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  To my wife Ethel,

  who gave me

  the space and time

  to write this book.


  Preface


  Virtually every purchase decision you make is based on price. The subject of “price” is usually the most important factor when it comes to deciding on a purchase. Through price, the product or service communicates its quality, whether it’s a luxury product or a commodity; whether it’s overpriced or if it’s a real bargain.


  The aim of this book is to provide insights in the different pricing methods, strategies and tactics to set pricing, as well as plenty of case studies where these methods are successfully applied. This is not a book for people that are looking for complex economic theories around price setting. It is rather a no-nonsense, ready-to-apply comprehensive guide for creating and reviewing your pricing strategy that will serve as a work of reference for a long time to come.


  The book is called Lean Pricing, not only because it’s targeting Lean Startups, it’s rightfully called Lean because it contains a practical, hands-on approach that can be used right away. It is intended for everyone who wants to think structurally about their pricing strategy. The aim should be to review, set up or optimize his or her current pricing strategy. It’s for decision makers and influencers that prefer to use proven methods and leading practices that have been commercially tested in the market.


  Whether you launched a startup, or work for a big tech company, is not important. As long as you believe that pricing plays a key role in your success, this book will be able to guide you with insight and inspiration.


  We see time and again that businesses can accelerate if we offer them method support. This book will help founders structure their pricing strategy, offering the certainty that no important steps are skipped in the process of setting a winning pricing strategy.


  Often pricing methods have a scientific and academic background containing a truckload of statistical research and formulas that doesn’t help to make them accessible. This book was written with the idea of making relevant models and frameworks accessible. We have selected and created 11 core-methods of setting and validating pricing. We cover multi-axis pricing and the freemium model in detail. The book is written with a clear distillation explained in laymen’s’ terms:


  
    	Short & to the point


    	Enriched with plenty of examples


    	Every chapter contains takeaways


    	Making pricing concepts “actionable”

  


  What you will learn:


  
    	How pricing influences your market position


    	How to shift to value-pricing


    	How to use pricing methods to set the optimal price


    	How to use multi-axis pricing to optimize revenue


    	How pricing strategies are applied in freemium models


    	How pricing is set in two-sided marketplaces


    	How to use the 11 key components of a pricing strategy


    	How to leverage pricing tactics to improve conversion


    	How to put lower and upper bounds on costs


    	How to increase prices without losing revenue


    	How to set your pricing strategy.

  


  When we use the word “startup” in this book, we mean by that technology startups — including but not limited to — digital business models such as software, embedded systems, SaaS (Software-as-a-Service), online, internet and web services. In fact, any business searching for scalability using digital technology as a lever can be considered a startup in this definition.


  This book is a toolkit that will positively influence your pricing strategy. You will find that it pays for itself after reading a few chapters.


  
     
  


  “If I have seen a little further, it is by standing on the shoulders of giants.”


  Isaac Newton


  CHAPTER 1


  Introduction to Pricing


  
     
  


  Get Paid What You Are Worth


  One of the biggest lessons we have learned within the startup landscape is that even though pricing, together with the business model, remains by far the lever that most impacts revenue, the subject is a sensitive one. How much extra revenue would all those startups have made during their lifetime if they had charged 10% more per month? The number would be surprisingly high. How many customers would not have signed up because of that extra 10%? That number would be surprisingly low. Pricing is a strong — but underused — tool available to capture your share of value created for your customers. Basically, it’s about getting paid what you’re truly worth.


  Entrepreneurs usually learn about pricing as part of an economics class while taking a business course. Unfortunately, many of the macro concepts taught, do not always reflect the realities of how consumers or businesses make decisions in real life. Price-setting, based on competitors and costs, is tackled next, as if pricing mysteriously emerges from the combination of “the market” and “internal costs.”


  While it makes sense for a product in an existing market to use the competition as the reference point, it will not help with a new product or service. Why? Because software, web services and SaaS companies produce intangible assets where the correlation between the hours worked to create a product and the value delivered is not linear.


  Creativity is not easily expressed in “Quantity,” like labor hours. One can create a great app over the weekend that will significantly improve the life of a consumer while somebody else might work six months on a similar app yet will create significant lower value. That’s why the first app can charge more than the second one despite the fact that the work to create a similar app is only a fraction of the latter.


  Another observation we made while coaching startups to grow, both at home and abroad, is that successful entrepreneurs master not just sales and marketing, but are also finance savvy. They are masters in promoting their products and services, often at a price point that will initially be perceived as high, especially in a brand new category of service offerings. They learned not only to control costs, but also how to price, position and sell added value way beyond supply and demand, economists’ favorite key factors. An entrepreneur should know his or her numbers by heart.


  The economical aim of a business is to create value by producing products or services with a value bigger than the efforts to create them. To capture that value, the business model and pricing are key. Optimizing the value of each and every prospect is the most critical activity to make a business model work.


  Understanding the buying and usage behaviors of a given customer segment is perhaps the single most valuable piece of business insight that a startup can acquire. The real challenge is not to convince every single person on this planet to buy from you but to find prospects that are genuinely interested in your services, services that help them solve their problems and needs.


  Small or new companies are not the only ones allergic to dealing with pricing — the same applies to big companies, too; setting fees and prices is as dreadful as hives! It might come as a surprise given that price is a reflection of the value that a business creates. Nothing is more critical to a startup than its pricing strategy. In fact, for most startup founders a prospect’s most terrifying question — even after a great sales pitch — is “So, how much do you charge?” It’s a simple question that can be intimidating for new entrepreneurs, because let’s admit it: we’re really bad at pricing.


  In practice, most of us calculate prices by first using competitive research, and then cost estimates. Pricing is an afterthought. Typically it goes like this: we charge an amount 10% less than Competitor XYZ because we want to win market share fast to gain traction. A similar thought might be: we charge 10% more than Competitor XYZ because our product is significantly better and offers additional features to justify the higher price. Although this might be a good starting point for a pricing strategy, it’s likely that it will lead to underpricing your product or service.


  The challenge with pricing is that:


  
    	If it’s too high: not enough people are going to buy;


    	If it’s too low: you’re leaving money on the table.

  


  The result? Loss aversion typically pushes startups to charge less than what their product or service is worth. This means that the price stays where it is with two important questions going unanswered:


  
    	How many more customers could you have?


    	How much money are you losing?

  


  The big mistake startups make is charging too little. They don’t draw enough income and go out of business. An even bigger mistake is charging too much. They don’t attract enough customers and go out of business. That’s why pricing is strategic. Pricing is about a company’s long-term sustainability. The good news is that you can guess with pricing, be wrong, but still be right enough to build a great, sustainable business.


  Be crystal clear about what you want to achieve with your pricing strategy: you want to generate enough revenue from selling your products and services so that you not only cover the costs, but also fund innovation and growth.


  


  Pricing Determines Your Market Position


  Payment is a powerful validation of your business model. Until a customer is putting his money where his mouth is with an actual purchase of your product or service, the positive feedback during the development phase of your product or service is meaningless. Not only does price validate your business model, the price customers are willing to pay validates how well you nailed the solution. In other words, the better the problem/solution fit, the more a customer is willing to pay.


  One of the reasons that pricing is such a sensitive topic in business is that it impacts nearly everything a company stands for. Pricing determines your market position: whether or not customers will buy from you; the sales and distribution channels you can use; your company’s growth and adoption rate; your financial soundness; and if you can provide the service level expected by your customers. In other words, pricing affects every relevant aspect of the business.


  From a marketing perspective, price is the main way a startup communicates its value to customers. For B2B this is particularly important as enterprise customers are suspicious of newcomers who are perceived to be instable. A low price might draw questions about the quality of the product/service delivered, the customer support provided, or even the financial future of the provider. Your price is part of your product.


  Pricing is at the heart of your business because it affects both everything you want to do and everything you actually do. Prices provide crucial points of orientation for both buyers and sellers. But it’s a big mistake for a business to believe that price alone drives sales. Your ability to sell is what drives sales. But a pricing strategy is a key to sales strategy.
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  Pricing determines your market position.
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  A Pricing Strategy Utilizes Multiple Tactics


  Setting the price for a product/service is a constant challenge during a business’ lifetime starting from day one, or perhaps, even before the company was launched. Although the problem can sometimes be more urgent — for instance, when launching a new product version, creating new functionality or releasing new features, entering a new market or segment or creating a new distribution channel — it’s not a new problem. Setting or changing a price thanks to new conditions is part of the core issue, the lack of a pricing strategy, that is.


  Approach pricing strategy as a process, not just something to review with a new event, like a competitor’s price change. You should be the only one who controls your pricing! Never allow competitors to determine your pricing. They have no interest in your long-term survival except to bring you down fast. Similar to product development, developing pricing is a never-ending process. A startup’s environment, its product and its positioning change with time, and price must evolve in tandem1.


  A pricing process uses an array of methods and tactics to arrive at the optimal price, the single most important number in your business. The different methods and tactics available to you are the subject of this book. Unless you want to sell commodities, pricing is unique to every company; the value every company offers is unique to a certain degree.


  Typically in pricing discussion, some argue for higher pricing, while others argue for lower prices. You might decide to start with a low price and then slowly raise it. Or you might decide to do the opposite — a premium price point to create brand value and a quality image from the first day on. The thing is that customers don’t care, they will not notice if a newly launched startup is doubling prices week after week. What is important is to have a process in place and to monitor what works and what doesn’t.


  Combining different methods and tactics will help you find the optimal price. Some methods will be more appropriate than others; certain tactics may not be applicable. But understanding how they work and experimenting is the right way to tackle the price-setting challenge. Getting a pricing process in place is a litmus test: it demonstrates a company’s ability to understand the value it creates for customers. In fact, it’s surprising that VCs and investors don’t drill down further in the pricing process to find more detail. It becomes crystal clear where a startup should position itself in a given market once the startup understands their prospective customers’ decision-making process, and once they understand the creation and capture of value generated.


  Price-setting practices are highly contested processes within companies. Often they are the outcome of negotiations and opinions of different people inside and outside the company with different interpretations of price and pricing strategies, making price setting based on the social dynamics. The primary goal of a pricing strategy should be growth and profitability. Uncertainty around an optimal strategy makes pricing a reflection of the social order in the organization and the openness of the founders.


  Prices are shaped by interpretative processes within the organization, while a pricing strategy should — from the start — consider the different methods for approaching the price. They should decide on which tactics to employ, how to measure market feedback, and the impact of the price on a given customer segment (i.e. making sense of market signals). There is no one surefire, formula-based approach that suits all types of products, businesses or markets. This is a constant process. There’s no pricing season in a market in constant change. Remember Darwin: It is not the strongest of the species that survives, nor the most intelligent. It is the one that is most adaptable to change.


  Tapping the full promise of pricing requires a process to drive real and sustained pricing performance. With such a foundation, a company can establish and strengthen pricing activities by creating deliberate decision processes, articulating clear targets and goals, and managing risk. Such profit-sensitive decisions deserve a process with thorough underlying analytics. You can’t just throw some numbers on a page and never change them. Instead, pricing – and more concretely determining value – needs to be a core aptitude of any startup team.


  


  Is Pricing a Science or an Art?


  In open market economies, price is the result of supply and demand, however, it would be naive to assume that they alone are sufficient to set a price. It doesn’t mean that supply and demand are not factors in pricing, but don’t underestimate the other forces and elements that make up the market. Economists often are accused of practicing “economism” or applying economics to fields that can’t be fully explained by economic theory — like being unable to imagine a successful price strategy without considering aspects outside economics, like psychology.


  At the end of the day, pricing is a number. See it as a financial expression of the value of a product or service. Precisely because it’s a number, looking suspiciously like math, people incorrectly assume that pricing is an exact science — a field capable of accurate predictions and facts — a field that can be harnessed with forecasts in Excel, sensitivity simulations or other measurements. But as Bill Gurley famously stated: business isn’t physics, it’s at best a “good guess”.


  Finding that pricing sweet spot isn’t just about doing the “math”. Just because it’s math, it doesn’t mean it’s good math. Yes, you have to run the numbers when it comes to costs and profit; but they aren’t the only considerations in setting your price. Price formation also embodies sociology. It is the outcome of individual preference, and therefore, a result of the social forces operating within the market.


  Pricing reflects public opinion on the good’s value. Additionally, most prices are at least partly determined by psychology. Prices are carefully designed to influence our purchase behavior and to steer us in a specific direction and towards certain items to make us spend more than we intended. Pricing is a function of marketing — one of its most fascinating aspects.


  Quantitative analysis can form the scientific foundation to set a pricing strategy but good judgment combined with a vision are required to make the final decision on setting the price. That’s the art.


  For any tactic that works well for one company, we can show you the opposite tactic working equally well at another. That’s why it’s an art to find your best pricing strategy and the optimal way of representing the price to your prospective buyers.
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  Price: Last, but Not Least, of the Four Ps


  The marketing mix consists of four Ps: Place, Product, Promotion and Pricing. This translates into the right product (satisfying needs) sold at the right price in the right place (distribution) using the most suitable promotion (conveying the value). The cost of your product or service is the amount you spend to produce it. The price is your financial reward for providing the product or service to the market. The value is what your customer believes the product or service is worth.


  Pricing is the most important P of the four Ps of Marketing. It transmits the most crucial message your company can give: what you think your “stuff” is worth, or well beyond what an advertisement campaign can communicate. Pricing needs as much attention as the other three Ps, not less.


  The role of marketing is to add value to the brand, differentiate it from the competition and make the product and services highly desirable.


  What’s the difference between a $25,000 Rolex and a $25 Seiko watch? The Seiko is more accurate. Marketing is what makes a product worth more than the cost of production. That’s why pricing and marketing are intertwined and impossible to separate. You need skill, discipline and dedication to put as much creativity into your pricing as you put into your product design or website.


  Contrary to Place, Product and Promotion, the other three P’s of the marketing mix — all costs — pricing generates sales revenue. Equally important, pricing is the only one that can be quickly changed for an immediate impact.


  Since you will be dealing with buyers, whether consumers or in procurement, you’ll need a professional pricing process on your side of the equation. Do your customers buy just on price after comparing providers, shopping around until they find a great bargain? Customers aren’t as price-sensitive as you think — but they are value—conscious! They only buy on price when you haven’t given them a reason not to; the value is that reason.


  Communicating, expressing and highlighting the value is the main task of marketing and sales, and highly important for a startup. It’s advisable to keep improving these skills: writing, speaking and negotiating. Yet, startup founders back away because they fear rejection once the price is out on the table. They feel vulnerable.


  One of the key elements that SaaS companies must consider is not to think in terms of product delivery, but in terms of services offered. The last “S” of SaaS is more important than the first one. This should be the central message in all communication. The industry is aware of this fact but the market isn’t yet. That shift is important in establishing value and thus the price. On a side note, any software delivered as a service is considered a service according to GAAP (Generally Accepted Accounting Principles).
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  The Pricing Challenge for Intangible Assets


  Unlike a business that produces physical goods, startups offer a product or service based on intangible assets. Examples of intangible assets are music, literature, movies, pictures but also patents, franchising and software. Building a business model on an intangible asset combined with digital technology makes it highly scalable, i.e. growth is not a linear link with headcount.


