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Executive Summary

A commitment to strategic pricing is a commitment to profitable growth. Truth is that in many service
organizations there is ample room to improve pricing practice.

For the typical American business, a 1% change in price translates into an 12% change in operating
profit. In the case of a service business, increasing a $200,000 annual service contract to $202,000
increases your profits by 1> @ CKIGQa Y2NB LIR2gSNFdZ GKIFyYy |
fixed cost or a 1% change in volume.

Having said all that, where do you start. Every organization is different. How can you improve the
pricing practices at your service business? History has shown that organizations generally mature along
a well defined path, growing in pricing sophistication, strategic orientation and power to drive profitable
growth. The Pricing Maturity Model maps the path, providing insights into steps any organization can
take to improve their pricing capabilities. The five stages of growth are

Pricing is Unmanaged

Vi 2F ab2HE
Competitor Oriented Pricing
Value Driven Pricing
Integrated Strategic Pricing

o~ wbdE

Service businesses present a variety of unique pricing challenges for executives. By using the techniques
described in this white paper, executives can frame the pricing problem and craft solutions more clearly
than they have been able to do in the past. Sound pricing practice is the management process, from
strategy to execution, which delivers the right price in the right form to the right customer at the right
time. Getting price right is a key to capturing the right clients, selling them the right services, being paid
fairly, securing good quality references and obtaining future assignments.
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The Pricing Maturity Modél"

Price is often one of the mostdzy RS NHzi A f AT SR 6 St LJ2 y.&Whényfcomektd S E S O dzi
pricing practice, there is often ample room for improvement. Strategically, price is often cost based, an
afterthought of offering strategy, too simplistic or complicated as the case may be, and unhinged from

business planning. Tactically, policies and controls are often not well defined, discounting is higher than

you care to admit, and sales lacks the incentives and training to sell value. The costs to a service

business can be extraordinary.

Likewise the payback from an investment in strategic pricing can be sizable. For the typical American
business, a 1% improvement in price translates into a 12% improvement in profitability. Having said
that, every business is different. An investment in tactical pricing may make the most sense in one
business, and strategic pricing in another. If you are interested in improving pricing practice, how do
you know what investments are right for you?

History has shown that organizations generally mature along a well defined path, growing in pricing
sophistication, strategic orientation and power to drive profitable growth. The Pricing Maturity Model™
maps the path, providing insights into steps any organization can take to improve their pricing
capabilities. Exhibit 1 is a graphic representation of the Model.

Exhibit 1: The Pricing Maturity Model

N Integrated Strategic Pricing
AObjective: o0Optimize Lon Te
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a Pricing Strategy, Management and Execution
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Market/Customer Orientation
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Pricing is Largely Unmanaged

As businesses launch, services or otherwise, profitability often takes a back seat to growth and pricing
tends to be largely unmanaged. After all, the primary goal of the business is survival, and simply gaining
a customer is considered a success. Profitability is generally a function of sales, operating under the
belief that if we sell more stuff, we make more money. If there is a pricing philosophy in the firm, it is
LINAOS G2 aO0t2asS GKS RSIfé¢o LG F2fft2ea GKI G
organization. As a result, without pricing in the way of sales, the outcome is growth but low margins.
Again, for a new business this may not be a bad outcome. It is just not a very profitable outcome.

Over time unmanaged pricing leads to a host of unintended consequences. Lack of profitability
ultimately becomes a drag on growth. Pricing practices that closed individual deals become a time
consuming and costly contract administration challenge. Inevitably, a deal gets closed that is simply bad
for the company and the financial consequences are too great to ignore. More often than not, finance

iKS
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controls are established in response to problems. For example, cost overruns on a fixed price contract
may have resulted in sizable losses. As a result, price policies and controls are established to limit this

risk in the future® Ly 3ASYSNIfX Rd2NAYy3I GKS *t 2F dab2HE
policies with marketing strategies. Pricing and offering structures emerge reactively. While it may not

be ideal, it usually works. Margins improve.

