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Pricing Strategy:  Pricking the  
Veil of Value Exchange 

Pricing as a discipline has changed 
dramatically over the past century, 
broadening its focus from market elas-
ticity and price sensitivity to encompass 
marketing orientation, value exchange 
and actionable insights. Combined, the 
marketing orientation of the firm and 
the economic understanding of value 
exchange provide the foundation for de-
veloping insights required for executive 
decision making in pricing strategy, as 
the author explains. Tim J. Smith is the 
managing principal at Wiglaf Pricing, 
adjunct professor at DePaul University, 
frequent PPS instructor and presenter, 
and the Academic Advisor for the Cer-
tified Pricing Professional designation.  
His most recent book is Pricing Strat-
egy:  Setting Price Levels, Managing 
Price Discounts, & Establishing Price 
Structures (South-Western Cengage 
Learning, 2012).

Our understanding of pricing 
has come a long way since the 
1890s when Alfred Marshall 
published his treatise on the 

economic scissors of supply and demand. 
It is no longer a purely economic chal-
lenge to be addressed through studies 
of market elasticity. It can’t be solved by 
lowering the price until customers pur-
chase to improve factory utilization rates. 
And, it can’t be solved by allocating costs 
and adding markups. Rather, pricing to-
day must be focused on value exchange. 

While experts and executives agree that 
price should reflect value, the pricing to 
value mantra fails to clarify the actions 
and decisions executives must make. 
That is, what is the value that prices 
should reflect? Whose perception of 

value should determine price? And how 
can value be modeled and quantified? In 
other words, pricing decision today re-
quires actionable insights.

These insights must derive from a mar-
keting orientation of the firm with a 
clear economic understanding of value 
exchange. The marketing orientation 
focuses the purpose of the firm towards 
serving customer needs profitably – an 
orientation supported by the late greats 
Peter Drucker and Theodore Levitt. The 
economic understanding of value ex-
change reminds us that customers will 
purchase when the product delivers value 
in excess of its price after adjusting for 
alternatives, and the firm should deliver 
products at a price in excess of their cost. 
These are two very simple concepts. 
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PPS Happenings Serving the Pricing Community Since 1984

Upcoming Events
22nd Annual PPS Spring Conference: InterContinental Chicago O’Hare 
Hotel; May 3-6, 2011. Workshops offered on May 3-4 include:
•	 Pricing with Confidence: Ten Ways to Stop Leaving Money on the Table – Reed 

Holden
•	 Core Pricing Skills – Kent Monroe
•	 Influencing Customer Price Acceptance – Tim Smith
•	 Progressing to World Class Pricing: A Tool Based Approach – Avy Punwasse
•	 Pricing to Stay Whole in Wholesale – Alice Warhol & Oliver Griebl
•	 Consumer Products: How You Can Make Pricing a Key Competitive Advantage 

– Frank Luby

For the most up-to-date information about PPS events and programs, please visit 
our website at www.pricingsociety.com frequently.

Page 4
The Price of Parallel Parking

Page 7

Why Wal-Mart Shoppers  
Are Price Insensitive



 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

2 January 2011

Combined, the marketing orientation of 
the firm and the economic understand-
ing of value exchange provide the foun-
dation for developing insights required 
for executive decision making in pricing 
strategy.

Identifying the Nature  
of a Pricing Challenge
Executives can structure pricing chal-
lenges into one of four types: price set-
ting, price discounting, price structure, 
and overall pricing strategy. 

Price setting refers to the challenge of 
setting the price right in the first place. 
Different pricing setting approaches can 
be used for different products, and the 
appropriate pricing setting approach 
for a product will evolve as the market 
evolves. Each of the dominant approach-
es to price setting shares an orientation 
towards capturing profitable customers 
through mutually beneficial value ex-
change.

Discounting refers to the inevitable chal-
lenge facing firms of customers calling 
for a lower price. Not all products must 
be discounted, but most executives dis-
cover that discounting can enhance prof-
its. Unfortunately, discounts can also de-
stroy profits. To navigate the quagmire of 
discounting decisions, executives should 
recall the core purpose of the firm, to 
serve customer needs profitably, and ac-
cept that different customers will place a 
different value on the same product. 

Good discounting enables the firm to 
price the same product to different cus-
tomers according to their willingness 
to pay, as long as the price is above the 
marginal cost to produce. Evaluating the 
willingness to pay of millions of custom-
ers requires the development of a new 
corporate capability. Proper monitoring 
techniques, decision processes, analytics, 
and incentives must be implemented to 
enhance the firm’s discounting decisions. 

