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Pricing, at your Service
Traditional product manufacturers, who are accustomed to 
viewing their services organizations as cost centers, are strug-
gling with how to apply pricing improvements to their service 
offerings and are sacrificing growth and profit in the process. In 
this article, the authors explore how traditional product manu-
facturers can unleash the power of pricing on their service of-
ferings. Julie Meehan and Simon McLain are both senior man-
agers with Deloitte Consulting LLP. Meehan can be reached at 
jmeehan@deloitte.com and McLain at smclain@deloitte.com. 

P
ricing continues to be one of the most powerful levers 
available to increase top and the bottom line, and com-
panies continue to leverage sophisticated pricing tech-
niques to improve the profitability of their products. But 

what about services? For traditional product-based manufac-
turers, pricing improvement initiatives are typically focused 
on the product portfolio, and services are often overlooked 
or ignored.

Yet services are becoming increasingly important for both top 
and bottom line performance across companies and industries. 
Customers often consider the longer term service component in 
the total cost of ownership more than the product manufactur-
ers might think. The quality and types of services offered some-
times play a bigger role in the initial purchase decision than the 
characteristics of the products themselves.

Still, manufacturers have been slow to respond to these custom-
er-driven preferences and are missing very real opportunities to 
improve their pricing performance. Traditional product manu-
facturers, who are accustomed to viewing their services organi-
zations as cost centers, are struggling with how to apply pricing 
improvements to their service offerings, and are sacrificing growth 
and profit in the process. 

The Importance of Services: How should 
product companies view service?
Given the proliferation of low cost competitors, the increas-
ing demands from customers, the complexity of global sup-
ply chains, and the commoditization of products in several 
markets, product manufacturers are starting to rethink their 
overall strategy and the impact of service on their business. 
For many manufacturers, the basis of competition is shifting to-
wards service, as it becomes increasingly difficult to produce a 
differentiated product and extract the true value of that product 
from the market.

Service businesses that evolved under a product umbrella are fre-
quently viewed as a less valuable “bolt on” to the product busi-
ness. Sales goals are stated in terms of product revenue only, and 
services are an afterthought or just a line item under SGA. Often 

the sales force is only trained to sell product features, and will use 
service hours as a leverage point in the negotiation. This attitude 
can result in millions of dollars of lost profitability.

Regardless of the industry, service is an integral part of the 
product’s value proposition from a customer’s perspective. 
Whether the price of the service is bundled with the product price 
or not, most customers are savvy enough to consider the Total 
Cost of Ownership (TCO) when making purchasing decisions. 
And in many industries, service revenue can be several times the 
price of the product over the product’s lifetime.

For an increasing number of companies, services are driving dis-
proportionately more value (i.e., higher margins) than products 
(see Figure 1). According to one study, the average profitability 
of service operations is more than 75 percent higher than over-
all business unit profitability. In fact, the study reported that 
the most profitable service businesses are more than three times 
as profitable as the average business unit.1 And there are many 
manufacturers who would not be profitable at all without their 
service businesses (see Figure 2).

Product-based companies that do not recognize the value of 
their service offerings and their service organizations incur a 
huge opportunity cost. Service organizations are often the “face 
of the company” – while a product salesman may interact with the 

Figure 1: Services Provide Higher Quality Revenues
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customer to make the initial sale, the service organization usually 
has regular and repeated interaction with the customer over time, 
which could be several decades, depending on the product. This 
means there could be recurring opportunities to create a positive 
customer experience and increase customer loyalty by developing 
long-term relationship, not to mention repeated opportunities to 
gather market intelligence on behalf of the company.

In addition, service is an essential component of brand iden-
tity, and can often become the brand itself. Service is often the 
differentiator, particularly in increasingly commoditized markets 
or segments. It is often easier to train service personnel to deliver 
exceptional service than it is to design a better (or differentiated) 
product. Organizations can exploit the natural adaptability of 
a service offering to deliver a truly customized offering to their 
customer, which can provide much more value than an inflex-
ible, mass-produced product.

Service revenue can also act as a complement to product rev-
enue, and therefore help in managing a company’s overall 
profitability. Revenue from services can offset product revenue 
during a trough (if cyclical), or if the product is too expensive to 
replace. The bottom line is that product manufacturers should 
recognize the value that their services offerings bring to their bot-
tom line, and then capture that value in the market.