  In the manufacturing world of physical products, increasing demand doesn’t increase prices, it usually lowers them because a higher volume reduces production cost. This is counterintuitive for startups where cost of goods and cost of warehousing is non-existent: the incremental cost for serving an additional user is near-zero, and thanks to the free ride of the internet, distribution cost is zero.


  Manufacturing-based business models therefore are not good pricing benchmarks for startups; the rules are too different. Startups often operate in new categories of product and service without any price point reference anyway.


  Let’s compare startups with another sector that creates products based on intangible assets: contemporary art. How do you set a price for a painting? The cost of the paint? The cost of the canvas? The number of hours that the artist painted? Obviously, prices for contemporary art have no correlation to the production cost of the product. So how do art galleries price it? Is there a pricing strategy or is it random?


  Interestingly, one unwritten rule galleries use to set the price of the same artist — irrespective of quality between the works — is size. Another rule is never marking down the price for an artist’s work even if it does not sell. The work of a new artist is priced based on what has been charged for works by other young artists with similar materials and styles. These rules became a framework for pricing used in that specific industry and are practices mutually accepted in that domain.


  Now back to startups, remember that programmers and coders are the new artists in this digital era. Yet they face a bigger pricing challenge than the traditional artists: research proves that physical contact with an object increases the subjective value and our longing to possess it2. The challenge of setting a price for intangible assets is the very core of this book and will be tackled in the chapters to come.


  Pricing in a digital world, however, has a great benefit: for startups, the menu cost is near zero. Menu cost is an economics term that refers to the cost a company incurs after changing its prices. The name stems from restaurants needing to print new menus for every price change. Because of this additional expense, companies sometimes prefer not to change their prices too often or for too small an increase.


  A startup’s “menu” is the pricing page. For startups, the pricing page is the most important touch point on your site. It’s the money page of your website. Each webpage works to guide prospects slowly through the sales and marketing funnels until the specific page where the customer makes their final decision is reached. The significance of this revenue-driving page should be a priority for every founder, CEO, marketer, product manager and designer!


  Startups must realize that the pricing page is an integral part of the tactics that make up pricing strategy.


  


  Price Is the Dominant Factor in Your Profitability


  A business can increase profit either by selling more or reducing costs. Yet the fastest way to a higher profit might be raising the price. As we already mentioned, price is the only marketing instrument that brings in money instantly.


  Although it sounds obvious that increasing the price should increase profit, it’s only true with the underlying assumption that demand stays the same (in economic terms: a perfectly inelastic demand curve). However, the real surprise is the big impact of even a small price increase on a company’s bottom-line.


  Rafi Mohammed is an economist who consults companies on pricing strategy. He wrote two best-selling books on pricing. The latest titled “The 1% Windfall”, reveals how modest incremental changes to an everyday business practice – pricing can yield significant rewards.


  Illustrating the leverage power of pricing, Rafi cites a study by McKinsey & Company of the Global 1,200 that found if these companies raised prices by just 1% (hence the title of the book) their average operating profits would increase by 11%. Since this is an average, some companies would even see an even bigger impact with a 1% price increase ranging from 35% for Whirlpool — a manufacturer of home appliances — to a whopping 155% for Sears — a department store retailer chain.


  This lever effect, although initially surprising, is easy to explain: operating profit is the profit earned from a company’s core-business operations (also known as “earnings before interest and tax” or EBIT). It’s what is left after deducting cost of goods, sales & marketing and operating expenses from the sales revenue leaving “operating earnings”. A tiny increase in price will not increase any costs, channeling additional revenue directly into operating profit; additional revenue is pure profit. Viewing it from another angle: additional sales revenue generated by the 1% price increase is worth 11 times more than existing revenue.


  True, the study is based on data and research on big corporations. But given the immense gross margin of startups — more often than not it exceeds 80%. This margin is something retailers or home appliance manufacturers can only dream of. The impact on the bottom-line for startups is certain to surpass the 11% average. It’s the reason economists call technology the only free lunch around.


  To better understand the concept, let’s agree that the impact of a 1% price increase will be 10% on profit instead of 11%. Most companies have recognized the bottom-line impact gained through effective pricing. Yet awareness is not enough. Startups need to actively practice and apply this insight not only on the revenue side (i.e. price increase) but also on the cost side. Every time you spent $1,000 remember that you need to earn $10,000 in revenue to cover the expense. It’s easy to spend $1,000 on a Macbook Air, but much harder to earn $10,000.


  Keeping this framework in mind makes startups think twice before spending a dollar that is actually worth ten dollars. By the same token, this book should earn you 10 times the amount you have spent on it. If you paid $29, your revenue should increase to $290. Without a doubt applying some of the pricing methods will generate thousands, ten thousands and even millions of dollars making this book the best investment of the year!


  However, you are not bound to increase prices with only 1%. A well-executed pricing strategy can yield a pricing increase of two to four percentage points sustaining a long-term price advantage that represents roughly 15 to 25% of a typical company’s total profits3.


  To summarize, of all the things you can spend time on tweaking, pricing will yield the best return. Getting it right is a big deal.
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  A price increase of 1% results in 11% increase in profit4.


  CHAPTER 2


  The Foundation of Pricing


  


  The Relationship Between Price and Customers


  A price above a certain price point usually means fewer customers because they are not willing or able to purchase the product or service. If one would draw that in a chart with Price on the vertical axis and Quantity on the horizontal axis, let’s consider the following scenarios:
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  Scenario 1: Imagine that a startup offers a product at a $10 price point and 500 customers are willing and able to buy.


  Scenario 2: What would happen if the same startup doubles the price from $10 to $20 for the exact same product? Some people who might have been willing to pay $10 will find $20 is too much; they’ll drop out. In this scenario, the number of buyers will consequently drop from 500 to 300.


  Scenario 3: Now the startup will increase the price to $50 reducing the user base to just 50 paying customers.


  Scenario 4: In a last scenario, the startup will bring the price to $100 shrinking the customers to a mere 5 users willing to pay this premium price.


  The correlating price points with potential customers form the demand curve in economics. Instead of plotting a few points, let’s draw the complete curve to include all these points. For any given price between $10 and $100, the graph tells you how many people will buy your product or service.


  The demand curve usually slopes downwards from left to right meaning as the priced drops, more people will buy a service or product, and vice versa — the more you charge, the fewer people will be willing and able to buy your product or service. Price is the single biggest shifter in demand.


  Another demand shifter might be a competitor entering the market or dropping its price. A demand shift can also be caused by a change in the number of customers – think about the shrinking market for typewriters, fax machines or fixed line telephones or the expanding market of smartphone users.


  The demand curve, together with the supply curve, is the beginning of modern economics. The challenge is to find a price point where both the seller and the buyer are satisfied.
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  The Optimal Price-Customers Tandem


  The optimal price provides the maximum revenue — not the highest margin or the largest number of customers.


  If we multiply every price point with the number of potential customers, the result is the revenue per price point:


  
    	at $10, the revenue is $5,000 ($10 x 500 customers);


    	at $20, the revenue is $6,000 ($20 x 300 customers);


    	at $50, the revenue is $2,500 ($50 x 50 customers);


    	at $100, the revenue is $500 ($100 x 5 customers)

  


  Plotting it on a chart demonstrates the revenue curve:
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  The graph clearly shows that doubling the price from $10 to $20 increases the revenue with 20% even if the number of customers is reduced by 40%. Increasing the price further significantly damages revenue. $20 is the optimal price. You must be prepared to lose some sales in order to increase profit.


  Note that you have identified a small group of customers who are willing to pay much more than the optimal price. By creating an additional premium package, you might be able to bring these customers on board at a higher price. Similarly, it would also be very attractive to keep the big group of $10 customers on board at a lower price point using a stripped down version of the product or service; or by providing a discount. This is the power of segmentation.


  The optimal price point to maximize revenue is often different from the price point which aims to optimize the adoption rate. A key factor in pricing strategy is to understand that a wide delta exists between these two numbers and to act in a way that is consistent with the business’ current strategic priorities whether increasing revenue or adoption.


  In reality, however, we are not aware of any company that really knows its demand curve except in agricultural commodities and energy. But thanks to big data, new business models like Uber (ridesharing services) are becoming very good in the demand and supply curves for ridesharing in the geographic regions they serve.
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  Generally speaking companies aim at a price point where marginal revenue equals marginal cost. A good example would be an airline flight. The marginal costs of flying for one more passenger on a flight are negligible until all seats are filled. The airline would maximize profit by filling all seats. But for a startup, the flight will never be full. Startups can scale the flight to cater to any number of seats that they need. Demand and supply are in perfect balance.


  The big question is: if the price increases, will sales volume decline; if it does, will it be more or less proportionate to the rise in price? No company wants to leave money on the table and so obtaining the optimum price has always been an issue. There are products with relatively inelastic or elastic demand. We are unaware of any product that has perfect inelastic demand, yet startups come close. It makes sense to keep the demand and revenue curve in the back of your mind when setting pricing.


  


  Setting the Right Price


  One of the first elements in determining the pricing strategy is the company’s objectives:


  Survival: The aim is reaching breakeven as soon as possible, typical of a bootstrapping startup when cash flow is the overriding consideration.


  Short-Term Profit Maximization: Interesting for an exit-strategy when valuation is based on multiples of the bottom-line or to attract venture funding by demonstrating profitability.


  Maximize Profit Margin: Appropriate when the number of sales is either expected to be very low, sporadic or unpredictable.


  Market Leader: You can either become the market leader or defend that position.


  Grab Market Share: Typically for a startup with a first-mover advantage or for a well-funded startup.


  Quick User Adoption: A strategy that works for startups talking to VCs where traction is king.


  Creating a Network Effect: An effective strategy for two-sided marketplace business model and for startups that want to create a lock-in.


  Differentiation: At one extreme, being the low-cost leader is a form of differentiation from the competition. At the other end, a high price signals high quality and/or a high level of service.


  Once you determined the objective, you need to ask two critical questions:


  
    	Why would people pay for my services or products?


    	What value will customers derive from my offering? Not features, but value!

  


  Once you identify the reason why potential customers are willing to pay, you can create a business model to capture that value. You need a clear understanding of your product or service value before you set the right price. Frame your product or service in terms of customer’s needs and desires, not your long list of features.


  The next step is to understand the market segments that you want to cover. In order to obtain the maximum possible value from the market, businesses segment the market — they divide the market into groups of customers or users whose preferences are broadly similar — and adapt their products or services to specifically attract this customer group.


  What you can charge for your product or service is largely driven by customer segment. Pick a segment that allows you to maximize your margins. The more money you can keep, the fewer customers you need to reach breakeven. Proving again that pricing is a significant part of the overall aim of a startup.


  It’s possible that when launching a new product, the aim should be a penetration strategy where the entry price is relatively low. While a skimming strategy does the exact opposite; it launches at a higher price capturing Innovators and Early Adopters who are not as price sensitive as the Majority and Laggards.


  However, price is not what you think you can charge, but is determined on how much your customers are willing to pay based on the perceived value.


  


  Cost-Plus and Value-Based Pricing


  Cost-Plus Pricing


  Price setting based on costs is called cost-plus or markup pricing. Cost based pricing is fairly self-explanatory. You calculate all costs for producing a product or a service, then you take your variable cost, you add a margin big enough to cover the fixed cost and give at least a market conform return to the shareholders. For products that have a lot of direct costs this is a fairly easy method.


  The sales price is determined by adding a certain percentage to the costs associated with a product or service. If a product cost is estimated to be $250, with a markup of 20% (i.e. $50) the sales price will be $300. The sales price is the sum of the costs and the markup on these costs. The cost-plus method is generally more suited to businesses that deal with commodities. Of course, you’re still guessing about the margin you’re adding to the costs.


  One way to define a commodity is that it can be replaced with a “perfect substitution”. When a startup sells a solution that includes a long list of different features, it’s very hard to find a perfect substitute. Having said that, when buyers evaluate a software solution, they tend to evaluate only a small number of core features. By leaving out the bells and whistles, the remaining core features enable companies to compare and evaluate similar solutions. Even though the features that differentiate your product add value and functionality for the buyer, often they are not taken into consideration when making a purchase decision. In other words, the core functionality is the commodity part of your product or service.


  In the web service and SaaS market, however, most decisions are not predominantly price-driven because there are few easy comparisons — demand is much less elastic because there is no perfect substitute.


  The cost-plus method is simple from a pricing point of view since it’s using internal information only but it can be hard to nail the exact costs and assign it to a specific product or service. There is also the danger that pricing will be left to be set by bean counters, cutting it off from other pricing dimensions. Although used by the majority of companies (big and small alike) all over the world, cost-based pricing strategies frequently leave money on the table, especially in SaaS and web services where the marginal cost for an additional user is almost zero. It’s a typical startup mistake to price on cost: We know how much it takes to build our product. We’ll just add a markup that is a profit, and presto, we have a price. How hard can that be?


  There is a major objection to cost-plus pricing: the customer is absent in this process. Forget about your internal costs as the foundation of the pricing strategy, only use it to start the pricing process.


  Value-Based Pricing


  Value-based pricing is the standard way of pricing products and services in the software, web services and SaaS space due to the negligible costs compared to the value provided to customers. When a pricing plan is value-based, it means the company charges a fraction of the surplus — value — created for customers.


  The perceived value of a product or service needs to be assessed from a customer’s point of view. An answer to a challenging question is required: how can the value be expressed and communicated to a customer? In other words, how do we determine what the customer considers perceived value? Answer: the price customers are willing to pay is based on the benefits your business offers them.


  Value-based pricing depends solely on the strength of the benefits you offer customers. Price is what you pay. Value is what you receive. If customers remember the price more than the experience, they didn’t receive enough value!


  “Price is what you pay, Value is what you get.”


  Warren Buffet


  Another way to look to value pricing: a meeting with the best investor in the world, Warren Buffett, is worth a lot more than a session with the financial adviser of your local bank.


  In the value-based pricing approach, the true economic or objective value of a product or service is a measure of the benefits that the product or service delivers to the customer relative to other products, regardless of whether the customer recognizes those benefits1. Perceived value, on the other hand, is the value the customer believes the product delivers.


  Most startups that launch a new product or service face the issue that the perceived value of a product or service falls below its objective value. The perceived value should be equal or greater than the price that will be charged. The perceived value is communicated by effective marketing building a coherent brand around the product.


  The value perception can be determined by comparing the perceived benefits and the perceived costs for the customers. The perceived benefits are the product or service aspects. The perceived costs are the sacrifices a customer needs to make, often not just the price they need to pay. Do not make the mistake of confusing the price of your product or service with the total cost to the customer. The total cost is an order of magnitude greater than the price, and includes training, transaction, integration, support among others.


  For B2B customers, there are 3 main groups of costs:


  
    	Transaction cost: this is the purchase price for a product or service;


    	Lifecycle cost: additional expenditures that will occur during the implementation and usage of the product or service, such as training, energy, maintenance, integration, upgrades, switching cost, etc;


    	Risks related cost: these are the risks that a customer will be exposed to when the real costs are higher than the expected costs often because of hidden costs related to switching from the current state to the new state.

