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How to get started with pricing

By Jon Manning, PricingProphets.com

NGIV held an excellent corporate workshop in October last year, at which I was honoured to be
asked to speak. My talk, ‘Smarter (Post-Pandemic) Pricing’continued the conversation I started
in my articles published in the October and December 2022 editions of Groundswell.

For this third article, | thought | would answer one question
that | was asked after my presentation at the event in October:
“"How does a small business like mine get started on its
pricing journey?”

But before delving into the details on how to start this journey,
let's talk about some prerequisites. Firstly, you are going to
need data and, depending on the size of your business, you
may need lots of it. As you start your pricing journey, the best
decisions come from data, not gut-feel.

Secondly, you need a certain pricing mindset. Having worked
on pricing strategies across over 120 companies, it's clear to
me that people often fall into one of three mindsets:

@ The ‘Pricing-is-a-Process’ Mindset: These people treat
‘pricing as a process’, constantly monitoring sales, customers,
the competition and the markets they compete in, as well
as their costs, but most importantly, the value customers
are getting from buying their products or services.

@ The ‘Pricing-is-a-Project’ Mindset: Then there are those
who say, ‘pricing is a project’, and that project is usually
the annual budgeting exercise where prices might be
decreased to match the competition but, more likely,
increased to achieve budget targets and objectives.

For the rest of the year, pricing is just off the radar.

@ The ‘Nothing-to-do-with-Me’ Mindset: And then, when
you hear people say things like “...it's the market that sets
prices” or “...it's the invisible hand that sets prices”, then
you're talking to someone with a “nothing to do with me”
mindset. Markets and invisible hands don’t set prices —
people do.

So armed with data and the right mindset (it's not hard to work
out which mindset that is), start your pricing journey with these
three “health checks”.

Conduct a customer health check

Except for early-stage start-ups, most companies get to a
point where they ‘'segment’ their customers. Segmentation

is an exercise where a company categorises its customers
into different segments or groupings that share similar needs,
desires, preference, characteristics, as well as typically sharing
similar price sensitivities.

So, grab a heap of customer sales data, and analyse it to
uncover answers to questions like the following:

» What type of customers do | have?
» How much is the customer spending with me each month?
» Which customers are growing and declining the fastest?

» How long have customers been buying from me (years of
tenure)?

» How frequently do customers purchase from me?
» What are the customers’ average order value?

Actionable strategies can be derived from this analysis.
For example:

» Large Wholesalers are the most important segment of
the market, with the greatest average monthy spend, the
longest tenure, the second highest average order value,
and they purchase most frequently. The importance of this
segment of the market could be reflected preferential or
contract pricing, or a loyalty program. >
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With clean data, and appropriate analysis, the questions above can very easily identify
the following four (hypothetical) customer segments:

Large Wholesalers

» Avg. Mthly Spend: $108,000

» Avg. Growth in Spend: 5.0% pa

» Avg. Tenure: 11 years

» Purchase Frequency: Every 1.1 days
» Average Order Value: $460

» % of our total revenue: 75%

Large Retailers

» Avg. Mthly Spend: $49,282

» Avg. Growth in Spend: 3.0% pa

» Avg. Tenure: 5 years

» Purchase Frequency: Every 2.9 days
» Average Order Value: $521

» % of our total revenue: 12%

Small Wholesalers

» Avg. Mthly Spend: $19,725

» Avg. Growth in Spend: 1.1% pa

» Avg. Tenure: 7 years

» Purchase Frequency: Every 1.4 days
» Average Order Value: $124

» % of our total revenue: 10%

Small Retailers

» Avg. Mthly Spend: $4,449

» Avg. Growth in Spend: 0.2% pa

» Avg. Tenure: 3 years

» Purchase Frequency: Every 2.7 days
» Average Order Value: $50

» % of our total revenue: 3%

» Meanwhile, Small retailers are spending the least: they
are barely growing, and they are ordering low values every
three days or so. This could be a segment of the market
to leave to someone else (ironically, higher prices could
achieve that too).

