and that it could 
afford to charge a substantial premium 
and still retain its customers. The strate-
gy chosen was to maintain the premium 
price, and to “add value” to the brand 
which would further insulate it from 
price wars.

4. Be Consistent and Quick with Your 
Responses

If competitors perceive that they will 
benefit from making aggressive price 
moves, then they will do so.

A manufacturer of lighting products 
recently faced aggressive price compe-
tition and was slow to respond. By the 
time they did respond, their competitor 
had benefited substantially and decided 
to make another aggressive price move. 
This pattern continued until the com-

pany which was slow to respond almost 
went out of business.

The lesson is that if you want to mini-
mize price competition, then you must 
be willing to respond to aggressive pric-
ing moves consistently and quickly. This 
will minimize the benefits which an ag-
gressive competitor can accrue, and this 
sets the stage for the understanding that 
deep discounting will not be to anyone’s 
advantage.

5. Manage Your Company’s Capacity 
Carefully

The single biggest cause of price wars 
is industry over-capacity. Price wars are 
almost unavoidable once there is sig-
nificant over-capacity since everyone is 
fighting to maintain critical mass.

Numerous industries have suffered 
chronic capacity problems – airlines, 
printed circuit boards (PCB’s), and news-
print (until recently) are a few examples. 

Managing capacity correctly 
is a tricky issue that has many 
different strategic implications. 
However, companies often fail 
to account for the possibil-
ity of over-capacity. The result 
is that they end up in a costly 
price war.

Some questions to consider 
when assessing the ramifica-
tions of adding capacity are as 
follows:

• Are our forecasts realistic?

• Are our competitors’ fore-
casts realistic?

• How much industry capacity 
is being added?

• Can we diversify the use of our capac-
ity to minimize risk when demand is 
down?

• How significant a cost advantage will 
we have over our competitors?

• Are there market niches that will sup-
port our requirements for profitability?

By asking these questions you can avoid 
some of the painful lessons learned by 
companies that have not done so.

Price wars are detrimental to all in-
volved. They destroy industry profits 
and rarely lead to long-term advantage 
for anyone. Even if a company does go 
bankrupt due to a price war, its capacity 
rarely disappears, which is evident from 
the U.S. airline industry. Instead, the 
best approach is to apply these tips and 
minimize your chances of a price war.
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Software Pricing Problem? Take This 5 Minute Test
This article presents a simple test for 
software company owners to determine 
if disappointing volume and revenue 
are resulting from a problem with 
pricing strategy. This industry specific 
example gives advice and insight that 
can be applied by pricers in multiple 
industries. Jim Geisman is the founder 
of  Software Pricing Partners. The firm 
was started in 1982 and, since 1987, 
has focused solely on software pricing. 
Jim has helped emerging and estab-
lished software companies solve some of 
their toughest pricing problems. He also 
helps SaaS companies price, structure 
and negotiate “the big deals.” He can be 
reached at jimg@softwarepricing.com. 

It’s natural to point fingers when 
you realize your software company 
isn’t quite reaching its full revenue 
potential. But make sure you don’t 

find yourself pointing your fingers in the 
wrong direction (or at a portion of the 
root causes). By now, we should all know 
that bad things can happen when we 
don’t study the whole story and this ap-
plies to software pricing.

Software companies, in general, tend to 
find themselves preoccupied with “pric-
ing problems.” After tweaking their price 
lists and website pricing pages ad nause-
am, they inevitably find themselves with 
similar challenges, just different price 
points. So, what’s the issue?

Often, it’s not the prices that are the 
problem. More often than not, there’s a 
problem in how the software is licensed 
or packaged. Software Pricing is just 
one part of Software Monetization.

Software Monetization Test
We analyzed over 350 software mon-
etization engagements with some of the 
largest and most successful B2B soft-
ware companies in the world — in over 
100 industries and across 17 countries. 
We then compiled a list of questions you 

should answer to see whether you have 
challenges in how you monetize your 
products and services — and not just a 
problem with your price points.

The test is easy and straightforward and 
should take about five minutes to com-
plete. Try not to overthink it. Give your-
self one point for each “yes” answer. 
Refer to the scoring section below to see 
how you did.

Software Licensing
• Do your company’s revenues scale well 
with the value your application delivers? 
• Does your license metric align well 
with customers’ perceptions of value? 
• Does your license metric make sense 
(i.e. does it seem reasonable and pass the 
sniff test)? 
• Do your payment terms meet your fi-
nancial objectives and your customers’ 
needs? 
• Do your software rights-to-use meet 
your financial objectives and your cus-
tomers’ needs?

Software Packaging
For each of the questions below, the 
term “offer” means a specific package of 
products and services you offer to a tar-
get segment of customers. For example, 
Basic, Pro, Advanced or Small Business, 
Medium Business, Enterprise, etc. 
• Are your offers aimed at specific types 
of customers/use cases? 
• Are your offers easy-to-understand by 
your customers? 
• Do your offers provide meaningfully 
different value for different types of cus-
tomers? 
• Do your offers create upgrade/upsell 
opportunities, especially when customers 
need more functionality? 
• Can salespeople easily explain your of-
fers and their differences?

Software Pricing
• Is your pricing simple, unambiguous 
and easily understood by your salespeo-
ple and customers? 
• Do your price levels reflect value deliv-
ered, while remaining competitive? 

• If you offer volume discounts, do they 
cover the range of ordering scenarios and 
then some? 
• Do your other standard discounts re-
late directly to your financial and non-
financial objectives (e.g. discount for 
pre-payment, length of contract commit-
ment, etc.)? 
• In the long run, will the costs of sup-
porting your revenue model make eco-
nomic sense?

Scoring
Give your team 1 point for each “yes” 
answer above. 
• I scored 15! Oh come on. Eliminate 
your biases by having a colleague take 
the test and see if he/she agrees. 
• I scored 11 to 14! You’re definitely 
ahead of the average software company, 
although some easy tweaks could rocket 
you to your full revenue potential rela-
tively quickly. 
• I scored 7 to 10! You most likely have 
systemic issues in licensing and packag-
ing which means you’re operating from 
a fragile foundation. Many of the prob-
lems you are experiencing are most likely 
symptoms of a much large issue. 
• I scored a 0 to 6! You’re most likely a 
startup, which is okay. Get your first 20 
deals under your belt then start thinking 
about commercial pricing. If you’re not a 
startup, then, well, you may want to con-
sider starting from scratch and revisiting 
the challenge of monetizing your prod-
ucts and services with a fresh set of eyes.

Where To Go From Here
Investigate all three areas of Software 
Monetization (Software Licensing, 
Software Packaging and Software Pric-
ing), and you’ll cover all necessary fac-
ets of monetizing the value you deliver.
Instead of “doing pricing,” from now on, 
think about how to monetize your offer-
ing. Work each part of Software Moneti-
zation separately; leave Software Pricing 
(i.e. price setting) for last. At that point 
you can iterate to a well-integrated Mon-
etization Model that makes sense for 
your business and will accelerate growth 
in revenue and number of customers.
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