  


  To have an idea how big the gap can be between the transaction and lifecycle cost, let’s use a book as an example. The transaction cost for buying it is a mere $25, and given that the subject is relevant, it’s perhaps a good investment. But it’s the lifecycle cost that will keep you from buying it; the time to read the book, say two to three days, is a real threshold to overcome. The cost of a book is not only the purchase price, but for most, the time needed to read it.


  Note that switching cost is one of the most underestimated factors by service providers but very well understood by their customers. That’s why it’s far easier to launch a new product or service than to switch customers away from a competitor’s product, even if the latter is inferior to your offering. Old habits die hard. So when customers say your product or service is too expensive they’re not necessarily talking about your sales price.


  Combining the perceived benefits and perceived costs equal the expected customer value. The price of a product may be seen as a financial expression of the value of that product. The concept of value can be expressed as:


  (perceived) BENEFITS


  - (perceived) COSTS


  = (perceived) VALUE


  For a customer, price is the monetary expression of the value to be enjoyed from the benefits of purchasing a product, compared to alternatives. When you help customers to understand your value — in other words increase perceived value — you also help them understand your pricing. In fact, the better you know your customer, the better you can communicate your value. Knowing your customers inside and out is a competitive advantage. Pricing should be set with the buyer in mind, not the seller.


  An extreme variation of value-based pricing is a “pay for performance” pricing, in which you charge based on a variable scale according to the results you achieve. This is not uncommon in service businesses like consultancy. In reality, this type of pricing shifts the risk towards the service provider. It is not recommended because it can lead to long discussions, or problems with getting paid after the performance has been delivered, but most importantly, it should be avoided because it consumes valuable time. Time is, perhaps, a startup’s most precious asset.


  The Benefit of Value-Based Pricing


  It’s clear that value-based pricing is more complex and time-consuming compared to cost-plus pricing. The real benefit of value-based pricing is forcing startups to shift the focus from price to value. It’s healthier to build a business around perceived value because the gap between the perceived value and the price is the incentive to buy2. Put it in another way, where cost-plus pricing provides an incentive to sell (the margin, or the gap between price and cost), value-based pricing provides an incentive to buy (the gap between price and the perceived value).


  Value-based pricing brings the customer into the equation. He is the only judge and decider of the value of a product or service. It’s a near-Copernican Revolution in pricing — shifting pricing away from a product-centric strategy to a customer-centric one. By pricing products and services based on value to customers, both profits and customer satisfaction are likely to increase. On the other hand, while the value-based pricing approach can prove very profitable, it can also alienate potential customers who are driven only by price instead of value. Value-based pricing can also draw in new competitors attracted by the high margins.
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  Source: Principles of Pricing, Robert J. Dolan & John T. Gourville


  


  Delivering Value to Your Customers


  Ask yourself the question: does your startup generate value? If not, don’t worry about pricing, fix the value creation aspect first. Capturing value through pricing comes after value creation. Think about the type of value your product or service delivers to your customer.


  
    Does it:


    
      	Save money?


      	Make money?


      	Increase customer satisfaction?


      	Reduce risk?


      	Save time?


      	Create new insights?


      	Accelerate a process?


      	Improve performance?


      	Increase quality?


      	Remove frustration?


      	Offer a non-monetary value?

    

  


  Usually making or saving money is the primary value driver, other benefits are often secondary since the return on investment is harder to calculate. These value drivers don’t apply one-to-one to B2C startups where the drivers are sharing and connecting. After all, Facebook doesn’t solve a pain, so to speak, but makes it easier to communicate with others. The most important thing in human relationships is conversation: we are human because we share.


  The process for a decision to purchase your product or service in a B2B environment is pretty simple with a binary outcome. Either the purchase saves or earns meaningfully more than the customer spends — or it doesn’t. If a customer derives value from your product or service, why would they mind paying for it? The business model is: you provide value, they pay you. So make sure your product or service offers more value than what the customers (are willing to) pay for: the path to purpose is the path to purchase.


  Contrary to the more emotionally-guided consumers, businesses make pretty rational decisions. In general, a product or service’s perceived value may be increased in one of two ways, either by increasing the revenue or by reducing the cost. Both factors are value points that can be measured. Easily? Not at all.


  It has been proven that people are more hesitant to lose something than they are to take a similar sized risk to gain. This applies even to B2B customers who tend to be economically rational. This effect is known as loss aversion. Risk and fear go hand in hand. The popular B2B sales methodologies FARP (Features-Advantages-Requirements-Proof) and SPIN (Situation-Problem-Implication-Need) are based on these principles.


  Value-based pricing is achieved by applying a price to a service that is proportionate to the value derived from the solution’s use. It is important that positioning and pricing strategies are aligned with the benefit of the solution’s features rather than the solution’s functionality.


  As the late Peter Drucker correctly stated: customers rarely buy what the company thinks it sells them. Every paying customer is an achievement! It’s your job to discover why they pay, and use these insights to improve both your product or service positioning and pricing.


  A good way to understand the decision process of a customer is using the value hierarchy. The value hierarchy is the order of values that influence business decision-making. Those values are:


  Features: A product’s features represent the basic level of value delivered.


  Advantage: The advantage that a product offers; a characteristic that competitive products lack.


  Benefit: The benefit is the impact of your product on the customers’ business often measured as Return on Investment (ROI).


  Benefit of the Benefit: At the end of the day, the decision maker is a person that will take a risk by adopting your product in the organization. Often it’s important to understand what’s in it for them to make the decision. This value is called the “benefit of the benefit”. It is paramount to understand that it is not companies who buy, but humans from other humans.


  The Pain of the Pain: Found often in corporate environments, it is created by a solution for a problem that itself becomes a pain. For instance a training tool purchased by a training manager will create new pains (too complicated, expensive, or inefficient) that can be solved by your congruent solution.


  Often you will find that the price your customers are willing to pay is determined by their desire for change. Not only are the customers buying the change they want, but they are also buying your ability to help them accomplish that change. Sales is ultimately “a vote of confidence” in your capabilities to deliver what they need. The expression of that confidence is the true meaning of a sales transaction.


  Secondly, you need to understand the magnitude and the size of the pain or the need you try to tackle with your product or service. A simple but effective way to that is to quantify it along two dimensions: pain and frequency; the greater the pain and the greater the frequency, the better. One way to express the extremes on the two dimensions is to picture it as a shark-bite versus a mosquito-bite problem.


  


  A Shark Bite Problem on a Mosquito Scale


  A “shark bite problem” has a big impact (you’re bleeding to death), but it happens once. If you find customers with a shark bite problem, they will be happy to pay (a lot!) to solve their problem but unfortunately this problem does not often occur. In other words: You found a business but not a sizable market.


  A “mosquito bite problem” often occurs (in summer) but has little impact (you can live with it). The problem is widespread but the issue is so small that consumers, although annoying, are not willing to spend (much) money on it. Doing nothing is the most common response. In other words: You found a sizable market but not a viable business. Like most new technologies, the real competition is the inertia of the status quo.


  The challenge for any startup is to discover a deep need within a sizable market where customers are willing to pay for a solution. In other words find a problem that is as close as possible to the upper right corner.


  The shark bite versus mosquito bite problem can be seen as the demand curve for your product or service:
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  The greater the customer pain, the greater the value you can deliver, meaning the higher a price you can ask. The weaker the pain, the weaker the value delivered, which obviously requires a lower price. A lower price point is not an issue, on the condition that the market is big enough to allow you to build a viable business.


  Since software products are increasingly being delivered as a service, the pain level has a major impact on churn. Churn is the percentage of customers that leave your platform against the total customer base for a given month, often expressed as monthly retention rate.


  For instance, a public web service company would proudly state in their financial quarterly release that their monthly retention rate is 96%. The reader’s perception is that 96% of the customers stayed on board making it akin to a customer satisfaction rate of 96%. No! With a monthly retention rate of 96%, the monthly churn is 4%. A 4% monthly churn rate equals to 48% of customers lost on a yearly basis. They’re bleeding, and packaging it in a positive way. A 2% increase in customer retention has the same effect as decreasing costs by 10%3. Churn is churn, not retention.


  If churn is the #1 SaaS killer, it’s important that the value delivered be as high impact as a shark bite, i.e. a must-have product or service rather than a nice-to-have one. High impact influences price setting heavily, but price is not the main reason for customer churn, it is rather the overall poor quality of service4.


  The one million dollar question is: What does value mean and how do we measure it?


  Value can be defined as attaining positive outcomes that could normally not be achieved by an organization without support. Such outcomes might include strengthened capacity to solve problems, improved integration of critical services, or new business developments. But in general, companies — with 300 years of industrialization and thinking behind us — like to automate activities and processes.


  


  Case Study: Numbers for Startups
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  Consider this strong message from the Numbers For Startups website offering a spreadsheet with a financial model. They start with stating their value proposition.
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  And then you see their pricing plan. It seems like a bargain, saving 100 hours for just $29.99.


  You might argue that it’s just an Excel sheet and you’re right, it’s just an Excel sheet. But we do know how much time can be lost building Excel models. It’s worth the money to get an Excel sheet containing a tested and proven model. Of course, there’s a chance that a similar Excel sheet exists somewhere for free, but is it worth my time searching for it?
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  Note that they also have a $79.99 and even a $1,850 version that includes personal training over Skype.


  These additional pricing tiers convince the visitor that:


  
    	This company has the expertise and knows what they are talking about;


    	The $29.99 is a real bargain.
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  And lastly, a final advice as a closer for their pricing page.


  


  Factors Influencing Pricing


  For a trader, selling equals buying, as the purchase cost of products drives 80% of the sales price. The art of trading is therefore not in selling, but in buying at the lowest price possible. It will determine the sales price and therefore the margin. For a manufacturer, production cost drives 80% of the sales price. The lower the production cost, the better a position the manufacturer can take in regards to pricing.


  Traders and manufacturers sell goods that they have bought or produced; the costs associated with such goods are capitalized as part of inventory. These costs are an expense and include the purchase cost of goods, raw materials, shipping, storing, but also the labor and (part of) overhead.


  However, for products based on Intellectual Property or intangible assets, such as software, SaaS and web services, the rules are very different than for traders and manufacturers. The cost is driven by two major factors:


  
    	The cost of sales, i.e. sales and marketing;


    	The level of support you want to provide to the customers

  


  So the lion share of costs is not in COGS (Cost of Goods Sold). The lack of inventory, purchase of goods, raw materials, or shipping makes startups a different breed.


  For software, SaaS and web services, the cost of sales determines your rock-bottom price but also determines your distribution channel. If the margin and absolute value of your product is high enough you can engage with external parties to sell the products for you. If it’s low, there is no other choice than to use a low-touch low-cost channel, usually a 100% online go-to-market strategy blended with tricks from the growth-hacking toolbox.


  To determine the viability of building a scalable and repeatable sales machine:


  
    	Estimate the cost of sales (even better, do some experiments to determine it);


    	Estimate customer lifetime (the more you offer a “must-have” product the longer it will be);


    	Estimate the level of support you want to provide. There often is a direct link between customer service costs and overall satisfaction

  


  Cost of sales and the cost of customer support are to a certain extent internal factors influencing the pricing strategy and these factors can be controlled by the startup itself. External factors, such as customer demand, competitor pricing or the market situation are outside of the company’s direct influence.


  Specifically for SaaS, it’s equally important, you need to understand what is not included in the subscription price, such as training, data conversion, integration and implementation resources.


  Keep in mind you are no longer just shipping a software package, you are now offering a service, anything that you would consider professional services or attributed to systems integration should not be bundled into your price but rather offered and billed as a separate cost.
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  CHAPTER 3


  Pricing Methods


  


  The “Silicon Valley Rule of Thumb” Method


  The core of this book are the 11 different pricing methods. They should also be the core for determining your pricing strategy. You can select one or more methods, though one is too little, to come to core-pricing. Use tactics that are outlined further in the book to support that core-pricing.


  Startups operate in new markets where pricing standards haven’t been set. In addition, these new markets evolve very quickly, and consequently, so must pricing. Often when a startup launches a completely new product or service, there is no reference point. Researching the market or asking prospective customers will not be of much help since nobody really has any idea about what they might be buying, so the outcome won’t mean much regardless of the method. Lack of knowledge in the market presents challenges for radically new products and services. This aspect is one reason why you should use multiple methods that provide different input into pricing decisions when setting a pricing strategy.


  This first method is an offspring of the value-based pricing approach. We have established that a value-based pricing strategy is the best way to go for a startup, and by extension anyone with a business model based on immaterial assets or intellectual property. Let’s assume that you have established the value you create for your customers and let’s also assume that you’re able to communicate that value. Congratulations! It’s not easy to make the value of your product or service the same as what the customer perceives as value.


  But you still don’t know how to price your product or service? What would be a fair cut of the created value — 5%, 50% or 90%? It can be anything between the 0% and 100% range.


  There is no mathematical formula to establish the exact amount, but we do have some empirical guidelines used successfully in the startup mecca, Silicon Valley. We have found that for most startups, while they have strong beliefs about who their customers are, and what value they are offering, they actually have no clue. Belief unsupported by data means no clue! There are two main lines of value though: the 5x rule and the 10x rule. We will explain the 10x rule in detail but the same line of thought is applicable for the 5x rule: charging 20% and leave 80% of the value created for the customer.


  The 10x Rule


  The 10x rule is similar to the 5x rule, but this time startups leave 90% of the created value to the customer while pocketing 10%. From the startup’s point of view, there is a big difference between being able to charge 10% and 20% of value created; it can earn the company twice as much revenue while keeping the same cost structure. While from the customer’s point of view, the difference is “just” 10 percentage points more compared to the 80% of the 5x rule.


  So why are we an ambassador of the 10x rather than the 5x rule? 10x sounds like way more than 5x so from a marketing and sales point of view, it makes for a better story. But that is not the main reason. Let’s assume a customer can increase his revenue with $10,000 thanks to a newly-implemented lead generation solution. $10,000 will translate roughly across the board with a 10% bottom line, i.e. $1,000. Your cost needs to be paid with a slice from that revenue. Hence the reason it makes sense to approach it in the 10x way. A 10x value creation is great anyway and a no-brainer for any company.


  What about a cost saving of 10x? In theory, this has more value than bringing in top-line revenue as any dollar saved in cost goes directly to the bottom-line, while on the revenue side there are still costs associated with the product or service. Yet, companies are more keen on top-line growth while keeping the same costs. The better way for companies to improve margins is to increase sales volume with the same fixed costs but fewer variable costs1. Align with the company’s strategy and show how the value creation fits.


  To move closer to the 10x value creation is to move closer to being a “must-have” instead of a “nice-to-have” product. Remember, the gap between the perceived value and the price is the incentive to buy. If a customer takes your $99-a-month service and can’t extract a significant value every month, they probably don’t need the product in the first place. The big challenge is to make your product or service completely essential to your target audience. Not just want it, but want it now.


  The other dimension to take into account in the 10x rule is the time dimension. Return on Investment requires a timeframe. If the time to payback is short, expressing the Return on Investment in months is a very powerful message. To state that your product or service will pay for itself within 2 to 3 months makes the decision from a financial point of view easy. If the time to payback period is really short, it might be wise to review your pricing as you’re likely delivering a lot of value for too little money. On the other hand if the Return of Investment has a horizon of 18 months, this might be too long unless you are selling capital expenditure-heavy ERP-like software.


