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Figure 2.5 Comparing the Four Types of Monetization Failures
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But the CEO was skeptical and asked the team: “How do you know
our customers will value these specific features? How do you know
which features they’ll pay for, and which they’ll figure they can do
without?”

What followed was dead silence. Nobody could answer the ques-
tions. The entire process had been driven by inside-out thinking, and the
CEO knew it. So the CEO pushed the team to prove customers would
be willing to pay for the service—and would find value for each of those
25 features—before they embarked on a long journey of turning it into a
product.

The innovation team recruited several hundred potential customers
to validate how much they were willing to pay. First, they explained the
product concept and the functionality they were planning to build. Then
they tried to understand if the customers saw any value in the concept.
Most important, they asked customers whether they would be willing to
pay for such a product. They found customers truly valued the concept
and were willing to pay anywhere from $10 to $20 for a monthly
subscription fee, as shown in Figure 4.1.

The conversations demonstrated the company had a product custom-
erswerewilling to pay for. Itsmanagerswere no longer operating on awing
and a prayer. Next, the innovation team dug one level deeper to find out

Figure 4.1 Distribution of Customers’Willingness to Pay
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which features customers were willing to pay for. Prior to that discussion,
the team believed one of the coolest features was enabling buyers to find
out if one of their Facebook connections had used a seller of a product/
service they were interested in. The team thought this feature would be
critical to creating trust. They were superexcited about building this and
touted it as the number one feature. Certainly, consumerswould bewilling
to pay for that and all the other features (25 in total), wouldn’t they?

When the company actually validated this with customers, it turned
out customers were only willing to pay for 10 of the 25 features. (These
are shown in Figure 4.2.) Of those 10, the Facebook feature ranked
seventh in WTP. For customers, the Facebook feature was a nice-to-
have, not a must. Customers had become so used to relying on third-
party reviews (common at other Internet sites), that they didn’t really care
much if the reviews came from their Facebook buddies.

The CEO told the R&D team to focus on the 10 features customers
valued. The other 15? Forget about them.

In this way, theWTP talk allowed the company to prioritize. Equally
important, the talk showed them which features customers didn’t need at
all. The ranking of the 10 most desired features gave the R&D and
innovation team its marching orders—which features should be

Figure 4.2 Willingness to Pay for Features
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Figure 4.3 Top Five Methods for Having the Willingness-to-Pay
Conversation (from Easiest to Most Advanced)
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get customers in the right mindset. Start by asking customers about
their pain points, and pitch your product’s features and the value they
would bring. Ask questions like “Do you value these products/
features?” and then ask why. Then switch gears to ask questions like
“What would you consider an acceptable price?” Switching from
value to price is an easier transition to make in determining customer
WTP. If your product is totally new and you cannot articulate its
value to customers, they really won’t be able to respond well to your
WTP questions. Hence, you need to focus on talking value with
customers before you ask them about pricing.

3. Valuable insights already come from the simplest questions:
Direct questions often yield important insights. Typically, we find
customers would pay the acceptable price (see Figure 4.3) and love

Figure 4.3 (Continued)
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many customers of all sizes complained delivery was too slow and needed
to be “just in time.” Other customers, those with large warehouses that
could stock plenty of paper, didn’t care about just-in-time delivery. They
could just pull it from their warehouses.

So in thinking about how to design its new product and service
offering, the paper company realized it would have a failure on its hands if
it continued with the status quo segmentation.

So the paper company went back to the drawing board. It needed to
identify the right segments. The firm surveyed about 200 customers.
(The firm used the methods we described in Figure 4.3 in Chapter 4,
including most–least and purchase simulations/conjoint analysis.) The
foremost goal of the validation was to answer two questions: What
features and services really mattered most to customers, and what were
they willing to pay for them?

You can see the results of this research in Figure 5.1.
The research showed that on average, from the customer perspective,

price was the most important aspect of the paper company’s offering.

Figure 5.1 A Paper Company’s New Segmentation

Don’t Default to a One-Size-Fits-All Solution 55



C05 04/01/2016 10:57:7 Page 58

3. Having too many segmentation schemes.
Letting your managers create different segmentation methodol-

ogies for marketing, promoting, and selling the same product in
addition to your product design will lead to confusion. Ideally, your
company will settle on one segmentation scheme used by all
your firm’s functions so you have a unified approach to servicing
your customers. Worst case, you must reduce your number of
segmentation schemes. If you have more than three, you are headed
for organizational confusion.