Such an analysis is only the tip of the iceberg. Other factors
that could be explored include the cost-to-serve each segment,
where customers buy from (your website, at a market,
telephone orders, etc.), and their preferred forms of payment
(cash, credit card, invoicing), to name just a few.

The other thing to keep in mind is that customer segmentation
exercises are one example of why pricing is a process rather
than a project. It's an exercise worth doing once every year

or so (at a minimum), because customers can go from one
segment to another as quickly as overnight.

Conduct a product health check

The second health check to undertake is a ‘product health
check’, and the activity is identical to the first, except it involves
the segmentation of your products. While this might seem a
strange activity to undertake (customer segmentation is far
more common), for those companies that do it, it has served
them very well.

» Zara, the undisputed leader in fast fashion, segments its
products into ‘Classics’ (product manufactured in low-cost
countries that are subject to infrequent changes), ‘Fashion’
(products produced in-house that change with the season)
and ‘Trends’ (products that change rapidly).

» Burger King (or Hungry Jacks in Australia) also has three
product segments, ‘Fast Followers’, ‘Winners' and ‘Fighting
Brands'. You'll never see a Whopper in a price war with a
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The resulting product segmentation may look something like this:

A: High Volume/Highly Competitive 22% 24% -4.0%
B: Med Volume/Med Competitive 25% 26% -1.0%
C: Reseller Products 20% 20% -
D: Premium/Niche Products 27% 29% -2.0%
E: Exclusive Products 25% 30% 5.0%

McDonald’s Big Mac, because a Whopper is a ‘Winner".
Price wars are fought with products in the ‘Fighting
Brand’ segment.

As with customer segmentation, analyse your data to identify
groupings of products that share similar customers, levels of
demand, profitability. Seek answers to question such as:

» What is the total sales value by product?

» What is the actual gross margin (GM)% on each product?
» What is the target GM% for each product or segment?

» What products are growing and declining the fastest?

Once again, this (hypothetical) table can provide guidance with
our pricing strategy:

» To meet gross margin targets, we might want to explore
‘laser-guided’ price increases on the products in segment A,
less aggressive in segment D, and less again in segment B.
Contrast this to ‘carpet bombing’ with an across-the-board
price increase on every product offered

» Segment C is on target — we should protect margin here
and try to keep this pricing on ‘autopilot’.

» Segment E is exceeding its gross margin target. Revisiting
the GM target for this segment could be considered here.

Be prepared for product segmentation not landing the way
you would like it to. In the horticultural industry, you may be
hoping all the roses fall into the one segment. The reality may
be that shrub roses land in one segment and groundcover
roses land in another.

Conduct a competitor analysis

At this point, an astute reader would have asked how product
segment A above was classified as ‘highly competitive’? The
conclusion could be reached on the reasonable assumption
that margins are thinner in more competitive segments. But it
could also have been ascertained from a competitive analysis.

At times, it may feel that there's no end to the data that
makes its way into a competitive analysis. At a minimum,
you should seek to determine the following about direct and
indirect competitors:

» What products do they stock?

» How much revenue do they make?

» How much profit do they make?

» What is their market share?

» How many employees do they have?

» What is their business structure (private company,
partnership, trust, etc)?

» What geographic markets do they compete in?

» What is their approach to pricing (high, low, mid)?

Only touching the surface

This article has just touched the surface of the commencement
of a pricing journey. Once you master this first level of pricing,
here are some additional moves to take pricing to the next level:

» Factor in what each segment values by revisiting the
approach to value-based pricing that | outlined in my
December 2022 Groundswell Article ‘Putting Value and
Customers at the Centre of Your Business'.

» Add ‘Known Value Items' (KVI's) to your customer
segmentation model. Customers don’t know all the prices
for all your products. They will only have price awareness
for these Known Value Items.

» Finally, you can also merge your customer and product
segmentation models: create a matrix with customer
segments in columns and your product segments in rows,
to drive product and customer-based pricing strategies in
the cells of the matrix you just created. &1
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