  Think about how much money you spend every month on a variety of products and services. Do prices correlate to the value they deliver? If the answer is yes, investigate the pricing strategy and position. There is a lot to learn there. As a side note, the 10x rule is also applied in consultancy. For each hour a consultant spends with a customer, the customer should save at least 10 hours. Indeed, Investors look for 10x return too. As Francois Lane stated: “Venture capital is for businesses with revenues and potential to multiply ten-fold.”


  These days, web services are in the same value-oriented evaluation basket as outsourced business processes such as payroll processing or travel services, where price and Return on Investment are essential analyses for any B2B purchase decision.


  If your ambition is to grow to a $100 million company, solve a problem with a market value of 10 times $100 million.


  


  Case Study: Evidence
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  Evidence is a secure digital evidence management platform for law enforcement. The pricing plan seems like any other startup using a four-tier structure.


  Note the savings calculator on the right. If you click on it, the customer — law enforcement agencies — need to put in two parameters: number of sworn officers and the average officer’s hourly pay rate. The second parameter is pre-populated with a default value of $50, so all a potential customer needs to do is fill in the size of the team.


  We charge this much because our customers get at least 10 times the value making the Return on Investment (ROI) at least 10:1. You must understand your customers and the value you are delivering before setting the price using this method.
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    	On the left-hand side the Return on Investment is calculated as a percentage.


    	On the right-hand side, cost parameters used as input for the RoI calculation are visible.


    	Lastly, on the bottom of the RoI page, a chart shows the cost against savings in a pie chart.

  


  If a prospect wishes to go into more detail, they can click on the expanded 3 years RoI screen. Ordering the Evidence services for law enforcing agencies is inevitable based on this calculation.


  


  The Customer Interview Method


  Customer interviews form a solid method to receive crucial input on your pricing strategy. Talking to customers ensures success as you cannot be successful in pricing if you’re not talking to them. Pricing, like many things, is a dialogue between the startup and their customers. No better source of pricing power exists. That’s the reason why domain name pirates and hijackers will ask you to name a price and never give a price first. Why? Because they have absolutely no idea what the value of a particular domain name is for you, only you know.


  Take copious notes during an interview, and immediately after the conversation add details. Don’t underestimate the power of silence. Let your customer talk as much as possible. Ask questions instead of making statements. You are there to learn, not pitch. If you have never conducted customer interviews, start with people you know.


  In terms of using customer interviews for setting pricing, there are a number of methods including:


  
    	Direct Open-Ended Questioning (i.e. “How much would you pay for this”). Not recommended unless you have a relation of trust with the prospective customer.


    	Monadic (i.e. “Would you be willing to buy at $XYZ”). Slightly better than direct open-ended questioning, because if you’re too far from an acceptable price point, the reaction of the prospective customers speaks volumes. Not a recommended course of action.


    	Laddering (i.e. “would you buy at $XYZ”, then repeat the question several times with a lower amount). Laddering is a slightly better than the monadic approach, but no prospective customer will like the game you’re playing.

  


  Now that we know what not to do, let’s focus on what can be done. There are two schools of thought involving the customer in setting the price that should be considered. The first school of thought believes that you should never ask the customer for a price point. Rather the focus is on the cost of the problem or the need of the customer. The second school of thought believes that only the customer is uniquely placed to provide you with an answer on pricing.


  Method 1: Don’t Ask About Price, Ask for the Cost Approach


  Don’t ask the customers for ballpark-pricing. They have no clue without a framework to reference. Naming a price only makes sense when there is a comparable product or service the customer has been exposed to. Rather than requesting the customer to name a price, ask instead what kind of money they spend on this problem to inform your pricing strategy. In this approach, the startup needs to explain their pricing model and see how the customers react.


  Asking a prospective customer for the cost to extract the value is an indirect technique that can be used on a smaller or bigger scale to determine price.


  
    Guidelines for the Don’t Ask About Price Approach:


    
      	
        Replace the “How much would you pay for this?” question with “How much money does this problem cost you?”

      


      	
        Usually the right price is the one the customers accept, but with a little resistance.

      


      	
        Keep in mind that price objection is in fact value-objection. It’s not the price they are not happy with, it’s the value they don’t care for.

      


      	
        If the only negative feedback from customers is that your product or service is expensive (but they still use/buy it), then you have a strong indication that you have found the right price. The best thing a customer can say about your startup is “Yes, it’s a little expensive but it’s worth paying for,” rather than “We use this product or service because it’s cheap.”

      


      	
        You also need to uncover the customers’ willingness to pay (value perception) and their ability to pay (how, when, why, where, how).

      

    

  


  Method 2: Do Ask the Customer for a Price


  The economist Peter van Westendorp came up with an elegant method to figure out the customer’s willingness to pay. The van Westendorp method is called the Price Sensitivity Meter.


  The Price Sensitivity Meter is basically a market technique for determining price preferences. It was introduced in 1976 and is very popular among a wide variety of pricing experts in the market research industry. The Price Sensitivity Meter is a direct technique to research pricing. The pitfall of such a direct technique is that it assumes people have some understanding of what a product or service is worth, and so it makes sense to ask explicitly about price. That is not always applicable to startups, especially when startups create a new category where people probably don’t have enough understanding or insight to make valid comments. It can, however, be partly tackled during the interview when the value creation is clearly expressed in a quantitative way by the interviewer.


  The Price Sensitivity Meter uses a set of open-ended questions linking price to the perceived value. The underlying assumption is that price is a reflection of value. It’s a simple but powerful method.


  The Price Sensitivity Meter uses the following set of questions that can be adapted towards the specific product or service that is being measured:


  
    	At what price would you consider the product or service too expensive to consider? (i.e. too expensive)


    	At what price would you consider the product or service so inexpensive that you would question the quality / value? (i.e. too cheap)


    	At what price would you consider the product or service is getting expensive, but you still might consider it ? (i.e. expensive)


    	At what price would you consider the product or service a bargain, a great buy for the money ? (i.e. value for money)

  


  The order of questions is less important, as long as you feel that the flow is right for your product and service. The wording is also less important as long as you can communicate the different nuances between the questions. Don’t fall into the trap of offering ranges, make sure that the questions are open-ended and elicit a numeric response.
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  Questions that could be asked using an online survey application, but conducted in person instead, will improve the quality of the answers because the interviewee will take more time to ponder and reply; online surveys tend to be rushed through. Another benefit of in-person interviews is the chance to observe non-verbal communication. The telephone interview makes a good compromise between online surveys and in-person interviews.


  You might be surprised that despite the simplicity of using a method with just four open-ended questions, people do tend to give valid and useful information despite lacking a framework — on the condition of being given a clear briefing of the product or service value.


  Once you have collected the answers, you can plot the results on a graph using cumulative frequencies. The interpretation of the data and the graphs, specifically the intersecting points, is subject to an ongoing debate between pricing experts.


  To keep it lean, as the title of this book promises, we recommend the van Westendorp’s original interpretation of the graph. In his view, the optimum pricing point is the price at which the number of prospective customers who see the product as too cheap is equal to the number of prospective customers who see the product as too expensive — this is the recommended sales price. As we plot this on a graph, the intersection shows the recommended sales price:
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  Note that a simple Internet search will give you a wide range of graphs showing different intersections and even more explanation of what these different intersections mean and how to use them in determining a price.


  Unless you’re a pricing consultant whose core-business is price setting for a living, it’s better to stay far away from complex theories and extensive statistical analyses. Often they create more questions than giving useful answers. Stick to the original approach, conclusions and simplicity of the Price Sensitivity Meter and use one or more of the other 11 pricing methods in this book as additional validation instead.


  One more bit of advice: first start setting prices by measuring what customers say using the Price Sensitivity Meter, then test pricing by what customers actually do.


  Capturing Feedback on the Pricing Page


  You place a feedback form, such as this one from Qualaroo, directly on the pricing page.
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  It’s a simple, non-intrusive way to ask people for feedback, one question at a time. Although we would be careful with the questions asked, especially related to pricing, it’s a good way to capture input and feedback on the most important page of your web site, the pricing page.


  


  The Industry Margin Benchmark Method


  Using the software industry — more specifically the SaaS and web service providers — as a benchmark is a simple and useful method to validate pricing. Historically the software industry has been a pioneer in applying value-based pricing generating very high margins. The software industry offers some of the highest profit margins of all industries, but there is one important consideration, those margins are typically generated by businesses that are mature.


  Generating healthy margins and profit is the bread and butter of the bottom line allowing a startup to reach breakeven, finance growth and innovation, and, of course, be attractive to investors. It’s the mix of growth, market potential and high margins that form the holy grail investors are looking for. Pricing influences all these components but has a high impact on the margin. And that’s why the importance of using this method cannot be underestimated.


  The On-Premise Model as Gross Margin Benchmark


  Let’s start with the oldest software companies that used the good old on-premise software model. A very attractive model from a bootstrapping point of view is called the “Pay Now” model2. The majority of big software companies are based on the Pay Now model, but are adapting to SaaS and web services quickly.


  An overview of the financial indicators the biggest software companies in the world employ speak volumes:
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  A high gross profit and operating margin can lead to net profit margins that can skyrocket above 20% — for companies that slowed down growth and are more mature. The software industry enjoys some of the highest margins and profits in the world. Any other industry with an EBIT (Earnings Before Interests and Taxes) of more than 5% is considered to outperform competition. A margin of 70% to 95% is a common range in the industry, but what about its youngest cousin, the SaaS industry?


  The SaaS Model as Gross Margin Benchmark


  Although the SaaS market is much younger than the on-premise software market, it’s clear from the growth rate of both the market and consequently the industry that a cloud and mobile first model is the future. However, although the SaaS model has many benefits, it has one major weak point: cash flow, thanks to the deferred payments. While the on-premise model is bootstrapping the customer by asking payments up front, the SaaS based business models are being bootstrapped by the customer as they financing the software. It’s why this model is called the “Pay Later” model3.


  Let’s take a look at the financial performance of some important players in the SaaS industry for the year 2013:
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  Given that the industry is growing, there is no hockey stick effect yet. The day Salesforce.com slows down growth, net income will go through the roof.
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  The gross margins are lower than the on-premise software companies, typically 60% to 70%, but still high compared to other industries. Note, that the on-premise model typically charges about 3 to 5 times as much as the SaaS model for a lifetime license. Why then is financial performance lower for SaaS? There are a number of reasons:


  
    	SaaS companies have a hosting cost;


    	Companies look differently at software now; they feel they are being charged more than necessary. SaaS often provides a point solution so to a certain extent is commoditized software.

  


  How to apply this method?


  With this information at hand, you can deduct pricing by estimating your cost. Although cost structure will change fast for a startup depending on if pre or post product-market fit. The above benchmark gives a good orientation, especially in the scaling stage. Once cost structure has been estimated, create a rudimentary forecast using the industry gross margin as a base. Finally, reverse-calculate the price points.


  The cost that is typically underestimated is the cost of acquisition (sales & marketing). For a SaaS company, spending half the revenue on acquisition is not an exception, rather the minimum during the scaling phase. The cost of acquisition should be high for any scaling company. The day that Salesforce.com has a cost of acquisition falling below 30%, is the day that they will have reached market saturation. A 2013 benchmark:
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  Except for LinkedIn, which has the benefit of passing the network-effect tipping point, the cost of sales of SaaS business models is rather high. It seems that Constant Contact reached the saturation point. That’s unsurprising as it has an excellent customer service model geared towards the US market. But strength can also be a weakness if it’s difficult to replicate in the rest of the world.


  This is a very effective method that can be used as a price validation, rather than a starting point. If a startup makes a forecast and the gross margin is 25%, you know that something is wrong. Very wrong. Most likely the issue is the price.
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  The software industry offers some of the highest profit margins of all industries, but there is one important consideration, those margins are typically generated by businesses that are mature.
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  The Breakeven Point Method


  A common definition of a startup’s “runway” is the amount of time a startup has until it runs out of cash. Often startups don’t have a big capital to start with and are under pressure to become operational cash flow positive as soon possible. That means counting on customers at this point to keep you afloat, not investors.


  A good exercise for an early-stage startup is to do a simulation on the potential costs and revenue and make a best guesstimate. We know that a forecast or a business plan is inaccurate; to paraphrase a Prussian marshal: “No plan survives contact with the market.” But you need to start somewhere. The main benefit of a plan is that it helps you to understand why your assumptions haven’t worked once you’re out in the wild.


  Now that you have created a forecast mapping out potential costs and revenue, the question to answer is: what is the right price point that ensures a viable business before running out of money? In other words, you’re looking for the breakeven point — the point where cost and revenue are equal. The company is making neither loss, nor gain.


  We know the forecast will be wrong. Or more accurately, it still needs to be tested, verified and adapted to the market. Until that point, it’s better to build a financial safety net into the forecast. The next step is crucial; after finishing the forecast, simulate again with assumptions cut in half. Startups tend to overestimate revenue and underestimate costs. Halve your revenue while at the same time doubling your cost. Now increase the price to reach the breakeven point in a second iteration.


  When you break down the costs, use the industry margin benchmark from the earlier chapter as a validation point. It provides valuable information as long as you keep in mind that a mature company has a different financial performance than a startup, especially in the early days of launch. Chances are that you will not feel comfortable with this new price. That’s a good sign; startups often undercharge in the beginning of their lifecycle before they start to understand the rules of the pricing.


  Let’s assume you’re planning to sell your product or service to small businesses as a target market. In the European Union, a small company employs between 11 and 50 workers, in Australia they have less than 15 employees; in the US it’s less than 250. Every business under these employee numbers is a micro-business. Usually, a five-person company would be on the smaller end of your target segment.


  Typically that puts their monthly running cost at least $20K, just in salaries. That puts your monthly charge into perspective. A $9, $25 or $49 per month plan doesn’t mean a lot. It’s less than what they spend on coffee, and much less than what they spend on office supplies. For an employee, $99 a month means nothing compared to the other things they spend money on. If your product really creates value, feeling uncomfortable can be a good sign that your pricing is in the right range.


  Often we see startups sell less than expected (hence the halved assumption on revenue forecast) but they sell with a price twice of what they expect. There are a number of theories to explain this phenomenon. Creative people in general are not good in valuing their work. Secondly, the effort to create a product is not linearly correlated to the value it creates (why cost-plus pricing doesn’t work). Lastly, Early Adopters are not as price-sensitive; as economist would put it, they are price-inelastic.


  Although this approach starts from a cost perspective, it’s different from cost-based pricing as the aim is to know how to get to breakeven before the end of the runway, or better, as soon as possible. Once you have reached the breakeven point, nothing stops you from growing further and revisiting the price based on the learning and the state of your startup. Startups that achieve pricing success do so by iterating their pricing strategy as their company and product evolve.


  Two elements are important to take into consideration using the breakeven point method:


  You have to make a living.


  Include your salary in your costs. Remember, you’re a startup, so the salary should be the bare minimum to survive. Don’t give yourself a big salary in the beginning; you’re an entrepreneur that creates value and wealth through the company. While it’s fair to go above Ramen noodle-profitable, stay away from being Michelin-star profitable and instead go for pizza-profitable.


  Cash Flow is as important as revenue.