Price structures refer to the strategic ap-
proach through which specific transac-
tional prices are set. Unit pricing, two-
part pricing, complementary pricing, 
versioning, bundling, subscriptions, and 

yield management are all different price 
structures. Each of these price structures 
can enhance the profitability of some 
markets, and each is completely inappro-
priate for other markets. The selection of 
the optimal price structure is, at its core, 
an economic challenge to be informed 
by an understanding of differences be-
tween customers within the market, the 
cost structure associated with delivering 
the product, and the market strategy of 
the firm. 

Overall pricing strategy challenges arise 
in considering the actions of the firm in 
the context of its industrial environment 
and the strategic resources of the firm. 
Competition, product evolutions, and 
legal decisions all influence the latitude 
a firm has in setting its pricing strategy. 
Attaining the right fit between the firm’s 
resources and the market opportunity 
enables the firm to achieve higher profits, 
grow faster than its competitors, or both 
simultaneously.

Going Deep
Various qualitative and quantitative ana-
lytical techniques have been developed 
to enable decisions that reflect both the 
marketing orientation of the firm and an 
economic understanding of value ex-
change. These analytical techniques go a 
far way in delivering the right answer to 
the right pricing question, one customer 
at a time, a million times a day. Each an-
alytical technique provides tremendous 
insight into the nature of the pricing de-
cision confronting an executive and the 
opportunity to improve results. 

A good analysis requires both quanti-
tative and qualitative insights. Despite 
the seemingly clarity delivered through 
quantitative analytical techniques, ex-
ecutives cannot overly rely upon the 
output of a single equation. Pricing is a 
strategic challenge, not an engineering 
challenge. Angus Maddison, professor of 
quantitative macroeconomic history at 
the University of Groningen, once stat-
ed “no sensible person would claim that 
[quantification] can tell the whole story.” 
Similarly, quantitative models in pricing 
enable terrific insight, but they must be 
informed and tempered by a qualitative 

understanding of the opportunity.

Setting Price Levels
A firm exists to serve customer needs 
profitably. If it can’t meet customer 
needs, the firm is irrelevant and it will 
wither and die. If it can serve customer 
needs, then it is relevant to its custom-
ers and it can hope to prosper providing 
it can do so profitably. Hence a primary 
responsibility of executives is to deter-
mine which customer needs the firm will 
fulfill, and how it will fulfill them prof-
itably. Unless the executives can address 
this existential question, the firm is wan-
dering in the dark. 

As clear as this directive to serve cus-
tomer needs profitably is, it isn’t suffi-
cient for decision making. We have to 
take the next step and prick the veil of 
value exchange. Using the guideline that 
good pricing enables a mutually ben-
eficial exchange between a firm and its 
customers, we can examine what benefits 
both the firm and its customers with a 
number of quantitative and qualitative 
analytical techniques.

Exchange value models, market research, 
and in rare cases economic profit opti-
mization each enable the determination 
of a price that benefits both the firm and 
its customers. Each of these approaches 
to pricing relies on a common set of as-
sumptions and goals: Customers make 
purchase decisions by trading-off value 
for price. A product that delivers higher 
value can capture a higher price. A prod-
uct that delivers less value must be priced 
at a lower level to attract a customer. The 
right price is one which reflects the abil-
ity of the product to address a customer 
challenge in comparison to their alterna-
tives. Moreover, the right price extracted 
from customers must exceed the firm’s 
cost to deliver. 

Any price which lies between the cus-
tomer’s willingness to pay and the firm’s 
cost to produce will enable a mutually 
beneficial exchange. Prices which more 
closely approach the customer’s willing-
ness to pay will yield a higher profit for 
the firm. Hence, executives that seek to 
maximize their profits, either for growth 
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or change, need to prick the veil of value 
to determine the best price.

Managing Price Discounts
Almost the instant that a price is deter-
mined, executives have to address the 
challenge of discounting. Sometimes, 
even before a price is set, discounting 
practices will influence the pricing deci-
sion.

Discounting is a managerial headache 
that perniciously invades every firm. Ex-
ecutives with a command and control 
attitude might respond to all discount-
ing requests with an immediate “NO.” 
Unfortunately, demanding all customers 
pay the full price is more often a mis-
take.