Finding the Value: In what ways can you 
define the value of services in the context 
of a product offering? 
Quantifying the value of a service offering is, of course, challeng-
ing, particularly when the offering is entwined with a product 
portfolio. A manufacturer is accustomed to defining the value 
of features that are inherent to the product itself; specific, static 
qualities that differentiate one product from another, such as size, 
color, or functionality. With services, on the other hand, custom-
ers often value just the opposite: the variability and flexibility of 
the offering to tailor to their specific needs. For example, they 
pay for intangible qualities such as responsiveness, uptime, and 
time to resolution related to aftermarket support. So, are there 
ways for a manufacturer who offers both products and services 
to determine where the true value of services lies?

Clearly some straightforward market research will help. Voice 
About the Customer (VAC) is a good place to start because a lot 
of the work to prepare for subsequent analysis can be completed 
without even touching the customer. By conducting internal 
interviews and surveys, hypotheses about value drivers can be 
formed and used to define the preliminary structure and param-
eters of the remaining surveys. Furthermore, perhaps the more 
valuable result of a VAC analysis is the identification of miscon-
ceptions and misunderstandings that may currently be causing 
the erosion in the market. Sales Reps may think they know what 

Figure 2: Profits and Growth: The impact of the service and parts operation (SPO) on business performance 
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a customer values, but could very well be proved wrong when 
the customer has the chance to voice their preferences directly. 
It is important that the survey be multi-dimensional: it should 
include several functions (such as Sales, Marketing, Services, 
and Sales Operations) as well as several levels within each func-
tion (VPs, Directors, Regional Managers, Sales Reps, etc.). The 
comparison of the responses should provide valuable insight into 
behavior that may be affecting the value of the service offering 
in the marketplace.

Voice Of the Customer (VOC) is an effective way to gather quali-
tative information that begins to prove and disprove hypotheses 
about a service offering’s value proposition. A VOC survey can 
not only help a company determine the perceived importance 
of service offering elements, but can also provide insight into a 
company’s performance relative to competitors and demographic 
and other information to help identify potential segmentation 
schemes. And again, the results of the VOC analysis can be com-
pared with the responses from the internal surveys to identify 
any misalignment between the sales and service organizations’ 
perceptions and the customers’ true needs. The areas where there 
is a large gap in perception are the areas that will require the 
greatest change management and training efforts upon imple-
mentation (see Figure 3).

However, a product manufacturer will still require a tool 
that isolates elements of the service offering and quantifies 
the value of each element to the customer. Conjoint [CON-
sidered JOINTly] analysis is a marketing research technique 
that forces customers to make tradeoffs in choosing between 
hypothetical offerings typically in a marketing survey. The key 
concept is that it is easier for customers to consider attributes 
jointly as part of a product or service profile rather than evaluat-

ing the attributes in isolation. In a conjoint study, a survey will 
present profiles to respondents and ask them to either choose a 
profile among a list of 2-3 alternatives or to state the likelihood 
to purchase a given profile. Conjoint Analysis involves questions 
that are more tangible for customers because it simulates deci-
sions that customers confront in the real world.

Conjoint Analysis is a good tool for product manufacturers at-
tempting to understand the value of their service offering because 
of the forced trade-offs. If the product and service are integrated, 
it can be difficult to discern the exact feature that the customer 
values – and whether it’s the product or the service, or the con-
venience of a supplier that offers both. By forcing the customer 
to make a tradeoff between scenarios that involve features of 
both, the value drivers can be more easily identified. The results 
of a Conjoint survey can help quantify the relative importance 
that each customer attaches to an attribute of a service offering 
(see Figure 4).

The combination of the qualitative nature of the VAC and 
VOC analysis and the quantitative foundation of Conjoint 
Analysis helps provide a holistic view of the value of a ser-
vice offering in the market. The data and calculations should 
be supplemented with anecdotes and customer quotes that com-
plete the picture. This panoramic view will help provide the in-
formation necessary for the appropriate and strategic decisions 
involved in setting a profit-maximizing price without negatively 
impacting customer satisfaction or loyalty. 

Once the service value is identified and captured in the mar-
ket, the next challenge for a product manufacturer is man-
aging the profitability of their combined product/service 
offering over time.