  A breakeven point in revenue doesn’t necessary mean that your startup is cash flow breakeven. It’s better to have a lower revenue, but a higher amount of upfront payments. This is especially an area of concern for SaaS models (see the Pay Later model)4.


  How to Implement the Breakeven Point Method


  1. Create an Excel or Google Spreadsheet covering the next 12 months in estimated revenue and costs.
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  In this scenario, assume that cash flow is equal to revenue to keep it simple. A startup requires a capital of $32,448 and will reach a breakeven point in month 9. It will end the first year with a cumulative revenue of $72,005. For a subscription business, the run rate in month 12 is $15,626 translating into a run rate of $187,513 in revenue per year.


  2. Break down the revenue in number of customers.
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  Do it manually for every month; do not use a formula based on a fixed price. This is the first reality check. The number of customers to be acquired and retained can be very confronting.


  To make the efforts even more feasible, the simulation assumes a monthly churn rate of 10% and shows the acquisition efforts as a new line under “# new customers.” To end the year with 100 paying customers, the startup needs to acquire 141 customers. Note that in a 12-month timeframe, the sales & marketing machine of the startups needs to bring in a new customer every day. The success of a startup not only depends on the product or service, but also on the ability to create an acquisition machine.


  Dividing the revenue by the number of paying customers — assuming there is only one payment plan — given a price point range of $100 to $163 with an average of $132. If the startup decides on a price point of $149, the simulation outcomes stay in the same range. In this particular scenario, the revenue might be overestimated but the costs are conservative. The startup should experiment with a basic package of $149 and another package of $299.
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    	Charge more than you’re comfortable with and use the industry margin benchmark as validation when calculating margins.


    	Don’t multiply big numbers, i.e. $50 times 1,000 customers times 24 months. You have no idea how hard it is to get 1,000 clients paying $50 monthly for 24 months.


    	A B2B service for less than $20 per month probably means that you are undercharging or you don’t solve a big enough pain.

  


  


  The Google AdWords Method


  We have seen that the cost of sales is one of the main cost drivers for startups. Estimating and validating the cost of sales is of paramount importance for the success of a startup and consequently ensures that a given price point is covering that cost. The other key metric to assess in the light of the cost of acquisition is the lifetime value of a customer (CLV or LTV). The lifetime value can be calculated based on revenue or, more accurately, based on gross margin.


  If the lifetime value is lower than the cost of acquisition, you’re basically losing money. A good way to look at lifetime value is the number of months required to recover the cost of acquisition. A rule of thumb is that it has to be lower than 1 year. But for a bootstrapped startup just entering the market without VC backing, 12 months might be too long to financially bridge. A pricing strategy that takes into account the cost of sales helps overcome this problem. A cost of sales based method is an attractive start and a good basis for a pricing strategy.


  How to determine the cost of sales?


  The starting point for this method is to setup a sales funnel and associate a cost to every step of the funnel. A popular funnel is the Pirates metrics of Dave McClure, the iconic founder of the 500 Startups accelerator and member of the “PayPal mafia”:
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  However, if you draw a funnel upside down as in the above picture, it suggests that if you “dump” a number of web visitors into the top of the funnel, money automatically pours through it thanks to the forces of gravity. Nothing is further from the truth. Every step in a funnel needs to be designed to convert a prospect to the next step finally ending in a user or paying customer.


  A better way to visualize a funnel is from left to right:
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  The number of conversion steps in a funnel can be different for one business to another. A funnel might be shorter in a consumer web service while being longer in a B2B oriented product. The ratio between the cost of the funnel and revenue generated by the funnel is the Return on Investment for a particular sales channel.


  A quick and accurate method to estimate the cost and volume of visitors is Google Ads Keyword Planner. Lookup the cost per click for relevant search words. The price of a “word” is a starting point to calculate the cost of sales. For your convenience, we have developed a tool connected to the Google AdWords API that’s designed for determining the cost of sales: http://www.katalict.be/simulatie


  Why is Google AdWords used for calculating cost of sales? There are a number of options to attract visitors and ultimately customers to a website or a landing page. One way to attract visitors is Google AdWords. However, the Google AdWords approach is probably too expensive. To pay $10 for just a click is way outside the budget for the majority of startups. But running Google AdWords provides valuable insight on how many people are searching for certain keywords. You get a break down per region and language. Google AdWords will even suggest similar keywords and their monthly search volume, a gold mine for market potential research. But the most interesting part of this exercise is to find out how much other companies are paying for these words.


  Use Google AdWords to simulate a number of visitors to your website or landing page. For every step in the funnel, i.e. conversion ratio, start with a guess. There are two sides in the simulation:


  
    	The “money” side, or the revenue stream of the funnel


    	The “expense” side, or the cost stream of the funnel

  


  On the revenue side estimate the ratio of visitors that will go to the next step in the funnel. On the cost side, put a price tag on every step of the funnel.


  


  Tutorial: Using the AdWords API
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  Go to http://www.katalict.be/simulatie


  You just fill in the key words (one or more, but start with one) that you want to simulate. Then enter the currency of choice for your results. You can select a country and a language as optional. In this example, we search for the keyword “CRM”, the USA for country with USD as the currency. Press “Submit” to see the results.
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  You see on the above line the results for your specific key word: the average number of searches per month and the current price for that keyword. In the CRM example, there are 110,000 searches on Google per month. The cost of buying this keyword is $48.77 per click.


  Just below the specific keyword you entered, Google will suggest a bunch of similar keywords, their respective monthly search volume and price. There is a lot of information to gauge interest from your potential market but also for SEO optimization as part of your (content) market strategy.
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  Now we turn our attention to the funnel. This particular funnel is designed with 6 conversion steps on the revenue stream, the “money” side:


  
    	Query: the number of people that searched for that keyword per month (based on the Google AdWords input);


    	Visitor: percentage of visitors, i.e. the number of people that will click on the Ad;


    	Capture: percentage of visitors that turn from unknown to known, i.e.as in contact details are captured;


    	Lead: percentage of contacts that expressed an interest in the product or service;


    	Opportunity: percentage of contacts that want to be buy the product or service;


    	Sales: percentage of contact that purchase the product of service.

  


  You can customize the percentage of conversions.
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  Consequently, the funnel has a cost for the same steps on the cost stream. You can customize the cost per step.


  Now that you filled it all conversion percentages and costs per step, insert the lead value in this field — $5,400 in our example. The lead value is the estimated lifetime value of a customer, expressed in revenue. The tool will compare the potential revenue against the potential cost of acquisition. The ratio between these two is the cost of sales. That’s what you’re looking for. If it’s too high, you might consider to increase the lead value through price increasing.


  What you can do to test your assumptions is to spend a small amount on Google AdWords, say $250 and validate the conversion percentages. Just make sure that the advertisement is written to attract the right visitors; as author Eric Ries promotes in Lean Startup, test your hypotheses. Google AdWords is a great way to do that, as it instantly drives traffic into the funnel validating the simulation. Also use the Google AdWords method to benchmark against competition. Google is the dominant search engine except if you want to enter markets in China (Baidu), Japan (Goo) and Russia (Yandex).


  


  The Anchor Pricing Method


  People can only understand relative, not absolute, value; no one really knows how much things are worth. We don’t have a built-in pricing section in our brain that tells us what the absolute price is for a given good or service is. Anchoring is probably the most powerful force in today’s economics as it allows you to compare your product or service to something more expensive. Comparison is the key here, because we prefer to make decisions based on “like for like” and avoid trying to make choices between things that cannot be compared easily. An anchor provides the basis for customers to compare. Anchors make your product or service look like great value providing customers with a frame of reference. This is especially important for a new product or service in a new market where no point of reference exists.


  It is important that the anchor is the first piece of information offered when making decisions, creating a bias towards the price and value of the object we want to sell. Anchoring has the same effect as this optical illusion that makes the middle circle look smaller or bigger depending on the “anchoring” circles around it:


  There is the misconception, especially in economics, that consumers rationally analyze all factors before making a choice or determining value. The truth is that the first perception that lingers in a customer’s mind later affects perceptions and decisions. Daniel Kahneman, Nobel laureate for economics, applied psychological insights to economics, particularly from a consumer judgment and decision-making point of view under conditions of uncertainty. Kahneman states in his theory that when we make buying decisions, the first thought we have is to look for similarities and analogies. Anchoring is about mastering the art of analogies.


  Let’s look at a master at work: Steve Jobs. He compared the $499 iPad versus a $999 laptop, making the iPad seem inexpensive. Retailers are mastering this art too by using “suggested retail price” as an anchor, making your “special” price look like a good deal.
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  If there is no anchor for a new product and service, the intuitive part of our brain will be abandoned and the analytical part of our brain will take over. It will try to calculate the value, it will try to find substitutes, it will look for alternatives, assessing if it could build the same product and perhaps the most important, it will try to estimate the impact of doing nothing, i.e. not purchasing the product or service. A startup should avoid that a prospect is left in the dark without an anchor.


  When customers are unfamiliar with a product, they will use the highest priced model within a category as an anchor. Indeed price itself gives customers an anchor for value. Private label brands in a supermarket are a good example of this strategy. They are placed close to the branded product and the price is typically 15% lower whereby the branded product acts as an anchor. The best way for retailers to sell a $1,000 dress or a $2,000 watch is by putting it right next to a $10,000 version.


  We depend on anchoring every day to make decisions. Whenever we purchase something we need a frame of reference. It’s not a surprise the seller will happily provide one. Once an anchor price has been established and a customer still wants to negotiate the price, he or she has no other choice than to start at the anchor and veer from there.


  Sharkboard, a Danish startup that provides reporting-to-stakeholders-as-a-service, is using the cost of an intern as an anchor for their pricing:
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  Anchor Pricing as an Additional Package on the Pricing Page


  If you create an all-you-can-eat enterprise tier, “the Fortune 500 version,” at 10 times the price of the real product, it will look like a bargain. The best part of this tactic, no matter how high the anchor price, there will always be customers who buy it!


  The easiest way to implement price anchoring is to create a tiered pricing strategy providing different versions of a core product at different prices. The anchor pricing technique is so widespread among startups that you need to look hard to find a pricing page that doesn’t use a tiered pricing plan as an anchor. Typically, the second-cheapest plan gets a huge number of signups — up to half of all sign-ups, while the most expensive plan makes most of the money. It might very well be that revenue distribution is equal among all tiers.


  Anchor Pricing Based on Opportunity Cost


  A better way of anchoring than creating a very expensive package is to compare your product or service against an opportunity cost. That can be a rhetorical question, “What is the cost of losing a customer?” or the “Cost of missing an appointment?” You can even create a small tool to calculate the impact of not having a solution, i.e. “the cost of doing nothing?” For consumers, it might the be Fear of Missing Out (FOMO) effect, “Do you know what you’re friends are doing?”


  Anchor Pricing Based on a Familiar Product


  People who have a Heroku account probably are also on GitHub. If you are active on X, you’re likely also active on Y. Imagine one of your customers. What are the favorites he or she has in the browser history? What are the stacks and tools he or she is using? Take one of the elements on the stack that is familiar to the customer, carefully select the most expensive one, and make it an anchor.


  Anchoring is not misleading customers, but a helping them appreciate the value of your core-offering. People want to make a decision, usually quickly, and they want to feel like they made the right decision. So anchoring is the tool to make an effortless decision.


  Pricing Dilemma


  A startup offers an online training course. The question is at what price?


  The anchor is clear: a classroom course. Yet the majority of startups would price it less than a classroom course in the real world, but it’s actually better to price the online course at the exact same price.


  An online course offers certain benefits compared to a face-to-face training. For instance, people can follow the online course at their own pace. They can watch it as many times as they want. They can do it from home so there is no need to drive to another location. Lastly, and perhaps most importantly, if the online course has been priced lower than the anchor, the risk is that it can create a perception of lower quality. Precisely because it’s priced at exact the same price, the message is loud and clear: this is the same level. To preserve the value perception, and quality, while pointing out the different benefits is the key to success.


  If your product or service is more expensive than the common reference points of customers, you need to change the perception of the category you’re in. It might be by creating a different experience like Starbucks did to a commodity product: coffee. By creating a new category, people will lose their price reference framework clearing the way to introducing a new anchor.


  


  The Decoy Pricing Method


  People are attracted to products that are clearly better than another option in their choice set — the “decoy” — especially when they are committed to buying something from within that product category. Always bear in mind that when a customer is making a decision, the context is extremely important. Having decoy products to make your target product look more attractive or make it look like the smartest option.


  Consider 2 USBs. The majority will buy USB-B since it provides more value for money when comparing it to USB-A.
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  When adding a third USB to the initial two, the purchase will shift to USB-A thanks to the introduction of the USB-C decoy. The only function of USB-C is to shift buyers from USB-B to USB-A.
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  The beauty of the decoy method is that the product (USB-C) doesn’t even have to exist. Probably nobody will want to buy it anyway, but in case somebody does, for instance because of a budget constraint, you can still deliver USB-B for that price and have a jubilant customer getting more value for the price. If a lot of people are flocking to the decoy, you should urgently review your decoy strategy — it’s broken.


  For a SaaS or web services startups, decoys are easy to create. You simply need to offer a less desirable variant of an existing product or service. It is important that the decoy is directly comparable.


  A famous example of decoy, comes from Daniel Ariely, author of Predictably Irrational. In his book he explains how The Economist, the 150+ year-old respectable British magazine, used a decoy strategy for driving subscriptions. The Economist was offering three types of subscription: online ($59 per year), print ($125 per year) and print + online (also $125 per year).


  Dan Ariely tested a group of students by offering these 3 plans. 84% of the students took the print + online subscription and the remaining students took the online subscription; not a single student took the print only subscription. Daniel removed the print only subscription and this time the majority of the students took the online only subscription (68%). Conclusion: the middle option was clearly a decoy.


  Restaurants are another example of an industry that mastered the art of a decoy using expensive items to draw you to the cheaper items. When you see a single dish with a three-digit price tag on a menu, you found the decoy dish!


  Decoy works in both directions, upwards and downwards. Offering a superior version that costs slightly more than its counterpart makes customers feel like they’re getting a good deal. Likewise, an overpriced premium package can make a less expensive, but only slightly-inferior variant look like a great deal. That’s the power of decoying; steering customers exactly to where you want them.


  What Is the Difference Between Anchoring and Decoy Pricing?


  If you did a search on Google, often you would see that both terms are being confused. Anchoring is about creating a reference framework for framing the value of your product or service. Decoy is about providing an additional option with the sole purpose to make customers purchase the product you want them to purchase. In other words, in anchoring you use an external or internal benchmark to make the customer make a decision to buy, while decoying is routing customer to the product you want them to buy.


  How to Implement Decoy Pricing?


  The easiest and best way to implement price anchoring is to create a tiered pricing strategy, providing different versions of a core product at different prices.


  


  The “Buy vs. Build” Benchmark and Psychology Method


  Often in a B2B environment, there are customers who feel that customized software, built entirely for their specific problem and company, is the right way to go. Especially when the IT department or the CIO have a strong say in the decision. For any service or product that a startup is offering, often it’s just a little more than an MVP (Minimum Viable Product) in the beginning, bigger companies might consider the possibility of building it themselves or offshoring it to an external team of developers.


