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Pricing: Why You’re Doing It Wrong 

I don’t know you. How can I know 
you’re pricing all wrong? Obviously, 
I don’t, and there’s a chance you’re 
actually doing it right, but years of 

pricing experience lets me play the odds. 
So in this article, we’ll look at the most 
common ways small business owners 
hold back their own businesses by pric-
ing badly.

Before we go into that, a quick primer 
on why this is so important.

Let’s take a simple example first. Many 
businesses start out as sole proprietor-
ships where the owner trades his or her 
time for money. (If your business is dif-
ferent, bear with me for a moment.) If 
you can bill 70% of the time (we’ll as-
sume 2,000 hours is full time– 50 weeks 
at 40 hours per week) at $75/hour, you 
make 2,000 x 0.7 x 75 = $105,000. Now 
suppose you can bill at $100/hr. If you 

keep the same 70% utilization rate, you 
make $140,000. 

Of course, you might lose some business 
(many small business owners are pleas-
antly surprised that their volume increas-
es as they raise their prices, but that’s an-
other story), but you could go all the way 
down to 53% utilization and still make 
the same money you made before. Plus, 
you now have an extra 350 hours of time 
in your year, to grow your business in 
other ways, spend time with your family, 
enjoy your hobbies, etc.

Let’s say you grow your business (you 
priced at $100/hr. and used the extra 
time and money to do a lot of business 
development), and you now have 5 sub-
contractors. You still bill clients for their 
time, but you also have to pay them. 

To keep the math simple, let’s say that 
each person costs you $60 per hour, plus 
you have $20,000 in fixed expenses for 
office space and other overhead. You 
keep them busy and billing 80% of 
the time and as junior people, they bill 
at $75. Now each employee brings in 
$120,000 in revenue and $20,000 in 
profit ($24,000 – $4,000 for their share 
of overhead). 

Now let’s say you increase their billing 
rate to $100/per hour. If you can keep 
their utilization at 80%, they now bring 
in $160,000 in revenue and $60,000 
in profit. In other words, when you in-
creased the rate by 33%, you increased 
your profit by 200%! Let’s say their uti-
lization falls to 60%, they still bring in 
$120,000 in revenue, but your profit has 
gone up to $44,000! In fact, your uti-
lization would have to fall all the way 
to 30% (600 hours per year) for you to 
make the same $20,000 profit per per-
son. This is powerful stuff.

Now imagine that you want to increase 
utilization, and you offer a price discount 
to $70/hr. How much more work do you 
have to get to make the same profit? You 

need to get to 120% utilization, which is 
a recipe for burnt out people.

The exact amount that price and volume 
changes impact your profit depends on 
your fixed and variable costs. High fixed 
costs *and* low variable costs generally 
push prices down, to cover fixed costs 
and drive volume. High variable costs 
must push high prices. But even within 
those guidelines, there’s a lot of flexibil-
ity.

Now let’s look at how you’re (probably) 
doing it wrong.

You’re pricing based  
on costs
The “easiest” way to set a price when you 
have no idea where to start is to look 
at your costs and mark up. There are 2 
problems with this.

1. It can be really hard to accurately al-
locate your costs, include all variable 
costs, etc. You can go nuts just trying 
to think about it. Why do that when:

2. Customers don’t care about your 
costs. They only care about the value 
they get. If you achieve some supply 
chain efficiencies and reduce costs by 
10%, do your prices go down 10%? 
Perhaps, but they shouldn’t automati-
cally. You should lower your prices if 
that will drive a volume change that 
will increase your profits.

You should have a basic idea of your 
fixed and variable costs. You can then 
sanity check your pricing to make sure 
you will actually make money. But don’t 
start with your costs. If you price based 
on your costs, you make the minimum 
you can viably make and stay in busi-
ness. This would be like Apple charging 
$299 instead of $499 for an iPad.