Figure 3: The gaps between VAC and VOC can reveal differences in perceptions
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Once the value of the service is quantified, pricing the ser-
vice requires consideration of other factors such as customer 
segments, competition, and firm strategy. Needless to say, 
competitive pressures often define a band of price that would 
be viable in the given market setting, and companies have 
to be careful that they don’t set a price that gets the service 
and associated products out of the consideration set of its 
customers. The company should also be wary of the negative 
brand connotations that accompany setting a price far below 
a reference price set in the minds of the customer. Above all, 
every analysis should be checked for validation and compli-
ance with company strategy. Companies with a market pen-
etration strategy often set prices aggressively low to capture 
market share and drive out competition from the business. 
On the contrary, a skimming strategy would entail setting a 
premium price and enjoying the high margin from a select 
few customers who can justify the premium price for the value 
provided by the service. 

Providing Service at a Profit:  
How is pricing for services different  
from pricing for products?
Armed with a better understanding of what customers value 
across a company’s product and service offerings, are there ways 
an organization can more effectively turn this value into profit? 
It starts with understanding profitability. 

Understanding the profitability of services differs consider-
ably from understanding product profitability. To start, the 
“price waterfall” construct is increasingly being used to under-
stand profitability for an organization or business unit (Figure 
5). If developed appropriately, this construct allows an organi-
zation to “cut” the underlying data in different ways to reveal 
the variations in profitability across markets, segments, custom-
ers, product offerings, etc. and therefore understand the major 
drivers of margin leakage. Although the specific components of 
a waterfall will differ across organizations, typical elements in-
clude initial discounts off of list price (special pricing, volume 
discounts), off-invoice discounts (rebates, commissions), various 
costs-to-serve (freight, free goods) and the costs of the product 
itself (cost of goods sold).

In order to understand the profitability of services, it is help-
ful to develop a “Service Price Waterfall” to more accurately 
define the various service-related elements that impact prof-
itability. For example, whereas the cost of goods sold is often a 

major driver of product profitability, service costs are primarily 
related to labor (including associated costs such as travel) and 
other support costs (warranties, call centers operations, etc). Ad-
ditionally, whereas product revenue can often be related back to an 
individual transaction, service revenue (and costs) is often spread 
out over months or years depending on the service arrangement. 

Depending on the structure and maturity of a service orga-
nization, developing a Service Price Waterfall can, at first, be 
challenging. For example, many organizations embed services 
into product-based business units and bundle service revenue 
into product pricing. On the other hand, some service organiza-
tions operate as a profit center and therefore have consolidated 
service-based revenue and costs into a P&L, which may make the 
initial waterfall definition somewhat easier. In either case, how-
ever, there are significant differences that must be considered in 
constructing a service price waterfall (see Figure 6).

Once a service waterfall has been developed and an understanding 
of the revenue and profitability drivers across the product/service 
spectrum has been identified and quantified, an organization 
can more effectively manage the short and long-term tradeoffs 
between product and service revenue/profit.

Making it Stick:  
In what ways can an organization look 
holistically across the product/service 
offering to maximize profits?
Some manufacturers have recognized the changing landscape and 
have initiated pricing improvement projects. However, even for 
these companies, the challenge will lie in making short-term and/
or narrowly-focused improvement efforts sustainable for the entire 
organization. Like all successful transformations, sustainable 
and profitable growth of the service business requires a sig-
nificant investment in talent and resource development. 

For many manufacturers, this represents a fundamental change 
in how they view their business. These companies produce a 
product, a tangible good, and their entire infrastructure exists 
so that the product can be designed, produced, and delivered 
while maintaining a profit. However, a holistic view of a com-
bined product and service offering requires the business to focus 
on customer requirements, not what a company has to offer. It 
requires customer-centric planning and analysis, not product-cen-
tered data and reports. Repositioning an entire organization to 

Figure 4: The results of Conjoint Analysis can help quantify the value of each service attribute
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focus on customer needs is a significant under-
taking, and requires changes to compensation 
plans, training programs, and even supporting 
technology.

For most manufacturers, the service organi-
zation grew up in the shadow of the product 
portfolio since the founding of the company. 
This means there is often an innate organi-
zational attitude that products are the main 
driver of profitability and that product sales 
must be achieved at all costs. Overcoming 
this prevailing mindset can be extremely 
challenging, and the group facing the big-
gest change in this situation is the Sales or-
ganization. 