  Tackling the Issue


  There are two main elements to point out to the prospective customer: risk and cost.


  
    	Risks: The risk of building custom software is always high. While an established product or service can be tested, building from scratch is high risk. In fact, software projects are notorious for failure, cost and time overruns, and under-delivery. For customized software projects, failure is almost the norm. Software development is not part of the company’s core competencies while, it’s the only activity of the startup. 100% of a startup’s staff is focusing 100% of their time on software development and support. What a startup also offers to a company: giving access to new technology platforms on the horizon mitigating the risk of a legacy system.


    	Costs: In addition to the fact that custom software projects run over budget, typically 70% of software costs occur after implementation. Investment in updates and enhancements — let alone changes — are generally costly. An external solution requires low to no internal support.

  


  In a SaaS environment, the pricing model can be flexible as the company only needs to pay for what they need while the solution can scale with the prospective company.


  Setting the Value and the Price


  In terms of pricing, the cost of creating a customized version is an excellent benchmark. It’s best to show a Total Cost of Ownership (TCO) over a 5-7 year period. Once that cost is established, you can price your product (on an annual basis) at 10% of the equivalent “build” cost.


  For example, if the customer has to pay $100,000 for building a similar product, you can price your product at $10,000 per year. In other words, you will provide your customers with 10 years of value without a huge upfront cost. From a financial and business perspective this should make both the CFO — less cost — and the business owner happy — more value provided. Most executives prefer to purchase software, particularly when time-to-market and money are top priorities. They prefer buying applications to the maximum extent possible to cut costs. Especially when the “time value” of money is considered in the case of a lengthy development cycle.


  It may also be wise to recognize the opportunity costs: the value of whatever resources the customer would have been directed towards building custom software. As an additional benefit, the customers get a product that will continually improve, compared to a static product if they build it themselves.


  Concerns


  A major concern that a startup needs to address is to convince the prospective company that it understands enough of their core business to deliver the right solution. Point out that your solution contains all the leading practices of their industry with a large group of customer-driven enhancements. Demonstrating similar market examples of customers who have successfully deployed their application is important. In short, the message to give to customers is: you buy a ticket to the future at the price of today.


  “Suppliers and especially manufacturers have market power because they have information about a product or a service that the customer does not and cannot have, and does not need if he can trust the brand.”


  Peter Drucker


  Typical questions that you can ask the prospective company to address the risks and costs of building an in-house solution:


  
    	How many staff members focus on software development and support?


    	How does the company plan to stay up-to-date on current technologies?


    	Who is the business owner? Who is the budget owner?


    	What parts are missing to the proposed solution that justify creating customized software?

  


  A simple cost calculation will help you to frame the budget: Let’s say that the fully-loaded cost of a developer is $120,000 per year. Let’s assume that building a module takes a month to develop, test, deploy, integrate and document as a minimum. That’s $10,000 for a single functionality. A total B2B solution will easily be 8 modules, bringing the budget to over $100,000 if hosting and support is included.


  Reasons why a B2B customer will buy from a startup:


  
    	If the offering is aligned with the business and technology strategy;


    	It meets most of the core business requirements;


    	If most of its functionality will be used in the next 12 to 18 months;


    	If the Return on Investment is factor 10;


    	If the know-how (software or domain) are not available inside their organization.

  


  


  The Price–Distribution Fit Method


  In the lean startup philosophy, founders own sales as they start selling before even having a product or just an MVP in place. This ensures that a product or service will only be built if there is interest from the market that also ensures a strong direct feedback loop between the startup team and their (prospective) customers. Once product-market fit is reached, the founders face the new challenge of finding levers to scale sales.


  A powerful lever to accelerate growth is using partners. Working with partners, such as resellers, distributors or agents, can be a significant lever adding value in sales, support, training, integration and advice. Partners can help to conquer new territories and new market segments. They can offer “follow the sun” service and support over all time zones. All this added value can be leveraged in exchange for a fee, often a percentage of the product or service to be sold. This is great for cash-poor startups as these partners will be a variable, not a fixed cost, working for a success fee.


  But that additional go-to-market footprint can only be accessed if you have the margins to accommodate resellers, distributors and agents. If you have only a 30% gross profit margin, and a distributor requires a 30% discount off the price to make his business model viable, you’re forever limited to direct-to-customer sales. Your pricing is placing a ceiling on the customer acquisition cost, which in turn limits the go-to-market options. Especially in SaaS, where the customer acquisition cost eats a significant chunk of the total cost.


  With a $5 per month plan, even with a margin of 70%, it will be unlikely to attract partners because even if they can sell 1,000 packages a year, they can’t afford to assign a person to the project as the revenue will not compensate the acquisition cost. A $50,000 per month plan will not only open the door to partners, but also for a direct sales force even if only a single deal per year is closed by the sales rep or partner. In other words, a high price has an inverse relationship to deal volume while a small price requires a volume strategy. The pricing strategy defines whether a startup can implement a value or a volume strategy. A volume strategy requires a high level of automation.


  Surely, you can increase price and create the financial space to accommodate partners, but that’s easier said than done. See the chapter on how to increase the price later in this book. Many startups will sell direct-to-customer by necessity in the early stages, often through a simple website. Only later they realize that their margins can’t accommodate resellers and partners when they come knocking. It is better to plan from the beginning a pricing strategy that allows for distribution partners. In other words, ensure a margin big enough to make your sales machine more scalable — of paramount importance for enterprise-oriented startups.


  Software giants like SAP and Oracle are typically offering 25-30% margin to their partners. However, if you are a newcomer in the market with a new product and unknown brand, these margins are on the low side. When VMware entered the market and created a new category, virtualization, the initial channel partners got margins well above 50%.


  Once a brand or product had been established, distribution margins melted down to a 20-30% range except for newly launched products and services that the vendor wanted to promote — what VMware did when launching Operations Manager in 2013 offering a 51% cut. This makes sense, as the cost of sales for a new product is significantly higher than selling an established brand. Therefore, apply the Google Ads method to calculate the cost of sales. Whether the startup will carry that cost, or the reseller, makes no difference. For both parties, the business case, and consequently, the return on investment should make sense.


  It’s true that web service and SaaS businesses simplify the implementation, reducing the implementation time and amount of training needed reducing the need for partners. Yet, partners can bring value to the sales process when they introduce their customers to SaaS providers. They are a trusted advisor to enterprises and have in-depth domain expertise in vertical markets. They can integrate multiple products into a single solution, they understand the local regulatory context and play a major role in companies’ transformation towards SaaS products and services. SaaS is helping partners move from one-hit sales to a continuous offering of services. But it requires a partner that is ready to trade the upfront commission for a continuous stream of revenue generated by subscription.


  When startups think about a partner program, they imagine a network of resellers that used to move boxes. Nothing is further from the truth. The traditional box movers (“resellers”) are being replaced with Value-Added Resellers (VARs), Systems Integrators (SI) and Independent Software Vendors (ISVs). They have amazing domain expertise in specialized markets, technical capabilities, a portfolio, and relationships with a range of companies, big and small. Among potential partners, you might find blue chip names such as IBM, HP or Dell. Or Accenture, PWC and Deloitte. For instance, Accenture is the strategic channel partner of Predixion, an analytics startup. Inacct, a provider of web-based financial management and accounting applications, moved 50 percent of their revenue to VARs in four years’ time5.


  


  Even omnipresent Google has a reseller program in place: Google Apps For Work6. The program has three tracks: sales, services and technology. Here is how Google describes these:


  
    	The Sales Track is for partners whose core competency is marketing and selling Google for Work and Education products at high volume. Selling includes ongoing account management and renewals associated with a partner’s customers.


    	The Services Track is for partners who provide the full range of services to customers, such as selling, consulting, training, implementing and providing technical support for Google for Work and Education products.


    	The Technology Track is for partners who create products and solutions that complement, enhance or extend the reach or functionality of Google for Work and Education products.


    	The Wall Street Journal reported that Google offers resellers a 20% cut of the revenue it makes from Google Apps subscriptions they sell7 making a move on Microsoft’s turf in larger companies.

  


  More mature SaaS companies such as Salesforce and NetSuite are accelerating their channel programs. Startups such as DocuSign that offer an eSignature solution, have an extensive partner program because the solution provided needs to be integrated into other processes.


  Today, only 35%-45% of SaaS B2B revenue comes from partners, which is a big opportunity compared to the 60-70% with on-premise software (pie table on the left). Only 23% of B2B SaaS vendors have SaaS programs, with an additional 12% intending to initiate such a program (pie chart on the right). By contrast, 80% of on-premises software vendors have channel programs8.
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  A powerful lever to accelerate growth is using partners. Working with partners, such as resellers, distributors or agents, can be a significant lever adding value in sales, support, training, integration and advice.
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  Case Study: Dropbox


  In 2014, Dropbox (online storage) expanded its reseller program outside the United States that had succesfully been launched a year earlier. The program has 750 active partners in the United States including industry giants like Dell.


  With 70% of their users from outside the United States, expanding the channel program internationally made sense for Dropbox. Note that the first target countries are Canada, United Kingdom, Australia and New Zealand to make it easy in terms of language support (just one).


  The program centers around the Dropbox for Business product which launched in February 2013. The product provides more storage capacity, additional security features, a single log-in and a management console for both the IT management and solution providers. The latter point is important as it allows resellers to retain customer control — owning the customer relationship and the provision and billing.


  The partner program will accelerate sales growth and market coverage not only by adding more feet on the street. Partners are well-placed to dilute the resistance of IT departments against Dropbox because they have a “trusted advisor” relationship.


  Dropbox partners earn a discount of between 15-25%, which stays the same for every subsequent year the customer stays in the program, offering the partner a recurring revenue stream. Dropbox is not only a known brand, +300 million people already know how to use it thanks to the free version. Sales cycles are short and the conversion rates high making it an attractive value proposition for partners.


  Dropbox even has a separate portal for partners: www.dropboxpartners.com. The onboarding process is online. Partners are required to have at least two staff members follow online training, and support material for sales and marketing is available. The self-service portal is designed to facilitate scale with a low-touch, low-cost approach.


  Dropbox for Business is a simple single-tier program, and the only product eligible for partners. If an existing business user requested to be transferred to a partner, Dropbox would comply. Any customer registered by the partner will be assigned automatically to that partner. In this way Dropbox avoids the notorious channel conflict. With the program getting up to speed, Dropbox is closing a significant gap in its B2B strategy to compete with more business-oriented rivals such as Box Inc.


  Advice: even if you outsource the sales process to an agent, reseller or partner, always own your marketing. In franchising, it’s common that the franchisee pays a percentage of revenue to the franchiser which in turn gets invested in the marketing activities of that territory. In the IT industry, it is a common practice that a vendor and reseller are engaged in joint marketing activities, called co-marketing. The ownership of the process is at the vendor level, the execution is on the reseller side; it ensures that the brand is protected.


  With a high price point and a focus on B2B, a channel program can accelerate growth, scale distribution and expand footprint. Plan out your first 18-24 months distribution plan before setting pricing.


  


  The Competition Based Pricing Method


  Competition based, also called market-oriented pricing, occurs when a company sets a price for its products or services based on what price competitors are selling a similar offering for. Competitors, and consequently their prices, are as much a factor in the market as customers so they should not be ignored.


  Setting a price based upon analysis and research compiled from the target market starts with identifying perceived competitors. Stack all of your competitors on a pricing spectrum and decide where you want to position yourself. The benefit of this method is the use of external data indicators as guidance in the pricing process.


  It’s a very simple method to set a price with a minimal effort; a Google search can be sufficient to provide the information you need. One can argue that this pricing strategy is based on the wisdom of the crowd; this collective wisdom sets a sales price acceptable to the market, and yet, allows for enough profit to ensure that the providers survive and sustain. In other words, Adam Smith’s invisible hand of the market regulates the prices.


  Part of it is still guessing, because most products and services from competitors are not completely the same. You should not underestimate the pricing power of established brands when setting your price either.


  The key is to differentiate yourself from the competition. List all the products and services that you (want to) offer. Write down the value you’re offering to the customer next to each product or service. Identify those who are similar, those who are better and those who are worse. Evaluate your competitors’ products and services, value propositions, and pricing strategies.


  Compare your products and services with the competitors in terms of value: low, medium, or high value. Now compare based on the level of differentiation: weaker, similar, or better. The combination of these two axes indicates whether to price lower, same, or higher.
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  If the outcome of the exercise is that you need to price lower or similar, perhaps you should review your product and service offerings and try to add value and differentiate yourself more.


  Once you have analyzed the market and have an understanding of competitors’ pricing in the market you can make a decision on which pricing strategy to follow. You can decide to blend in with the others; the benefit being you will avoid starting a downward spiraling pricing war where all players lose (and customers win). Or you can seek out a niche, which is a unique position in the market in regards to price.


  Scenario 1: Pricing Above the Competition


  This strategy works if you create more value than the competition to justify a higher price. A higher price could suggest that your products or services are superior in quality than the others. However, a higher price point might increase the sales cycle and decrease the conversion rate. In other words, it negatively impacts the sales velocity.


  Pricing above the competition is the pricing strategy that is successfully being applied by Workday.


  Scenario 2: Pricing Below the Competition


  This can be part of a penetration strategy, but it also has the risk to generate smaller profit margins. On the one hand it forces keeping costs down, but on the other it might not be sustainable long enough for the strategy to be effective. It might also establish long-term price expectations for the product, and consequently, image preconceptions for the brand and startup. Not only will this make it difficult to eventually raise prices, it will also attract the bargain hunters.


  They will ditch you as soon as you increase the price or a competitor lowers its price in a race to the bottom.


  Pricing below the competition has successfully been applied as a growth strategy by Zendesk.


  Scenario 3: Pricing on Par with the Competition


  Pricing on par means that selling prices are in line with rivals, so price should not be a competitive disadvantage. Another advantage is that it maintains the status quo. The response of competitors is an important part of competition-based pricing, especially in markets with only a few competitors. In such a market, if one competitor lowers its price, the others will most likely lower theirs as well. The primary disadvantage of competition-based pricing is that it does not use pricing based on the value delivered to customers, or even on the basis of costs. Thus, you have no control over the strategy to reach your goals.


  This method gives you at least a fairly accurate view of the market, where you might or might not fit in. It can also act as a sanity check. But a pricing strategy based on only this method is not a good idea; it works for markets with a lot a choice, but no differentiation. In other words, a commodity market. Not the type of market a startup wants to enter.


  Box selected this pricing strategy but differentiated based on product features.


  


  The Price-Per-User Industry Average


  Per-user or per-seat pricing is as old as the software industry. It is rational because it allows costs to scale in a predictable fashion in proportion to an organisation’s size. The per-user pricing is the de facto pricing standard in SaaS and web services and is a carryover from enterprise software’s “per seat” pricing.


  Industry data9 shows that the average monthly price point on a per-user or per-seat basis is between $26 and $75, with the initial sale ranging from 6 to 50 users. As always, you need to put this data into perspective. On one extreme there are high-priced products and services such as Salesforce.com or Netsuite. On the other extreme, there are low-priced SaaS products such as Basecamp or MailChimp.
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  DocuSign, a typical example, uses a monthly price per user.