What Best-in-Class Companies Do
To do segmentation right in designing new products, remember this
golden rule: You can act differently. (See Figure 5.2.)

Successful innovators build the right product for the right segment at
the right price. They use segmentation as a guiding influence, starting
with the R&D stages of an innovation. They constantly explore how
customer needs, value, and WTP differ in the market, and how they can
act differently to shape products and versions differently for different
segments. If there’s capacity to build only one product (for example, in a
startup), the company prioritizes and builds that product for the segment
with the biggest opportunity (either in terms of size or revenue potential),

Figure 5.2 The Golden Rule of Segmentation
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lower price points. The way we like to put it is that the company
established clear “fences” between its products. Customers only get a low
price if they go without extra product or logistics services; the company
can offer a low price on this product because value and costs are lower.

What we’ve just described may sound simple to accomplish. On the
contrary, it typically is anything but. Leaving out features from a new
product is extremely difficult for nearly every company in the product
configuration phase of product development. It is especially hard for
firms that compete on the basis of quality and like to stuff value-adding
features into their new products. However, if they succumb to this
temptation, they greatly risk cannibalizing the products they designed for
each segment. Had the paper company’s product developers felt the Core
offering was far too basic and beefed it up with service and logistics
features but kept the price the same, that product would have taken away

Figure 6.1 A Segment-Based Product Offering in a Business-to-Business
Market
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Bundling Done Right
Bundling helps you determine whether your products and/or services
should be sold together or separately.

When done right, it can increase total profit because customers end
up buying more than they would have if you hadn’t bundled. Take an
example many are familiar with: McDonald’s and its Value Meals. With
the Value Meal, McDonald’s is trying to convince customers who might
have skipped the soda or fries to go all in on the bundle. It’s a win-win.
The customer gets soda and fries for an appetizing bundle price; for its
part, McDonald’s realizes more revenue and profit.

You and your customers win when a good bundling decision is
made. It not only boosts your revenue, it increases your customers’
satisfaction because you’ve made the purchasing decision easier. They
didn’t have to choose between A or B; they got both, and generally for
less than they would have paid separately for A and B.

Figure 6.2 A Retail Bank’s Product Configuration Decision
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Let’s take a look at the benefits of bundling using a fun example—
pizza and breadsticks—and an actual case study on Microsoft.

THE PIZZA AND BREADSTICKS PUZZLE: TO BUNDLE OR NOT
TO BUNDLE, THAT IS THE QUESTION

Up for a challenge? Let’s see if you can crack this puzzle.
Question: Imagine you own a world famous pizzeria that makes delicious

pizza and cheese breadsticks. You have long wondered how to price your
products. You study your customers and determine that you have four types, or
segments. Segment A loves pizza and will pay as much as $9 for it but is not a
big fan of breadsticks (they’ll only pay $1.50 for this). Segment D loves
breadsticks and will pay $9 but doesn’t love pizza (they will only pay $2.50). The
other two segments, B and C, fall in between A and D in WTP. You also find out
the size of your segments is the same—100 people in each. So your numbers
are as shown in Figure 6.3.

Since you operate in a transparent world (anyone can walk into your store,
and you must post your prices), you cannot charge each segment a different
price for each item (that is, you cannot sell pizza to segment A for $9 and the
same pizza to segment C for $4.50). You can only set one price per item or
bundle. Further, assume the WTP numbers in the table are the maximum a
segment would pay for each item. If you offered any segment a product priced
less than or equal to the maximum WTP, they would buy that item. If it is more
than the maximum, they would not.

(continued )

Figure 6.3 Pricing of the Pizza and Breadsticks
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Now let’s examine an actual example in practice to illustrate the
benefits of bundling: Microsoft’s iconic Office software.

Microsoft Office: A Bundling Blockbuster
Microsoft is a compelling example of a company that soared thanks to
bundling. When it released its Office suite of software in the 1990s, its
customer base was used to paying for word processing, e-mail, spread-
sheet, and presentation software applications separately. Microsoft
pitched a discounted price for the bundle (as opposed to individual
application prices), and it touted how convenient it was to have all the
applications in the suite have a similar look and feel. The bundle helped
the company cement customer loyalty and grow market share in the face
of pressure from plucky, perfectly competent competitors that focused
only on parts of the solution (such as Lotus 1-2-3 for spreadsheets and
WordPerfect for word processing).