An effective and immediate tactic for changing 
the behavior of any employee is to change the re-
wards and recognition system. This is especially 
true of the Sales organization, which often has a 
variable component to their financial compen-
sation. It is therefore imperative that metrics 
and compensation plans are aligned with the 
holistic view of the business and the enterprise-
wide goals for profitability. A straightforward 
yet effective way to implement an appropriate 
incentive scheme is to base the metric on profit 
margin, and not revenue or volume.

Under this approach, Sales Reps no longer re-

Figure 5: Illustrative example of a Services Price Waterfall

Figure 6: Significant differences between product and services Price Waterfalls

Product Waterfall Service Waterfall

Revenue

Associated with an 
individual transaction; 
identifiable to a specific 
product sale

Often associated with a 
service contract; may cut 
across product offerings (e.g., 
service contact that covers a 
range of product offerings)

Timing Transaction-based (point 
in time)

Contract-based (viewed over 
months and years)

Discounts Based on volume, product 
mix, etc.

Often based on service 
levels, with additional 
discounts applied

Major 
Profitability 
Drivers

Discounts off list price, 
rebates, commissions, 
costs of goods sold, freight 
etc.

Labor, travel, support 
operations, parts (for service 
parts businesses), etc.

Cost 
Allocations

Often based on product 
volume/sales Often based on labor

Base level of 
Profitability

Developed at a transaction 
level

Typically not transaction 
based; viewed over a period 
of time

Data

Typically housed in various 
parts of the organization; 
need to consolidate and 
associate with individual 
transactions

Often embedded in product 
organizations “cost to serve”; 
need to break out service 
related revenues and costs



The Journal of Professional Pricing 25Third Quarter 2009

ceive a bonus for landing a big deal in which a large volume of 
products are sold but the service component is practically given 
away to close the deal. Inappropriately discounting services to 
drive product sales is a behavior that must be corrected instead 
of rewarded. Instead, Sales Reps must be motivated to craft a 
deal with the right balance of product and service volume and 
discounting so that overall profitability is maximized. In some 
cases, this may mean significantly more services revenue than 
product revenue will be logged on individual deals. If the incen-
tive structures are aligned correctly, both the Sales Rep and the 
company will benefit from these deals.

This scenario assumes that the 
Sales Force is trained appropri-
ately to price holistically across 
the integrated product and ser-
vice portfolio. The effort and 
timing for adequate training 
should not be underestimated; 
it requires training on sophis-
ticated profitability analysis as 
well as on selling service fea-
tures that may be unfamiliar to 
the Sales Reps. The Sales Force 
must not only become well-
versed in the company’s service 
offerings, but must also learn 
how to be effective in selling 
service and its components. Given the infinitely customizable 
nature of a service offering and the complexity of product-service 
interplay, this skill requires time and practice to master, even for 
the most experienced product Sales Rep.

The Sales and supporting organizations must be trained to 
understand the true profitability of each deal, which includes 
analyses such as Price Waterfalls, Customer Profitability, and 
Price Bands. If these concepts are new to the organization 
in general, there will be a significant learning curve. Even if 
these concepts are familiar, a thorough profitability analysis 
that integrates products and services will take effort to design 

and understand to a degree that it can be used to create prof-
itable deals.

Any improvement in services profitability, whether great or small, 
short- or long-term, can be beneficial to a manufacturer in sev-
eral ways. But ultimately the goal should be to avoid deploying a 
one-time, short-term project and to create an organization that is 
focused on pricing excellence and designed to maximize profit-
ability on an ongoing basis across the entire product and service 
portfolio. An effective way to expand and sustain the improve-
ment is by implementing changes to compensation plans in the 
Sales organization, designing comprehensive training programs, 

and making use of appropri-
ate supporting technology.

Conclusion
A company’s service offering 
can significantly impact cus-
tomer buying decisions, as 
well as drive improvements 
in top and bottom line per-
formance. However, many 
traditional product-based 
companies overlook services 
due to their historic focus on 
products and product devel-
opment, which limits their 
ability to leverage the service 

elements that are often integral to their value proposition. By 
understanding the value of services to different customer seg-
ments, determining the profitability of service offerings, and ad-
dressing the organizational constraints that often pit products 
groups against service functions, companies can finally unleash 
the true profit potential of Services.
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An effective and immediate tactic 
for changing the behavior of any 
employee is to change the rewards and 
recognition system. This is especially 
true of the Sales organization, which 
often has a variable component to 
their financial compensation. 