Discounting is a natural response to a 
market reality: customers vary. Different 
customers place different values on the 
same product. 

Because different customers value prod-
ucts differently, the law of one price be-
comes a death knoll for a firm. If the 
firm sets the price low enough to attract 
all potential customers, the price would 
be much lower than necessary, and the 
important profits needed for maintaining 
a healthy and growing firm will evapo-
rate. If they set the price at a level corre-
sponding to the highest price a customer 
will pay, the firm will sell very few units 
relative to their potential sell through. 

Discounts, when properly structured, en-
able the firm to extract the full list price 
from customers with a higher willingness 
to pay, while simultaneously attract cus-
tomers with a lower willingness to pay 
at a lower, discounted price which is still 
profitable at the margin. 

This definition of the role of discounts 
contains a key challenge: they must be 
properly structured. Discounts are a 
managerial headache precisely because 
of the challenge in ensuring their proper 
structure. If they are poorly structured, 
customers that are otherwise willing to 
pay the full price will masquerade as bar-
gain hunters and demand a lower price. 
When this happens, the firm has effec-

tively returned to the law of one price, 
and the death knoll will beckon. To 
navigate this quagmire, executives can 
use of a variety of quantitative and quali-
tative analytical techniques to inform 
discounting decisions.

Establishing Price 
Structures
Unit pricing, two-part pricing, comple-
mentary pricing, versioning, bundling, 
subscriptions, and yield management are 
all different price structures. Each is ap-
propriate for some markets and inappro-
priate for other markets. Determining 
which price structure is right for a firm 
requires an economic understanding of 
the cost structure and the systematic 
variations in willingness to pay between 
different customers.

Price structures enable executives to 
align their prices to the willingness to 
pay of customers without resorting to 
discounting. Price structures rely on 
a clear segmentation hedge to separate 
utility-sensitive customers, or those will-
ing to pay a higher price, from price-
sensitive customers, or those only willing 
to pay a lower price. The segmentation 
hedge associated with discounting is a 
leaky sieve at best. Utility sensitive cus-
tomers will masquerade as price sensitive 
customers if they can, and therefore dis-
counts will often be granted wrongly. 

In contrast, good price structure defines 
a clear tradeoff between value and price 
for customers, allowing utility sensitive 
customers to self-select the amount of 
value they demand while allowing price 
sensitive customers to forgo value in ex-
change for a lower price.

In selecting one price structure over an-
other, a firm is making a strategic mar-
keting decision. As with other strategic 
marketing decisions, the price structure 
must be attractive to the target market 
and aligned with the other marketing 
mix variables. Given an understanding 
of the economics of the alternative price 
structures, executives can examine the 
tradeoffs between different structures 
to identify the best solution. And again, 
quantitative and qualitative analytical 

techniques can be used to inform the 
price structure selection.

Overall Pricing Strategy
Pricing isn’t done in a vacuum. Every 
pricing decision of a firm influences not 
only customer reactions and the firm’s 
profits, but also the industry in which 
it operates. Reflexively, every change in 
the industry, whether driven by com-
petitor actions, product evolutions, or 
legal decisions, influences the pricing 
decisions of a firm. 

To align pricing strategy to the larger en-
vironment, executives must understand 
their strategic resources. That is, in what 
ways is the firm similar to competitors, 
in what ways is it different, and why are 
these differences relevant to the market? 
A firm may be able to survive by being 
relatively similar to its competitors, but 
in order to truly profit and deliver above 
average performance, it must in some 
way be different from its competitors. 
Being different implies risk. In order to 
turn risk into profit, these differences 
must be strategic. That is, they must be 
relevant to the market. When the firm 
understands where its strategic resources 
lie, it is in a position to align its pricing 
strategy to its overall strategy.

Qualitative analysis largely informs our 
understanding of these external influenc-
es and strategic resources. But even with 
these larger pricing strategy challenges, a 
number of quantitative models have been 
developed to clarify the decision alterna-
tives and tradeoffs. 

Understanding Value 
Exchange
Each of these four types of pricing chal-
lenges can be addressed through the 
marketing orientation of the firm and 
the economic understanding of value 
exchange. Moreover, quantitative and 
qualitative analysis can be used to fur-
ther clarify the alternatives and tradeoffs. 
Our understanding of pricing has come 
a long way, and it is time for executives 
to grasp this modern understanding to 
improve the results of their decisions.