Over time, Microsoft developed different versions of its Office suite
that varied in functionality.That let different customer segments—business,

(Continued )

The answers we discussed are summarized in Figure 6.4 for ease of
comparison.

Figure 6.4 Bundling of Pizza and Breadsticks
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find it valuable. A killer feature should be eliminated from the offering,
but it could be sold à la carte to the few who want it.

Here’s an easy way to identify killer features: Look for those that are
valued by less than 20 percent of your customers and are not valued at all
by more than 20 percent.

Sometimes, a product’s features may fall into one category for a
certain customer segment and another category for a different group. For
example, for drivers in the frigid north, heated car seats are a leader. But in
very warm or tropical climates, they are a filler (or even a killer if they add
to the price of the car).

Customer segmentation is your tool for identifying these distinc-
tions—that is, which features each segment considers to be leaders, fillers,
and killers.

Principle #2: Creating Good, Better, and Best Options
The classic approach to product configuration and bundling is to create a
three-tier model, sometimes referred to as good, better, best or G/B/B.

Figure 6.5 How Customers Viewed a Product’s Features as Leaders/
Fillers/Killers
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(Continued )

With this structure, you are telling customers that the more they use your
services, the better the rate they get. This could be more attractive to
customers than a flat 3 percent rate no matter how many transactions they
did.

That’s a tier-based structure or, more specifically, a volume-based structure.
Now let’s look at a matrix model. (See Figure 7.2.) Starting from the top left

corner of the matrix, the rate gets progressively better for the customer as you
work your way down to the bottom right. The key difference between the volume
and matrix structures is that the matrix is a two-dimensional structure while the
volume is one-dimensional. In Figure 7.2, the first dimension is volume and the
second dimension is percent share of transactions (that is, the wallet share you
receive). The logic is that the higher the volume of transactions and share of
business you get, the better the rate for your customer. Note that the two
dimensions could be any metric on which you decide to tier.

Figure 7.1 Tier-Based Pricing
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Summary

Monetization models can confer significant competitive advantage
on a new product or service. How you charge trumps howmuch you
charge. As the Michelin case showed, when done right, the best
monetization models are a win-win for you and your customers.

Companies have countless monetization choices, but these five
work well for most new product monetization: subscription, alter-
nate metric, dynamic pricing, auction, and freemium.

You can also combine pieces of these five models for a mix-and-
match model. Furthermore, by instituting two price structures
(volume-based and matrix), you have the flexibility to adjust for
different levels of usage.

Not all models are applicable in every situation, but the guidance
in this chapter will help you winnow out your choices.

(continued )

Figure 7.2 Tier-Based Pricing in a Matrix Model
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Forcing trade-offs in goals is crucial. A workshop task we call Goal
Allocation Exercise helps companies do that. Every workshop participant is
ideally from a company’s C-suite.We ask them to allocate 100 points to a
series of goals. That puts each executive in a trade-off mindset. “Should I
allocate 20 points to this goal, or should I allocate 60?” The more points
an executive allocates to a given goal, the more important that goal is
relative to the other goals.

Figure 8.2 shows the output from one of our recent client work-
shops. It’s easy to see the massive differences in each goal’s importance
among the CEO, CMO, head of sales, CFO, and head of procurement.
This executive team was shocked. Walking into the room, they
thought they were aligned on the purpose of the new product. The
problem was they never put themselves in a situation to make trade-offs
across goals. After the workshop, they had deeper and more objective
discussions. Eventually, they agreed on the product’s priorities: Maxi-
mize market share but ensure an overall profit increase of at least 10
percent.

Figure 8.2 The Tall Challenge of Aligning Executive Goals
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1. Monetization models: We showed you many monetization models in
Chapter 7.Which one or oneswill you use for your newproduct?Will
your monetization model be the same across all customer segments?
Will it change over the life cycle of the product? You must put the
answers to these questions into your price strategy document.

2. Price differentiation: Will you differentiate your price? If so, what are
the differentiating factors (for example, by channel, industry vertical,
and region)? Will you maintain a maximum spread for your range of
prices (say, all prices must be within 200 percent of the average price)?