  On the AppExchange platform where Salesforce.com partners offer add-ons to the main Salesforce.com platform, the price per user is $50 on average, while the core-products are priced in the $65 to $300 per user per month range. Microsoft Enterprise software starts from $45 up to $200 per user, per month.


  In the CRM space, Microsoft Dynamics is in the $15 to $65 per user per month range; SAP ranges $89 to $199 per user per month; Oracle is $75, Sugar CRM in $35 to $150 range; Zoho is in the $12 to $35 range (there is also a free version); and Netsuite has a price point of $129.


  An interesting twist on the user-per-month pricing can be found in the Human Resource space. A typical price point is $2 per user per month, but every employee is counted as a user.


  In consumer-oriented software, Office 365 Home Premium is a good benchmark, which costs $100 per year or less than $10 per month.


  CHAPTER 4


  Pricing Strategies


  


  Multi-Axis Pricing Strategies


  The aim of multi-axis pricing is to increase revenue. Multi-axis pricing allows capturing more revenue without putting off small-budget customers. In addition, it enables growing revenue from existing customers. Multi-axis pricing aligns value creation with pricing because there are different types of users extracting different levels of value from your product or service. If done well, it will lower the threshold for purchasing, while maintaining a path to grow the revenue per customer as usage increases.


  Multi-axis pricing is often found around the following axes: Product Features, Users and Usage.
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  Product Features


  This is the most common axis. More functionality means a higher price.


  Users


  The more users using the product, the higher the value creation and therefore the justification to charge a higher price (note that the price per user is decreasing in this scenario).


  Usage


  More disk-space (Dropbox), more email addresses (MailChimp), etc. are indications of a higher value creation, and therefore justify a higher price.


  The feature, user and usage axis are the most common ones but it is perfectly possible to have pricing based on a service level agreement axis as well:


  
    	Free customer service: users can find answers to their questions in an online FAQ or on a community platform;


    	Price X customer service: users can email questions and receive an answer within a number of working days;


    	Price Y customer service: users can call a hotline during office hours in the specific time zone of the company (not according to the customer location);


    	Price Z customer service: users can call a hotline 24x7x365 in follow-the-sun customer service.

  


  Note that the Users and the Usage axis also impact your cost structure, so it makes perfect sense to put some limits on it or, even better, capture additional revenue.


  Multi-Axis Pricing Is a Function of Marketing


  It is recommended not to use more than three axes as the human brain cannot process more than three dimensions. Whether the axes are called Bronze/Silver/Gold, or Free/Select/Premium, the three axes are pretty much the norm. Using only one axis is difficult. Often it’s necessary to put some “fair-use” constraints to frame the usage. Don’t overload the prospective customers with too many choices, because of the “Paradox of Choice.” If you provide too many options, it comes with the risk that customers prefer not to buy rather than pick the wrong option.


  “When faced with two equally tough choices, most people choose the third choice: to not choose.”


  Jarod Kintz, This Book Title is Invisible


  Make sure you don’t over-engineer your pricing strategy and make it difficult to understand. It is important to understand that pricing is also a function of marketing, not something figured out with an Excel spreadsheet.


  [image: image]


  Microsoft, the grandfather of all software companies, is using two axes for their hosted solutions pricing: users and product features as the main axis but they put a limit on number of users forcing companies to go to a higher plan — the more employees a company has, the bigger and the more money they have.


  


  Case Study: Salesforce


  Salesforce.com, founded in 1999, is the biggest SaaS company in the world and in terms of market share in the CRM space, even bigger than on-premise giants SAP and Oracle1. It’s well on its way to becoming the first cloud company to exceed $4 billion annual revenue rate — $3 billion revenue in 2013. It’s an excellent business case as a benchmark for leading practices.


  The pricing of Salesforce.com is based on two axes: Features and User Limitation.


  The Salesforce.com features are: Contact Manager, Group, Professional, Enterprise and Unlimited Editions. The costs for Salesforce.com to serve an enterprise edition user — priced at $125/month — may be higher than a typical professional edition user — priced at $65/month — but they’re not double as high, indicating that the Salesforce pricing strategy is based on value, not cost. Furthermore Salesforce is offering 1 and 2-year contracts; their monthly pricing display is purely a marketing feature.


  Despite the fact that the Salesforce.com pricing is displayed on the website it doesn’t mean that it’s fixed and cannot be negotiated. Customers can contact Salesforce to negotiate a volume discount.


  
    Salesforce.com customer support is priced as follows:


    
      	Basic support is included in the price (i.e. online FAQ);


      	For Premier support, customers are required to pay an additional 15%2;


      	Premier training is available but for purchase.

    

  


  For Salesforce.com, providing support and training to their customers is not a cost but a source of additional revenue. This is an important lesson for startups: shift service and support from being a cost center to a profit center.


  HubSpot is going a step further, it simply charges for upfront onboarding, which people thought was a mistake. Turns out it’s a huge piece of their massive retention success3. Churn is driven by customers that don’t know how to use the product and don’t get the results they paid for in the first place. Exactly the reasons that HubSpot cleverly solved.


  August 2013
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  August 2014
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  Pricing is not a “set it and forget it” process at Sales-force either. Compare their pricing page on August 2013 with their pricing page on August 2014.


  In one year’s time the price of the highest tier went up 20%, from $250 to $300.


  There Is No Silver Bullet


  Intercom, a platform to connect with your customers, summarized it nicely:


  “There’s no magic formula for multi-axis pricing. Excel can’t help you. The main thing to get right is to divide your pricing along the axes of value received. Make sure new customers can afford to get on board, but also that customers who extract the most value, pay the most money—e.g. big teams, big companies, big dependencies etc. If you get that right, then you’re half way there, and that’s as close as most people get.4”


  


  Strategies for Freemium Business Models


  Freemium is a pricing strategy by which (part of) a product or service is offered for free with certain limitations, but without a time limit. These limitations can typically be removed in exchange for money (premium). Freemium is a pricing strategy for attracting users using the free bait in order to upsell the premium part. Once a user is on board at the free-level, the product or service should demonstrate the value as a path to premium. The freemium approach became very popular with startups and now even established industry giants like Microsoft are experimenting with it.


  Freemium Is a Tactic, not a Business Model


  Unless you’re deriving monetary value from free users, the freemium model is less of a business model and more of a marketing tactic to — cheaply — fill your sales pipeline with — a lot — of potential prospects. You can’t beat free. Although there isn’t a standard template solution, the freemium approach is Tease, Please and Seize.
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  Before going down the freemium path, make sure you establish your free package’s purpose. Is it spurring viral growth or is it hooking customers onto your product to upsell them other products later on? Start with the premium part of freemium first. Since your goal is to charge for your product or service it’s the logical place to start. You can always offer a free plan later, like MailChimp did.


  If you have a free plan in place, analyze the usage patterns to identify the power-users, they are likely to be the ones to upgrade. Decide how generous the free plan should be so that a user naturally outgrows it at some point in the future. After years of providing unlimited access, The New York Times decided in 2011 to limited the free access to twenty articles per month. In 2012, it reduced the free access further to ten free articles a month.


  Keep the users constantly aware of the benefits of upgrading. PicMonkey, a photo editing service, shows all the options available but free users can’t use them. Users are constantly reminded of the free plan limitations and the value of the premium plan.


  A good free plan ideally should be similar to a free trial. The difference is that while a free trial is time-based, freemium is usage-based. Process Street, a platform for documenting processes and procedures, decided to shift from a freemium to a 30-day free trial based on the following5:


  
    	The year-to-date conversion rate was on the low side: 0.72%.


    	A full free trial shows the full value for the team better once the freemium constraints have been removed.


    	The value provided was (too) high in the free version.

  


  Free to Premium Conversion Ratios


  You should determine your ideal ratio of free vs. paid customers, in order for you to run a sustainable and scalable business. Freemium services report conversion rates in the 0.5% to 5% range for B2C and 5% to 15% for B2B oriented products and services.


  Free to Premium Conversion Benchmarks:


  Evernote: 6% conversion — but it’s much lower for new users and higher for users who have been onboard for more than two years.


  Yammer: 15% conversion


  LogMeIn: 3.8% conversion


  MailChimp: 13% conversion


  Spotify: 10% conversion


  Hulu: 13% conversion


  Skype: 8% conversion


  Dropbox: 4% conversion


  Pandora: less than 1% conversion


  Flickr: 10% conversion


  Xing: 8% conversion


  BidSketch: Less than 1% conversion rate; subsequently removed their free plan


  Wix: 50 million registered users and 1 million premium subscriptions


  Chris Anderson argued in his book, Free: The Future of a Radical Price, that for web service startups, 5% should be the target to reach a breakeven point. The Wall Street Journal6 however advises startups to expect a lower than 5% conversion rate.


  An interesting freemium model is Eventbrite, an online ticketing platform. Everyone can schedule an event for free as long as the event itself is free. But when the organizer sells tickets, Eventbrite charges a transaction fee — 99 cents — and a commission of 2.5% of the ticket price. In its business model, the value capture of the event organizer and Eventbrite are perfectly aligned. They make money only when their customers make money.


  PressPad goes one step further. It’s a mobile app for creating and distributing online magazines and it’s free. What’s PressPad’s business model? PressPad keeps the first $299 that a magazine makes every month. Everything above that amount is transferred to the customer. Customers never lose money, not even during a slow month. This uplift approach makes PressPad a risk-free offer with a great value alignment.


  Many startups are giving away too much value under their free plans, which leads to tiny or no conversions. One explanation for this problem is that creative people (artists, musicians, developers) are notoriously known for undervaluing their work and in general and are not good in price setting.


  Risks in Using the Freemium Business Model


  
    	Your goal should be eating up your competitor’s market share not cannibalizing your own offer.


    	Pricing is one of the riskiest and most critical parts of the business model and should be tested early on. Freemium delays this learning and increases the risk significantly.


    	Your free users are not your customers—yet. Do not confuse customers and users in case of Pay Never business models.7 Freemium can shift the focus of startups to the wrong — vanity — metric: signups. Unless you can monetize these users one way or another, getting more signups is a waste of a form.

  


  Free Is not Free for the Startup


  What’s the cost of supporting each free customer? Even though the cost of serving free users is — very — low, it’s not zero. Unless free users are adding participatory value, such as network effects, they are an expense and should be booked as marketing expense in the balance sheet.


  Asking Something in Return


  Experts Exchange is a platform for developers to ask and answer technical questions. It is a freemium service with a twist: you start with a 30-day free trial for a premium plan. The more you answer questions the lower the fee will be to the point that you can earn a completely free service. The earn-your-free-part mechanism idea can be very powerful as money and time are valued differently by different users. Some users have time but no money; others have money but no time.


  Another example is Duolingo, a platform to learn how to translate texts from other languages using a gamification approach — free. What’s Duolingo’s business model? It crowdsources text translations. While a company pays for the translation, the students pay with their time. But the time invested is the same time a student needs to learn a new language anyway.


  Freemium in B2B


  Freemium can be a strong growth engine in a B2C market, while in the B2B market time-based trials are more common. Freemium models might not be appropriate in a B2B business model, as companies tend to be less-price sensitive than consumers since they often follow a procurement process. A free product might be perceived as a risk by bigger companies who question the offered service or product’s quality, continuity, and/or support.


  Often freemium is a strategy to go from B2C (free) to B2B (premium), a strategy that is successfully applied by Skype and Google. Freemium business models often have two ways to monetize users:


  
    	Front-end monetization: charging the user for the premium service


    	Back-end monetization: selling user data, advertisements, etc.

  


  Note that an inverted freemium business model is also possible. An example would be a backup service that is offered as a contingency plan. All subscribers have to pay but in case somebody needs it, it is actually free for that “premium” user. In fact, insurance models are based on this principle.


  Duosecurity is a startup that provides cloud-based authentication. They offer a freemium plan but notice that their onboarding process starts with their premium edition and goes automatically to the free plan after a 30-day trial. In other words, you will experience the full product first before you enter the free plan. It’s the opposite of teasing with the free plan; a better teaser is the full plan. This interesting tactic is worth considering:
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  The Case of Flickr


  Flickr, the Yahoo-owned photo service, used to be simple: a free version and a payment plan called Flickr Pro for $24.95 per year. FlickrPro Users had a number of benefits: full resolution, unlimited storage space, unlimited uploads, etc. All the things that a photographer, amateur or professional alike, can appreciate. In May 2013, Yahoo decided to give free users pretty much the same benefits as Pro users while quietly discontinuing its FlickrPro accounts (existing Pro users could continue to use FlickrPro). Now you can still upgrade at twice the price ($49.99 a year) for one single benefit: removing the advertising.


  For the advertising machine Yahoo!; a user’s advertising value is between $25 and $50 a year. By shifting pretty much all benefits from Pro to free, Yahoo forces its Flickr user base to move to a free account. The small FlickrPro revenue stream was a small sacrifice to increase the declining advertisement revenue. So the Yahoo pricing strategy is completely reversed, once designed to upgrade from free to premium; the new goal is to convert from premium to free.


  The Case of WhatsApp: A Year-Long Trial


  WhatsApp understood Metcalfe’s law and its winner-takes-all implications well. However WhatApp founders decided not to rely on an ad-based business model. WhatsApp’s “free for the first year” model allowed them attract and hook up a massive user base while having a horizon for monetization. Something VCs certainly appreciate. More important, this approach sets the precedent from the beginning that the service will not be free forever.


  The Case of Zenefits: Freemium with a Twist


  Zenefit’s product helps companies connect the various HR systems (payroll, insurance, onboarding, etc.) into a single dashboard. The twist in the business model is that Zenefits doesn’t charge companies anything. Instead, Zenefits acts as an insurance broker and makes money from commissions. They have already raised over $80M at a purported $500M+ valuation in 2014 and PandoDaily called it “the fastest growing SaaS company ever”8.
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  Two-Sided Marketplace Business Models


  A two-sided marketplace is a platform that brings two parties — sellers and buyers — together for direct interaction and transactions. Known brands in that space are eBay, Monster. com, Uber, PayPal and Match.com. Although it’s an attractive business model, the two-sided market place is notoriously hard to build.


  Why are two-sided marketplaces difficult to build? There are two reasons:


  
    	Ensuring that there are both demand and supply;


    	Ensuring that there is liquidity, i.e. the number of products and service exchanged against the total number offered.

  


  In other words, a two-sided marketplace needs to scale both the quantity — offering volume — and the quality — liquidity — in its target group. Liquidity is the single most important indicator for product/market fit. Most startups need to worry about one side of the market: attracting customers for their services and products. In a two-sided marketplace you need to attract two sides. In other words, the customer acquisition strategy needs to open two fronts at the same time. It’s as if you are building two parallel companies. Let’s use the popular Osterwalder Business Model Canvas to visualize the challenge, and you can see why it’s hard:
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  Once a startup reaches enough suppliers and buyers — and liquidity — it is hard for a competitor to break into that space because of the network effect. Size matters! Any startup facing the early challenges of Metcalfe’s Law9 knows the importance of quickly building out its network in order to create value. Once a critical mass has been achieved, the supply and demand dynamic allows startups to develop interesting algorithms. This is perhaps the most powerful component of Uber’s business model: the pricing algorithm. Uber takes Yield Management to a whole new level — they label it as “Surge Pricing”, a name with pejorative connotations.
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  Dynamic demand-based pricing is common in the travel industry but it seems inevitable that the whole market is going in that direction. Liftopia and GolfNow are doing the same in the sports industry. The writing is on the wall.