Many software startups try to calcu-
late server and support costs and derive 
a price from there. They are developing 
something innovative and valuable, but 
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Wal-Mart can’t provide great service, but it can provide 
cheap bikes. If local bike shops tried to compete with 
Wal-Mart on price, they would lose. So they sell more 
sophisticated bikes, with great service, catering to a 
different part of the bike market. 

pricing it like a commodity. This will 
lead to problems down the road.

You have no idea  
what your value is
It’s hard to price based on value if you 
have no idea what your value is. This 
is where a lot of people go wrong. They 
come up with something that they want 
to sell, or something that they can make, 
or something that they can build, and 
then try to figure out how to price it. 
This is when they usually revert to cost-
plus. The interesting question is not what 
can you sell it for, but what do customers 
buy it for? Customers need or want to do 
something. 

Depending on the customer, the way 
that gets expressed is very different. For 
example, if you need a car for transpor-
tation, your best bet, economically, is to 
buy a reliable used car. Yet many people 
buy new cars. And new cars run any-
where from a little over $10,000 to well 
over $100,000. Different buyers place 
different value on the different things.

To get an idea of your value, think about 
what your customers would do if they 
didn’t buy from you. Would they “do 
nothing” (keep doing what they do to-
day)? Buy from a direct competitor? Buy 
from a larger company? Buy from an 
indirect competitor (competition for the 
local sports bar includes not just other 
sports bars, but people’s own homes, and 
even the internet). In some cases, the al-
ternatives are dire. If you just developed 
a cancer drug that cures otherwise incur-
able cancer, your offering’s value is very 
high. If you sell something that’s directly 
substitutable, you have no pricing pow-
er– you are at the mercy of the market.

“Value” is really perceived differential 
value. This means that value is in the 
mind of the buyer. You can influence 
this perception, but ultimately the buyer 
decides. It’s also differential– compared 
to one or more alternatives. One problem 
many well run small firms have is com-
peting against “cheaper” alternatives that 
aren’t cheaper. For example, a boutique 
firm charges $200/hr and can complete 
a project for $50,000. A larger firm with 

less qualified staff charges $100/hr, but 
it will take more people, more time, and 
the total bill will be at least $60,000. 
Without help in perceiving the value, 
many buyers choose the “cheaper” $100/
hr option.

Notice further that your value is prob-
ably not related to the exact number of 
hours you work. So don’t price by the 
hour. All you do is invite complaints that 
you’re overpriced and join in a race to 
the bottom.

If you have a virtual good, try to scale 
the price the same way the value scales, 
at least in general terms. For salesforce.
com, they assume that value scales by the 
size of the enterprise and the needs for 

different features, and the number of us-
ers. The type of features required dictates 
the edition, which then determines the 
per user cost. It’s not a perfect match for 
value, but it’s reasonable.

You are trying to be cheaper, 
not better or different
Many small business owners don’t know 
how to compete against larger, more es-
tablished players, so they think they have 
to be cheaper to attract business. Unfor-
tunately, most of the value buyers don’t 
want “cheap” they want “value” and the 
lower price actually undercuts the value 
message. One enterprise software com-
pany could not get traction in the mar-
ket until they increased their price 50X. 
Buyers just didn’t think they were cred-
ible because their prices were too low.

There can be only one low cost provider 
in any market. In most cases, unless you 
have some defensible, sustainable cost 
advantage (think Southwest airlines), 

this will not be you. So don’t get in a 
price war with bigger competitors. All 
you do is transfer money to your cus-
tomers’ pockets, and greatly reduce your 
income. You have the advantage that you 
don’t need a huge slice of the market, so 
you can focus on a niche that perceives a 
lot of value in what you do. 

For example, Wal-Mart can’t provide 
great service, but it can provide cheap 
bikes. If local bike shops tried to com-
pete with Wal-Mart on price, they would 
lose. So they sell more sophisticated 
bikes, with great service, catering to a 
different part of the bike market. Almost 
any market can be segmented so you can 
deliver great value to a small niche, at 
higher prices and higher margins than 

the broader market. A corollary is that 
you can also segment the market to pro-
vide “enough” value at low prices to be 
very profitable if you have the right cost 
structure. This is how Microsoft came to 
dominate desktop computing.