Lack of strategic alignment, however, prompts other problems. For a sales force accustomed to pricing
flexibility, pricing controls are impediments to closing deals. In order to continue revenue generation,
sales proactively works to undermine price controls. It is not malicious intent. Rather it is simply in their
best interests to do so. Sales people at this stage are typically compensated on revenues or volume.
They are happy to give up 5% or 10% in price to close a deal because it means they still get 90% to 95%
of their commissions. There is very little incentive to maintain price integrity.

For the typical American business, however, a 5% price discount can mean a 60% reduction in
profitability, and 10% turns profitability into loss, giving financial managers serious heartburn. To make
up for it, finance pushes for higher prices, exacerbating an already bad situation. As a result, price
discounting increases, but margins are maintained. Pricing integrity and customer relationships suffer
the consequences. Customers learn to ignore high list prices and become tougher negotiators. Sales
RA&AO02dzyiAy3d NBAYF2NOSa (GKS 0SKIGA 2N la =+t
i.e. increasing irrelevance of list prices.
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Competitor Oriented Priaig

As list prices and discounting increase, complaints grow from the sales organization that prices are too
high. Truth is that prices may be too high, exactly right or too low, but there is little evidence to support
or refute the assertion. Organizations respond, as they should, by looking to the marketplace and

LINEFAEfAYT O2YLISGAG2NBE YR GKSANI LINAOAY IO ¢KS Yl

of pricing capability, this is an important step. It is the first step toward a strategic view of pricing where
competitor behavior and the role of pricing in creating competitive advantage are considered in decision
making. Pricing moves from a being a financial afterthought to a strategic variable in business planning.

On the financial front, pricing tends to grow from a reactive process to a more proactive process.
Finance driven pricing analytics emerge to track pricing performance, limit price variance and reduce

NEZSydzS tSIH{ao / 2YLISGAG2NE I NBue dnliN®icE goditiSnidg. 1 2 06 S G

Despite the best of intentions, the stage of competitor oriented pricing is fraught with risk.

tF N} R2ZEAOIffes NR&]l YlIe OSNE 4SSttt AyONBlIasSa AT
example illustrates thepoint. [ SG Q& &l & 1 OYS O2yadzZ GAy3 FAYRa A3
higher than the competition. Sales argues the price premium is the reason for recent lost sales.

Business leaders are concerned with volume, and decide to match the industry average. Of course, the

immediate and obvious risk is to profitability because for the typical TPSA member there is an 8:1

multiplier from price to profits.

¢CKS NR&]l A& 2dzad la ANBLIG F2NI I FANY LRdéaa&eliA2y SR

10% below the industry average and business leaders decide this is a great opportunity to raise PS rates.
The real question again is: Price relative to what value delivered? If the firm is perceived by customers
as delivering OK value at an OK price, then a rate increase will likely result in lost sales. The industry
overall stays healthy, but the firm puts itself in jeopardy.

A subtler, more strategic risk is the potential disruption of market equilibrium due to the rate cut,
potentially igniting price competition. This is especially true for large industry players who are in a
position to move the market itself. History has shown that most price wars start unintentionally when a
competitor disrupts the price-value equilibrium. Case in point, a generic veterinary pharmaceutical
business had established itself as a sizable minority player serving the livestock industry. In an effort to
improve its market position the firm began offering a free service to its customers: buy $X worth of
pharmaceuticals annually, and we will provide you free software and consulting to optimize dosing,
livestock yield and the financial impact. It is value selling at its best. As a result, their market share
began to grow rapidly. Unfortunately there was no value pricing for the services to go along with the
step change in value delivery. To stem share losses, competitors began dropping prices of their
products. In turn, the generics firm dropped its prices. And so it went. Two years later, prices were still
spiraling down.

In sum, closing the price gap in either direction is a high risk scenario because without corresponding
information about value, price moves can result in unintended adverse consequences. In the short run,
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price too high, you lose business and price too low, you lose margin. In the long run, you may disrupt
YIEN] SO SldAf A0NRdzY YR RFEYF3AS GKS AyRdzZGNRQa |0

Value Driven Pricing

Unfortunately, if you are watching the competition you are not watchiy 3 G KS Odza i 2 Y S NI q
problem with competitor oriented pricing. The unique characteristic of Value Driven Pricing is the

primacy of value, where the focus is squarely on the needs and wants of the customer. Professor Jim

Anderson at Northwestern defines value as éthe worth in monetary terms of the technical, economic,

service and social benefits a customer firm receives in exchange fori KS LINA OS A (G LI @& ¢ @
example to illustrate the difference between Competitor Oriented and Value Driven pricing.