3. Price floors: Will you have a price floor below which you will never
price? Will you have a floor below which you will never discount
(such as 50 percent maximum discount)?

4. Price endings: Literally speaking, how would you “end” all your
prices? What will the numbers on the price tags and catalog look
like? From our vast project experience, the most common price
endings are 0, 0.50, 0.99, and 0.95 (that is, $30, $29.50, $29.99, or
$29.95). These endings are more important in business-to-consumer
(B2C) than business-to-business (B2B) markets. In B2B, whole
numbers typically are better.

5. Price increases: Will you increase price over time? If so, howmuch and
at what frequency?

Figure 8.3 is an example of what your price-setting principles might
look like in practice.

Figure 8.3 Examples of Price-Setting Principles
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From the outcome of these war-gaming sessions, you should distill
the key principles that defined your reactions to competitive moves. We
say more about this in Chapter 12 on how to avoid knee-jerk reactions.
Figure 8.4 is an example of a few promotional and competitive reaction
principles.

We have shown you the four building blocks for developing an
effective pricing strategy. Properly done, this strategy will become the
tool that gives you pricing power. And pricing power is exactly what you
want to have with your great new product. As Warren Buffett nicely
summarized, “The single most important decision in evaluating a business
is pricing power.”3 Companies that have a well-defined pricing strategy
are 40 percent more likely to realize their monetizing potential than those
that don’t have one.4

It’s hard to beat those odds.

Figure 8.4 Examples of Principles for Promotion and Competitive
Reactions

PRICE OPTIMIZATION AND PRICE ELASTICITY

The most important input for optimizing your price is the price elasticity curve
(also known as the demand curve and price–demand relationship). It shows how
much the sales volume of your product decreases and increases if you move
your price up or down:

Price Elasticity = Change in Sales (%)/Change in Price (%)
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To calculate the price elasticity and profit curve for your new product, you
need two sources of data: your analysis of what customers are willing to pay
(discussed in Chapter 4) and your costs (both variable and fixed). Everything else
is simple math.

Here’s an example. Figure 8.5 describes a product launch. At a price of $100,
you would sell 1 million units per period. If you charge less, sales go up (1.35
million at a $70 price point). If you charge more, sales go down (to 600,000 at a
price of $130).

With that information, you can calculate revenue (price x volume). By factoring
in the variable cost of $50 per unit and the $25 million fixed cost for your factory
and staff, you can now calculate profit (revenue � cost). The table shows the
profits for the seven price points.

To maximize profit, you would set a price of $110. While your volume would
be 10 percent lower than if you charged $100, you would make up for it with a
higher margin per unit. But if you wanted to maximize revenue, you would set a
price of $100.

Note the patterns in the chart. At lower prices, revenue is relatively stable. But
volume and total variable expenses increase, which massively reduces profit. At
higher prices, you have lower total variable expenses, but your revenue falls
faster and therefore reduces profits. The profit impact is significant: A $20

(continued )
Figure 8.5 Price Scenarios for a New Product Launch
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(Continued )

pricing error can easily cost you 20 percent of your total profit. Rule of thumb:
The smaller the margin per unit, the bigger the impact of suboptimal pricing.

Sometimes companies prefer to illustrate these relationships in a graph (see
Figure 8.6) rather than a table. In either case, the most important input for
calculating your optimal price is the shape of the price-elasticity curve—its
steepness and level. The steeper the curve, the more sales volume you lose
when you raise prices. For example, if you increase your price by 5 percent,
volume falls 10 percent. Your price elasticity is then �2 (�10 percent/5 percent).
That’s a steep curve.

If your new product has high price elasticity (a steep demand curve), you will
have a relatively low margin (in the optimum). The other way around is true as
well: Low elasticity leads to a high optimal margin.

Many companies think price elasticity is a theoretical concept. It is anything
but. Every product—from a Rolls Royce to a pack of chewing gum—has a price
elasticity curve. If you don’t determine the elasticity curve for your product and
use it to price that product, you will not get to your optimal price. There’s no
escaping this fact.

Furthermore, because price elasticity varies greatly across products, when
you set your curve you cannot use general assumptions or an industry average.
(Figure 8.7 is a representative sample of price elasticities from our recent
experience.) You must measure or estimate the price elasticity level for your new
product—and no one else’s.

