PAGE  
3

Effective Pricing 
(Note : This article draws heavily from the work of McKinsey consultants
, Michael V. Marn, Eric V. Roegner, and Craig C. Zawada)
In recent times, the downward pressure on prices has been severe in many product categories. Cut throat competition, demanding customers, the vastly increased bargaining power of retailers and the price transparency bought about by the Internet, are the main reasons for this phenomenon. Despite these challenges, companies can do a lot to get a better price for their products. 
The pricing problem can be broken into two parts – pricing new products and pricing existing products. Though they must be dealt with in different ways, there are some common threads running through them.
How can companies get the right price for a new product? Charging too much and charging too little are both not desirable. But compared to overpricing, under pricing is a more irreversible decision. It is usually possible to cut prices after a product gains acceptance. But once the market gets used to a low price, it is difficult, if not impossible, to raise the price. According to McKinsey consultants
, Michael V. Marn, Eric V. Roegner, and Craig C. Zawada, in 80 to 90 percent of cases involving wrong pricing decisions, the problem is low rather than high pricing.

One reason for underpricing is that companies tend to take an incremental approach to pricing by using existing products as their reference point. If a new offering costs 20 percent more to build than the older version does, for instance, they charge about 20 percent more for it. 

For products that are essentially imitations or marginally improved versions of existing products, such an incremental approach may be appropriate. But in most other cases, an incremental approach may underestimate the value of new products for customers. Good pricing decisions must be made in a different way. 
Companies must first arrive at both the highest and the lowest prices they can charge. The maximum price, even if unrealistic, will go a long way in imposing some amount of discipline and ensuring that the company does not leave too much money on the table. 

While arriving at the maximum price, a clear understanding of a product's benefits for customers is essential. Companies must probe the market thoroughly. To gain deeper insights into what consumers are looking for, companies must go beyond questionnaires and try to gain deeper customer insights by more open-ended feedback. 

The cost structure sets the floor for a company's pricing options. While analyzing costs, companies must consider all the relevant costs. For example, they must not overlook the R&D expenses associated with a product category. Excessively optimistic market projections must also be avoided as they tend to understate fixed costs.

After a company has determined the full range of its pricing options and the market's size at various points within that range, it must work out the introductory price, which becomes the market's first reference point for the product's value. An excessively low reference price might facilitate rapid market penetration, but in the process, the company may lose the future profits a higher price would capture once the product gains market acceptance. A low reference price is also damaging if it conflicts with the value position the company is trying to establish. Last but not the least, a low price may trigger a destructive price war, because of competitor retaliation. A higher reference price, by sending out the signal that a company is more interested in profits rather than market share, might decrease the possibility of retaliation from competitors.

Sometimes early adopters may be willing to pay a premium for a product. In that case, the marketer can keep the introductory price high to capture the extra value. Later, prices can be bought down to attract latecomers. Along with capturing more revenue over the life of a product, this strategy can also better align demand with production capacity for a new product. Initially, the production can be kept low to restrict supply and command a premium. Later on, as market acceptance increases, production can be ramped up quickly to capture economies of scale and learning curve benefits and cut costs and reduce price. 
Compared to new products, the issues are somewhat different in case of existing products. Here, the starting point lies in recognizing that the realized price is substantially less than the invoice price due to quantity discounts, incentives, promotions, cash discounts for prompt payment, volume rebates, etc. McKinsey consultants, Michael V. Marn, Eric V. Roegner and Craig C. Zawada
, have introduced the concept of pocket price waterfall. The pocket price is the balance after all discounts and other incentives have been accounted for. The term pocket price waterfall vividly captures how revenues fall from list price to invoice price to pocket price. The amount and type of discounts offered may differ from customer to customer and even order to order. The distribution of sales volumes over this range of variation is the pocket price band. A wide band implies a fairly complex pricing structure with different customers being charged different prices. This is a clear indication that price rationalization may be the need of the hour.
Effective transaction pricing calls for a good understanding of both macro and micro level issues. At the industry level, managers must understand how supply, demand, costs, regulations and other factors affect overall prices. Pricing is always relative to the competition and in relation to what customers perceive as value. But ultimately the company must decide the exact price for each transaction. That means starting with the list price and determining which discounts, allowances, and other incentives make sense and which do not. 
These issues are clearly related. If, for example, there is an industrywide shortage of the product, it does not make sense to reposition the product by lowering the price. Similarly, transaction-level pricing decisions have to be aligned with the firm’s competitive strategy.

Effective transaction pricing calls for a careful study of the waterfall. All elements of the waterfall must be considered. None should be left out simply because it is difficult to calculate. Managers should not exclude any low-price customers, regardless of their history or relationship with the company, from such corrective actions. Pocket price data must determine which customers require remedial price action. As Marn, Roegner and Zawada point out, attempts to rationalize the pricing structure quickly lose credibility if exceptions are made. Tough decisions may have to be taken, such as dropping customers who are not generating satisfactory margins. Obviously such decisions cannot be taken without top management support. 
Knowing which pieces of the waterfall matter to customers can not only lead to a better price structure but also how prices are negotiated with individual customers. Different sets of waterfall elements may be important to different customer segments or different channels of distribution. Inputs from field sales staff can help improve the understanding of the sensitivity of individual customers to different waterfall elements.

For each component that contributes to a drop in price, top managers should set a quantifiable objective.  If that goal is not achieved, they must modify that element. Too many companies leave schemes like annual volume bonuses unchanged, regardless of their effectiveness in influencing customer behavior. Removing these elements can not only improve price realization but also make the system simpler and more manageable. 
Behavioral issues can be critical in transaction price improvement. Sales representatives have a natural and quite understandable tendency to avoid risk by pricing low. So sales force compensation must be tied to pocket price realization. Here, it must be kept in mind that sales force incentives based on total sales revenue are not sufficient inducement for salespeople to push for higher prices. A 5% decrease in price, for instance, will cause only a 5% decrease in a salesperson's compensation, but will have a far more detrimental impact on operating profit. Only sales incentive plans that handsomely reward high price realization and come down heavily on low price levels can facilitate effective transaction price management.

The management of transaction pricing is usually time-consuming and requires a lot of managerial effort. But advances in information technology make it possible today to generate the necessary  data for specific customers or transactions.

Clearly, pricing of new and existing products needs a new approach. There is often scope to raise prices a little more, in line with the value perceived by the customers. The successful marketers, are those who generate adequate returns for shareholders. Though it may sound harsh, marketers ultimately exist not for customers, as has become a fashion to claim from time to time, but for shareholders!  
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