An advertising agency specialized in the development of advertising programs for physicians and
attorneys. If you tune into daytime television on a sick day, you have seen their work. Over 20 years
they built a brand and set of offerings second to none. A new competitor entered the market focused
on the specific needs of trial attorneys. Why trial attorneys? Because trial attorneys often have
incomes several times as high as other members of the legal profession. The new competitor created a
set of premium offerings at roughly 5X the price of the established firm, and successfully established
itself as a viable competitor. Obviously, if the new entrant had focused on the competition instead of
value, they likely would have ended up with a mediocre offering and a small market position. The focus
on value enabled their successful market entry.

¢CKAE SEFYLXS AfftdzadNIGS& GKS YIYyaNr 2F (GKS @It dz

¢ NBSGO =+ f dzS Bl OcehnyStraieynamiiMauBogyiie Bescribe the primacy of value in

GKS a{GNFGdS3IAO {SldzSyO0Sé¢ o6KSNBE @I tdzS RSGESN¥AYySaA
operational investments. The value orientation enables breakthrough offerings and strategies. Price

and volume are no longer at odds. Deliver good value at a fair price and profitable growth ensues. One

study found that value oriented pricing resulted in more satisfied customers, happier employees and

higher profitability. When price and volume are no longer at odds, pricing processes can be configured

to empower sales and shorten the sales cycle.

Integrated Strategic Pricing

For some pricing professionals, Value Driven and Strategic Pricing are synonymous. But that is not my
experience. Integrated Strategic Pricing is another step change in organizational pricing maturity
primarily characterized by three features.

1. Sales incentives are margin based
2. Value and price positioning are tracked
3. Pricing is IT powered

Strategic pricing is integrated if the CEO and the sales representative are speaking from the same sheet
of music. Experience has shown, however, that if sales incentives are not tied in a significant way to
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margin or a proxy, like price, then sales people will routinely undermine pricing authority and controls.
The following case illustrates the point.

A few years ago | audited the pricing practices of a large specialty chemical business. My audit

prompted me to question their commitment to selling value because sales people were paid solely on

revenues. Upon hearing my concerns, business leaders dismissed them, assuring me that their sales

people were well trained and held price when push came to shove. In a subsequent meeting with the
salesteam,howS@SNE L KSFNR I RAFTFSNBYy(d ad2NRO G¢CAYZ
Gl £ dzS3 odzi L 3ISE LI AR G2 asStto L oAttt GNIRS 27

In my view, sales compensation is the acid test of Integrated Strategic Pricing. As a friend of mine at

t Syy {(GF00S A& F2yR 2F aleé&Ayady aD22R &l fS&a LS2Lxd
in most cases use price discounts to close a deal unless they are paid to do otherwise. Exhibit 2

illustrates the problem.

Exhibit 2: Sales Commissions

Revenue + Price Based Commission Structure

Target Price
based on
TPSA Results

Price Based
Commission

Revenue Based Commission

Total Commission

Deal Price

The dark blue line represents the typical revenue based commission on a deal. The lower axis of the
graph is deal price. If sales people are paid simply on revenues, then they are happy to give up 1% or 5%
of the deal price because they are still getting 99% or 95%, respectively, of their full commission.
Unfortunately, since a 1% change in price translates into an 12% change in operating profit, the margin
impact is -12% or -60% respectively!

One approach to solving the problem is to add a price based commission on top of the revenue based
commission, the dark red line, using the Rates Study average realized rate as a target price. If sales
closes the deal at a price higher than the target, then they are rewarded handsomely. If they close the
deal at a price lower than the target, then their commission is likewise painfully reduced. This
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compensation puts marketing, finance and sales all on the same page, focused on profitability instead of
just revenues. It is the single most effective technique for improving sales pricing performance.