Figure 8.6 Another Look at the Price Elasticity Curve
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Figure 8.7 Price Elasticities for a Basket of Goods

Summary

A pricing strategy is your short- and long-term monetization plan.
The best companies document their pricing strategies and make it a
living and breathing document.

Documenting your pricing strategy will help get the executives in
your company on the same page; more important, it will help keep
you accountable. The price strategy document should have four
building blocks.

First, set clear goals and prioritize among conflicting goals (for
instance, price to maximize revenue but ensure a 10 percent profit
increase). Second, pick one of the three types of pricing strategies:
maximization, skimming, or penetration. Third, set price-setting
principles that define the rules of your monetization models, price

(continued )
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The spreadsheet then calculated the customer’s total return on its
software investment.

Voila! The value that the software brought to the table, in dollars and
cents, became crystal clear to the software company’s customers. The
SaaS firm was able to easily justify the price the customer needed to pay
for the software.

Along with communicating the dollars and cents, the salespeople also
delivered a crystal clear benefit statement, one that captured the custom-
er’s attention because it was fully in line with the value they were looking
for: a reduction in inventory carrying cost, greater warehouse efficiency
due to automated workflows, and more. The result: Sales of its new
product took off like a rocket.

The SaaS firm’s approach was remarkably different from competitors,
whose sales negotiations were still explaining features but not benefits.
The SaaS firm’s sales were many times higher than they would have been
if it had opted for per-user pricing.

The second example is SmugMug, an Internet startup that lets people
safely store, share, and sell photos online. SmugMug offered four
customer plans. SmugMug loved the features of those plans, and so

Figure 10.1 Conceptual Example of a Value-Selling Spreadsheet
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Figure 10.2 SmugMug’s Pricing Plans before the Change (100+ Features
for Consumers to Sort Out)

Source: Smugmug.com
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So Why Is Value Messaging Difficult?
The problem usually begins with a disconnect between the frontline
sales and marketing teams responsible for communicating the messages
and the innovation team driving new product development. The sales
and marketing teams often are far removed from the innovation teams
and are brought in toward the very end to pinch hit, to market and sell a
product. By the time they join the process, though, it is typically too late.
They were not part of the value-to-customer story that drove the
product design process and pricing. Nonetheless, they are told to craft
the value story and sell it. Strange, but true.

Without real information, they sit around a table to brainstorm ideas
and develop a value story, which might not match the discussions the
innovation team had when it designed the product. Sometimes the
marketing and sales groups don’t seek input from the innovation teams
and they try to run with what they have, since they feel they already
know their customers. This gets complicated quickly.

But even if marketing, sales, and product development managers
convene to hash out the sales and marketing messages, the right
communications often don’t emerge from their meetings. As the teams
try to reconcile divergent views of the product’s value, the loudest or
most senior voices in the room win the message-framing battle. And in
too many cases, the winning message is different from the value

Figure 10.3 SmugMug’s Revamped Plans with Clear Benefit Statements

Source: Smugmug.com
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value it would deliver compared to the value your customer gets today
from other offerings.

To be more specific, when you create a value message, you should
determine the customer purchasing criteria and how your product or
service might perform on those criteria compared to existing alternatives.
Such information can be captured in a 2× 2 matrix that we call the
matrix of competitive advantages, or MOCA for short. (See Figure 10.4 for
an example.)

To create this matrix, you list the relative importance of your
innovation’s benefits to customers on the y-axis. On the x-axis, you
rate your innovation’s performance against the competition—not as
you see it, but as your customers see it. The benefits your product
delivers that are most important to customers and that competitors can’t
match (top right quadrant) are the ones to emphasize in your sales and
marketing messages.

But those aren’t the only benefits to communicate. For the ones in
the lower right quadrant—benefits you are better at delivering than
competitors but which are less important to customers—you are trying to
convince customers these benefits are more important than they might
realize. However, if you can’t prove it, don’t emphasize them in your
value communication.

Figure 10.4 Matrix of Competitive Advantages (MOCA)
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greatly. They must be short but sweet. You should test the messages
with customers before finalizing them. Take the example of LinkedIn.
In reformulating its Talent Solutions offering, the company found
customers were clearly willing to pay for the opportunity to recruit
“passive” job candidates—people not actually looking for jobs because
they already were employed. LinkedIn’s communications centered on
recruiters’ newfound ability to approach millions of these passive job
candidates. The company led its messages with the very simple but very
successful value message: “Find and engage the best passive talent.”