When you pursue your market segment, 
you will find prospects in nearby seg-
ments who don’t value what you do the 
same way you do. That’s OK. The sooner 
you can identify that they are not really 
in your market segment, the more time 
you can save. As a small business owner, 
every minute that you waste is a minute 
not spent growing your business, enjoy-
ing your family, or sleeping.

You don’t believe  
in your own value
Most conversations with small business 
owners about value end up with “OK, 
but I can’t charge that, that’s twice what 
I charge now.” Why not? Because funda-
mentally, they don’t think they are worth 
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it. They are embarrassed about their cur-
rent prices, let alone the potential future 
prices. If you don’t believe in your value, 
you can’t expect your customers to be-
lieve in it, either. Don’t kid yourself and 
inflate your value, but if you have the 
numbers to back it up, be proud of it. 

When you talk about 
pricing, never sound 
apologetic. Make price 
part of the value. If you 
walk into a Ferrari deal-
er, they will tell you all 
about the car, includ-
ing the price. They don’t 
go into an embarrassed 
whisper. 

You fear price 
objections
A related problem is 
fearing price objections. 
When someone tells you 
that you are too expen-
sive, it’s a great chance 
to explain why you are 
different, better, and an 
overall better value. It’s 
also the only way you 
can know if you’re charg-
ing enough. If you nev-
er get price objections, 
you have a big problem. 
When you explain your 
pricing, without apology or reference 
to your costs, your customer can either 
agree and buy (great outcome) or push 
back. They may not perceive some as-
pects of the value you profess. They may 
not even be in your target market. Or, 
they may simply not have the budget. 

You surprise your prospects 
with your price
Prospects should not be shocked when 
they see the price. (“Sure, the Ferrari 
sounds great– can you send me a pro-
posal? … “What, this is way out of my 
budget, I only had $20,000.”) Even if 
you don’t know the exact price when you 
start discussions with a client, you can 
give a range, or a “starting from…” 

For example, I recently had someone in-
quire about a pricing workshop. I gave 

a brief outline of some options in an 
e-mail, and noted that prices depend on 
the solution, but start at $5,000. That 
was more than he wanted to spend, so 
we all saved a lot of time. If instead, 
we had been embarrassed to talk about 
price, I might have wasted my time and 
his finding out more, creating a proposal, 

etc, only to find that it was never a fit. 

Even if there is a potential match, don’t 
surprise your prospects. If you can’t 
quote a price on your website or in your 
initial discussion, start discussing prices 
as soon as you have collaboratively devel-
oped a potential solution. Some people 
say this puts you in a bad negotiating 
position. I say it saves everyone time and 
helps you become a real partner to the 
customer. 

You can start upfront with some rang-
es (“in past projects like this, we have 
charged between about $40,000 and 
$100,000. I know that’s too big a range 
to be useful, but we can adjust who does 
what and how much we get done in this 
phase to suit your needs”). 

After more detailed discussions, you 
can offer a preliminary proposal with a 
menu of options. This way the customer 
pays for what is valuable to them, and 
you don’t waste your time on things that 
aren’t valuable. Whatever you do, the 
price should not be a shock on the pro-
posal.

You have no plan  
for negotiation
Now even if every-
thing has gone relatively 
smoothly, you will of-
ten get drawn into nego-
tiations. This is often a 
symptom that you didn’t 
understand what the 
buyer(s) really needed and 
how they make their deci-
sion. 

In some cases, you need 
to help buyers understand 
their own problem, be-
cause they may not have 
the expertise to diagnose 
it properly and formulate 
the right solution on their 
own. In any case, cus-
tomers will push back on 
pricing, even after hear-
ing your value message. 
The important thing here 
is having a plan and ex-

ecuting it. Many people forget to prepare 
for this step, and then, in the heat of the 
moment, end up discounting the heck 
out of their business. 