Implementing this change in compensation will also result in other changes in sales behavior. Sales will
hunt down more profitable customers and work proactively to sell value. They will pressure the
organization to improve product and service quality and get clearer on competitor strengths and
weaknesses. Finally, sales will complain constantly about a lack of training, since training helps them sell
value, and selling value that commands higher prices means higher commissions.

Aside from increasing margins, increasing clarity and confidence in PS rates will lead to other benefits as

well. When sales people know the rules, they gain negotiating power. It is similar to the impact you see

in the TPSA Market Rates Study related to VSOE. Firms that implement VSOE guidelines discount less

FYR OFLIidzZNE KAIKSNI NFdGSa ddKIFry GK2asS GKIFIGd R2yQio®
debates about price. With less debate around price, deals close faster. Faster closing accelerates

turnover, increasing revenues again.

The second criteria for demonstrating Integrated Strategic Pricing is that both price and value
positioning are consistently tracked. The reasoning is simple. New products and services often merit
huge investments to determine their initial value and positioning. That is, they are priced for value. But
just as in physics, when the new offering enters the fray, the market space and competitors within it
adapt to the new entrant. Giving new offering developers the benefit of the doubt, the entry price is
probably correct the day before launch. Likewise, the price is probably wrong soon after. Because of
the sizable impact on revenues and earnings, price is the most dynamic element of the marketing mix.
Tracking value and price positioning over time is essential to the strategic management of pricing.

The third criteria for demonstrating Integrated Strategic Pricing is that pricing is IT powered. Consider,
for a moment, the accounting system in place for managing costs. Most businesses can tell you to the
penny how much they paid for paper clips last year. They do so with the benefit of a sophisticated IT
system. Now look at the revenue side of the equation. In many cases a price management information
system (PMIS) could go a long way in helping business leaders optimize the revenue generation
potential of their businesses. PMIS solutions have been shown to dramatically speed and simplify price
management in the following ways.

9 Quoting Efficiency & Effectiveness
9 Pricing Process Management
o Policies & controls

9 Decision & Negotiation Support
9 Price Management
0 Real time business performance relative to plan
9 Price Performance Measurement
9 Price Planning & Analysis

o0 Customer profitability
o Demand curves & elasticity
9 Link to Plans, Forecasts, Pipeline, Backlogs
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Closing thoughts

hyS 2F (GKS KAIKEAIKGA 2F Yeé O2yadzZ GAy3a OF NBSNJ g1
During that time | had a chance to see Jack Welch in action numerous times as he fielded questions in
GKS AyTrY2dza atAdé¢ G D9Qa / NRU2YQGATES YIylFrasSyYSyi
ofhismanagersz L NBOIFff 2SftOK aleAy3Igdza[i2a iEchydies oy 23 NP
to pricing, it is easy to get bogged down in the details and get discouraged. But if Jack Welch could keep
itsimpleatGEg A G K onnZnnn LIS2 LI Sleade® ¥an fincitéIvherdvBthildcA OS o0 dza Ay S
address their pricing challenges.

QX

To reiterate, strategic pricing is a commitment to profitable growth. There are five primary ways that a
focus on pricing translates into improved business performance.
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Service businesses present a variety of unique pricing challenges for executives. By using the
techniques described in this white paper, executives can frame the pricing problem and craft solutions
more clearly than they have been able to do in the past. Sound pricing practice is the management
process, from strategy to execution, which delivers the right price in the right form to the right customer
at the right time. Getting price right is a key to capturing the right clients, selling them the right services,
being paid fairly, securing good quality references and obtaining future assignments.
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About Value and Pricing Partners, LLC

Value & Pricing Partners, LLC is a AFSM/SSPA/TPSA Expert Alliance Partner and leads Market
Focused Pricing seminars for the AMA . Our expertise includes strategic marketing and pricing,
value quantification, offering design and price management. We work with our clients to create
find new and more profitable revenues, develop breakthrough offerings and strategies, enhance
sales effectiveness, and reduce and manage risk. We commit to measurable results and help
drive change. See our TPSA white paper entitled Pricing Strategically Using the TPSA Market
Rates Study at www.tpsaonline.com.
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