• Last, remember that passion can get in the way of communicating value.
This happens when product and marketing professionals try to jam
every feature and benefit statement into marketing and sales communi-
cations. Encourage the innovation cross-functional team to practice
restraint and communicate only what matters most to customers.

Step 2: Make Your Benefit Statements Segment-Specific
As described in Chapter 5, homogeneity is one of the biggest wrong
assumptions you can make in your new product design. Your customers
are different. The same value messages are not likely to work for all of
your customer segments. You should tailor your value messages to the
needs of each segment. Marketing software maker Adobe, for example,
does a great job of describing the right plan for the right segment using
the right value message. (See Figure 10.5.)

Figure 10.5 Adobe Creative Cloud’s Messaging for Each Customer Segment

Source: www.adobe.com/creativecloud.html
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Premium offering was the anchor, the Internet start-up company’s version
of the movie theater’s small soda. The offering’s sole purpose was to make
the other products look like bargains. It drove a higher percentage of
customers who wanted a high-quality solution—but still loved getting a
deal—to choose the Standard and Advanced product.

Three, a few customers were willing to pay the premium price for the
premium offering with the most functionality. We have seen this time
and again: Certain customers will always go for the most expensive
product in a lineup, the one they perceive to have the highest quality.
They believe you get what you pay for and that they deserve the best.
As pricing experts, we have come to accept this as a fact of life.

In the end, behavioral pricing helped turn a good vanilla cake into a
four-tier torte with gourmet toppings (see Figure 11.1).

Figure 11.1 Redesigning an Internet Marketplace’s Product Lineup
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Don’t Guess: Put Behavioral Tactics to the Test
As this chapter shows, there are very good reasons to use each tactic. Since
the options are many, you need to do careful tests, track results, and
choose the best tactics for your innovation. If you use too many tactics,
you will confuse customers. If you use too few of them, you won’t fully
monetize your new product.

You have several ways to test behavioral pricing tactics. Here are
three:

1. Focus groups provide customer feedback on potential behavioral
tactics. They serve as small, controlled tests for understanding the
thought processes driving product selection. You can watch how
customers react as price anchors, deals, and other factors change.

The results can steer you toward or away from some behavioral
pricing tactics. In one focus group test we conducted, we gauged the
impact of premium product anchors on a four-product lineup.
Customers told us they would get very confused and leave a store
display with the four products. This tactic just didn’t work in the
tests. The number of choices made the decision too complicated.

Figure 11.2 The Price Thresholds of an Online Subscription Firm
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let his European head of sales know about that. The head of sales
panicked, asking the CEO for his support to start discounting across
Europe to keep sales high. The CEO, now worried about similar
scenarios in markets around the world, told the global head of sales
that he was free to make any pricing cuts he felt were necessary until the
end of the year.

The firm’s pricing strategy had wilted away in a single day—mainly
because it was unprepared. (See Figure 12.1.)

But this is when successful innovators must remain cool, calm, and
collected. If you haven’t anticipated the possibility that sales might lag,
and you haven’t planned a response, this is no time to overreact. This is a
time to stop and think. Either something has changed that you had not
anticipated, or your original plan had a mistake. You will be much better
off responding after you analyze what just happened rather than thrashing
about with a new promotion or price cut.

Figure 12.1 How a European Firm’s Pricing Strategy Fell Apart in
One Day
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innovation team implements all nine rules. Other functional team
members should be responsible, consulted, or informed. (See
Figure 14.1 for typical team roles and responsibilities.)

4. Make sure the cross-functional teams meet regularly and ask the right
questions. Ask the CEO questions found at the ends of Chapters 4
through 12. Be prepared to seriously challenge each team to make
sure they have the market segmentation, customer value, and WTP
evidence in hand.

5. Track new-product performance using all the KPIs you’ve identified.
Remember to use the sales, operations, and customer KPIs, not just
the financial KPIs (which we explained in Chapter 12).

Figure 14.1 Roles and Responsibilities for the Nine Rules of Monetizing
Innovation. R: Responsible; A: Accountable; C: Consulted; I: Informed
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