Be prepared to trade value – don’t just 
give away value. For example, a custom-
er might get a discount in exchange for 
paying early, pushing the delivery date 
back, doing a case study for your web 
site, committing to a certain volume, ac-
cepting a reduced service level, or some 
other mutually beneficial exchange. Be 
willing and able to take something away 
if the customer doesn’t value it. The plan 
should never be “just discount up to 
X%.”

You think you need 1 price
Following on from the previous point, if 
you have different discounts for different 

When someone tells you that you are too 
expensive, it’s a great chance to explain why 
you are different, better, and an overall better 
value.
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If you provide something 
valuable, your customers 
will understand that you 
need to change the way 
you price it sometimes.

scenarios, you have, in effect, different 
prices, even if you only sell one offering 
at one price. No matter what “optimal” 
price point you pick for your offering, 
you will leave money on the table with 
some customers, and price others out of 
the market. 

You can use good/better/best offerings 
to sub-segment your market. This is 
what car makers do with different trim 
lines, what Apple does with different 
iPad models, and, more subtly, what res-
taurants do with early bird specials and 
movies do with matinee and senior pric-
ing. Software is particularly amenable to 
this kind of thinking, as it’s easy to cre-
ate different editions with different value 
to slightly different audiences. 

You’re too busy
“I can’t keep enough inventory. Every-
thing sells out as soon as it’s available.”

“I’m so stressed out about all the proj-
ects we need to deliver. I’m not sure how 
we’re going to get them done.”

These are the good problems to have– far 
better than the reverse. Yet they can still 
make life miserable for the small busi-
ness owner, her employees, and family.

I like to say “you don’t have a supply 
problem, you have a pricing problem.” 
Many of the folks making these com-
plaints haven’t raised prices in years. 
They are not even keeping up with infla-
tion, let alone increases in the perceived 
differential value of their offering. Being 
“too busy” is a symptom that you are not 

managing demand well. 

Going back to the introduction, what 
would you rather do: work half the year 
on the best projects, or delivering to the 
best customers, 
who really care 
about what you 
do, or working 
all year, getting 
really stressed 
out, losing out 
on family time, 
and making the 
same money? 

The market sets 
the maximum 
price you can charge (as limited by your 
perceived differential value), but it’s up to 
you to charge it. Going back to planning 
for negotiation and needing more than 
one price, you can use pricing to help 
move demand to off-peak times. 

Thinking that you have to 
get it all right the first time
No matter how strategically and cleverly 
you think about pricing, no matter how 
well you think you know your market, 
things change and you will need to re-
vise your pricing from time to time. This 
can be simple tweaks, like a small price 
increase in January (good to do small, 
regular price increases so customers are 
used to them and you never end up hav-
ing to do a huge price increase to stay 
in business), to changing discount pro-
grams, to completely changing the way 
you price.

Communicate as openly and honestly 
as you can with your customers. If you 
provide something valuable, your cus-
tomers will understand that you need to 
change the way you price it sometimes. 

For example, 
many companies, 
including soft-
ware companies, 
change the price 
they charge new 
customers, while 
keeping old cus-
tomers on their 
familiar payment 
plans. This keeps 
your customers 
from getting up-

set and is helpful if it’s viable technically 
and economically.

You’re doing it right
If you’ve made it this far and you’re 
thinking, “none of this applies to me,” 
then you are doing a great job and I 
might want to hire you. All these things 
are much easier said than done. Even as a 
“pricing expert” I have been guilty of all 
of these things at one (or more) time or 
another.

Take a look back through this list and 
see where you can apply some tips to im-
prove your pricing, your business, and 
your life. Small improvement can mean 
amazing changes. As one of my custom-
ers said to me a few months after a price 
increase, “thank you for my new patio.”