  If a startup identifies a market segment where the buyers and the sellers are the same it will be a much easier problem to solve. Etsy and Devianart are good examples. People who make handicrafts or art are likely to buy from other people who make handicrafts or art. Or consider a dating site for straight people where you need to find sufficient profiles from both genders to make it attractive. Compare it to launching a gay dating site. Since the demand and supply is in the same group, a two-sided marketplace problem becomes a single-sided marketplace problem.


  


  Case Study: Two-Sided Marketplace


  Etsy charges a 20-cent listing fee per item and takes a 3.5% cut of sales. It achieved first-year sales of $175,000 in 2006. In 2013, Etsy sold $1.35 billion in merchandise. A survey of its 5,500 U.S.-based sellers revealed that 88% are women, nearly all working from home. For a fifth of them, selling through Etsy is a full-time job. A startup wanting to launch a two-sided marketplace should read the blog platformed.info from Sangeet Paul Choudary.


  In a two-sided marketplace, the side with the highest price sensitivity receives a subsidy in order to stimulate demand from the other side. Take the example of how PayPal created the demand side of the marketplace: existing customers received a subsidy ($10) for each new user they invited. At the same time, those new users got $10 too that could be spent on eBay. With this strategy PayPal grew a big enough customer base to attract merchants. Offering merchants a better deal compared to the transaction costs of credit cards will not be sufficient as a value proposition if no customers used PayPal to pay for merchandise. If you can find or create a group that is willing to spend money, it’s easy to find a group that wants to make money.


  In the case of Airbnb, the host gets a subsidy. Why the host and not the guest? There are free listing services in the market which create barriers for hosts to pay Airbnb premium listing rates. Buyers are price sensitive too, but Airbnb often is well below hotels and other higher priced market alternatives.


  Pricing in a two-sided marketplace is typically a combination of a transaction fee, and a cut or commission on the value. An overview of typical fees:10


  Company: Rate


  OpenTable: 1.9%


  Homeaway: 2.5%


  Etsy: 3.5%


  Kickstarter: 5.0%


  Comparison Shipping: 6.0%


  eBay: 9.9%


  UpWork (formerly oDesk): 10.0%


  AirBnB: 11.0%


  Expedia: 11.9%


  Amazon Marketplace: 12.0%


  Fandango: 12.5%


  Wish.com: 15.0%


  PriceLine: 18.5%


  Uber: 20.0%


  TicketMaster: 26.0%


  Steam: 30.0%


  iTunes: 30.0%


  Facebook credits: 30.0%


  Spotify: 30.0%


  GroupOn: 38.2%


  Udemy: 50.0%


  Shutterstock: 70.0%


  


  Components of Pricing Strategies


  Price Elasticity


  In economics, elasticity (of demand) is the measurement of how responsive an economic variable is to a change in another variable. For example: if we lower the price of my product, how much more will we sell? Price elasticity is used to see how sensitive the demand for a product or service is to a price change. The higher the price elasticity, the more sensitive customers are to price changes.


  Unfortunately, the elasticity of demand for your specific product or service isn’t something you can find via Google search. But here is the good news: price elasticity may be quite low with the differentiated products and services offered by startups. Startups break the standard definition of price elasticity, but that doesn’t mean it’s not relevant.


  Startups that don’t have the traction they expected often reduce their price assuming that their product or service will finally take-off when they lower the price. They assume that the price elasticity is high. Visit the graveyard to see startups that cut prices by 15% to 30% hoping that will do the trick to “cross the chasm.”


  Consumers are often more satisfied with a more expensive product or service than a similar but cheaper variant. A simple test, offering people the same food or wine at a different price point, will prove this true. This was proved already in 1949 by economist Oswald Knauth. By increasing the price of a commodity product, such as stockings, by 14%, sales peaked. Customers assumed that more expensive stockings are of better quality. In other words, if no other indications of quality are available, price is the only indication of quality. You get what you pay for is the age-old proverb.


  Rather than assuming high price elasticity, consider your product or service as a “Veblen good” named for the economist Thorstein Veblen. A Veblen good11 is a product or service whose demand is proportional to their price; an apparent contradiction of the law of demand. In other words, demand increases as price increases. Well-known VC and SaaS expert, Tomasz Tunguz, describes12 how Zendesk discovered that demand for their customer service platform in the enterprise space surged as their price increased.


  You should never take the decision to lower prices lightly. Low prices often go hand-in-hand with poor-quality service. In most circumstances, your customers decide to buy from you because of the benefits you offer, along with your price. Needless to say, a purchase is not solely based on price. Without a doubt you need a “reasonable” price. Reducing the price may or may not cause sales growth but it will surely damage margins. Discounting is easy, much easier than building a real value proposition. But it’s the latter that is sustainable and the gate to success. Instead of cutting prices, consider reducing adoption risk by offering a performance guarantee, or an attractive low-risk financing package.


  Before going ahead with a price reduction, calculate the impact of the decision using the following formula:


  Price Reduction % / Margin % – Price Reduction %


  Assuming that a price decrease is 20% while the gross margin is 70%. 20% divided by 70% = 28.6%. This means that you need to increase the revenue with 28.6% to make up for the lost margin. That serves as a warning.


  Price Negotiations


  In B2C price negotiations are rare, while typical in B2B for “bigger” deals. In order to negotiate pricing you need to make sure you understand the market, your options and the customer’s options. The best way to overcome objections is to prevent them. Make a list of all the possible reasons why a customer might not want to buy your offering. You should also identify your absolute walk-away outcome and decide on your ideal outcome. It’s the side with the most information who controls the deal. Ask questions and don’t make statements. When selling business to business, questions are your sales pitch.


  Don’t forget that everything is negotiable, so negotiate everything. Never give anything for free. It might be a non-monetary item in exchange such as a reference or contact details of prospects. Maybe you remove some features and provide a basic product or service. Often companies valuing a 24x7 service and are willing to pay a premium for that. That’s something difficult for a company to let go. Find out what they value most and remove it from the negotiating process.


  Only deal with price when it’s the last issue on the table. If the price is “too high,” ask the following key questions:


  
    	What number is the customer thinking of?


    	How did they arrive at that number?

  


  It can be challenging to stick to your guns, especially for cash-strapped startups who often need to close deals badly. However, pricing is about value. A pricing objection is a value objection. If the value is strong and there is no perfect substitute, you’re in a strong negotiating position.


  Ways to diffuse price objections are:


  
    	Explain the value and make explicit what they get: show the money made or saved


    	Provide relevant case studies supported with testimonials


    	Show where you’re better than the competitors or alternatives


    	Show the cost of doing nothing


    	Offer a free trial or a money back guarantee


    	Provide a flexible payment plan or payment terms


    	Be flexible on billing: some prospects prefer to take into opex (operating expense) or capex (capital expenditure)


    	Package or bundle


    	Offer a bonus

  


  Companies are much more than one-dimensional money savers. They want to do business with service providers who not only serve their needs, but also to be there as a value add partner in the long term. Indeed, doing business is about creating trust. What if the prospect still wants the lowest price, even after you’ve made certain they value what you offer? These are tire kickers. Don’t waste your time trying to sell to the wrong audience. For bigger deals, it’s time and attorneys that kill deals. Be careful.


  To conclude: when customers state that you’re too expensive, that’s an issue that can be handled as long as you don’t believe what you offer is too expensive.


  Pilot Customers


  When dealing with pricing for pilot customers, you should avoid doing it for free. Instead negotiate a cost-and-a-margin deal to pilot the service. Keep in mind that an important condition for a successful pilot is to build a relationship based on mutual trust.


  It’s ok for a startup to make money on the deal, businesses that don’t make money don’t stick around to work with them in the future so companies don’t have any reason to squeeze startups to death — if they offer value. However, trust between a startup and a pilot customer emerges from repeated interactions between them, so it takes time.


  Transparent Pricing


  Be transparent: potential customers need to know what they are paying for. No hidden fees and no surprises written in small print. Publish your pricing on the website. Make it easy to find it. Don’t require potential customers to fill in an extra hurdle to buy with a quote request form.


  Visitors to your pricing page can be divided into:


  
    	Prospects who can’t afford you;


    	Prospects who can afford you but were planning to spend less;


    	Prospects who were expecting to pay exactly what you charge;


    	Prospects who were expecting to pay more.

  


  The main question is: how big is each group?


  If you have to choose between someone who signs up quicker and someone who pays the most, pick the former as they are Early Adopters and have a better influence on your product or service. The cost of sales is lower and even if they pay less money, it will be easier to hit your target growth rate early on. You should also try to adapt your message to different groups: “We’re more expensive but we’re better. Here’s why...” for prospects in Group B (can afford you but were planning to spend less).


  A proven tactic is to display all pricing except for the enterprise plan. Startups can attract more customers by offering a custom enterprise plan. Ask companies who identify themselves as large enterprises to contact you for a custom quote. Then the pricing and packaging of services can be established consciously, giving you greater margins and offering the customer better value. But even in the enterprise space, more transparency is emerging. More and more startups publicly display price points that go well beyond $1,000 per month. HubSpot’s enterprise plan starts at $2,400 per month and is displayed on the website.


  Also communicate what will happen after a free trial; how to cancel a contract; whether it’s free for teachers and students; and the refund policy. Avoid making profit with hidden costs and surcharges. It’s not sustainable. This hidden cost tactic has been called by Umair Haque “creating thin value,” or profit that is economically meaningless.


  An interesting twist on transparent pricing is to make the whole company transparent. People appreciate it when they understand what’s behind the scenes. Buffer (a web service to manage social media) is doing exactly that, up to the transparency with employee salaries! They’re selling the experience and craft values as much as they are selling the product itself. This is also a way to differentiate your startup on the market using transparency as USP.


  A/B testing on Pricing


  In a digital world where everything can be measured in real time and with small effort, it is normal for startups to want to test price variations and ultimately the price elasticity of demand for their product or service. Price testing is one of the most sensitive and controversial pricing strategies that a startup can undertake. A lot of things can go wrong:


  
    	Customers can be alienated;


    	Media or an influential person find out — who isn’t influential in these days of social media?;


    	An existing customer brings the case to court.

  


  The availability of social media combined with the memory and archive of the Internet Way Back machine is a dangerous cocktail for startups doing A/B testing in a carefree manner. There is the famous case of Amazon trying out A/B testing on prices. They got a lot of media and consumer backlash forcing Amazon to discontinue A/B testing on prices.13


  If you want to perform A/B testing on pricing follow these rules:


  
    	Change prices over time;


    	Use discounts;


    	Present the pricing plan in such a way that customers don’t feel discriminated against;


    	Don’t offer exactly the same product or service; create a slightly different product or service by adding, limiting or removing minor features. The more trivial the difference, the better;


    	Grandfather existing customers once the optimal price has been determined.

  


  To summarize: offer different product or service plans at different price points. A/B testing on the same product or service offerings (i.e. until the very last detail) is something to avoid. The price that maximizes revenue is the price point you’re looking for when doing price testing, not the conversion rate. You might be selling less, but the financial performance is better—unless the startup’s priority is a penetration and gaining market share strategy. Once the optimal price has been determined, shift your pricing strategy to that price point, while grandfathering in the existing customer base. Lastly, measure the responses of A/B testing using multivariate regression to adjust for extraneous factors.


  Transactional Pricing


  Transactional pricing is a pricing model where the price is based on the number of transactions processed for or by a customer. Payments are directly linked to the output and performance. In other words, the value creation — number of transactions — and value capture — payments — are directly correlated.


  Though transactional-based pricing can deliver tangible benefits, it is not universally applicable to all industries. Companies work with forecasts and budgets — predictability is highly valued. Transactional pricing is perceived as a risk in the inability to plan spending. Exceptions are industries that have a transactional-based business model, i.e. charging per seat (airlines), per subscription (media), per transaction (banks) or per minute (Telcoms). Also, transactional pricing makes sense in the middle man or marketplace-based business models.


  To be successful, transactional pricing needs to be aligned with the customer’s business. It has to be transparent and easy to monitor by the customer. From the startup point of view, the availability of a minimum volume is a prerequisite for a successful transaction based pricing strategy.


  Let’s compare four startups that are active in the same domain: mass email. They all use transactional pricing:


  Consider Mailgun (www.mailgun.com), an email service for developers. They have a tiered transactional price with a cost per mail. To make it easier for the visitor to have the real cost of sending mails out, they present their pricing plan as a calculator:
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  In a single screen, all information is neatly presented. Note how they leave the door open for the big volumes to get a custom offer.


  Compare it to SendGrid (www.sendgrid.com) where a second screen is required to make the custom calculation:


  [image: image]


  What about Mailjet (www.mailjet.com) ?


  A lot of options and an overload of information.
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  Lastly, Mailchimp (www.mailchimp.com) uses a 2-step plan:
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  When using transactional pricing, promote — don’t hinder — usage. Pricing that slides upward with increased usage can scare off prospects.


  Perfect Pricing Discrimination


  Perfect pricing discrimination is the act of creating a pricing structure that charges based on the customer’s purchasing power14. It involves charging different prices to different customers for an identical product or service. It’s a common practice in the offline world. Think about buying a car where the price serves as a starting point for further negotiation. Every customer walks away with a different price. It’s an acceptable business practice in the automotive industry. Other textbook examples are the early bird special and happy hour.


  In the online world, an e-commerce shop may retain loyal customers by storing cookies on their computers to give them a better price as an incentive. On the other hand, a startup that offers a product or service targeted at e-commerce shops can apply perfect pricing discrimination by linking pricing to the number of SKUs a shop has in its listing. The more SKUs offered, the bigger the shop and the higher the price. There are limits to perfect pricing discrimination. Orbitz, the online travel agency, was offering a costlier selection of hotels to hotel room bookers who are browsing their site on an Apple Mac because it found out that they have a 30% higher budget than PC users.15 Needless to say, such tactics might backfire.


  To apply perfect pricing discrimination, startups needs to understand the industry or segment it’s targeting, to find specific characteristics that indicate the size of the budget and purchasing power within that industry or segment.


  For instance, often there are compliance requirements that can be found in highly regulated industries such as banks, healthcare or transport where certifications such as HIPPA (security), BRC (food) or PCI compliance are important. It can also be a horizontal requirement such as privacy compliance in the European Union. Look for compliance requirements in an industry and label the highest tier as compliant, charging a premium for it. A prospect that wants a compliant version of your product is willing to pay significantly more.


  Another example of a perfect pricing discrimination is a lower price offer to receive stock market data with a delay from information providers. Customers with a lower budget would prefer the discount in exchange for the delay. Similar, images or videos can be offered at a lower resolution for non-professional usage. Access to certain services can be limited to non-office hours, etc. All tactics that apply pricing discrimination.


  In the startup world, examples of a paid plan for 5 users and the free plan allowing 1 user are common. If you require 5 users you must be a bigger company and can afford the higher price. Some industries just like to pay more than others. They assume a $5 a month service isn’t worth their time but a $500,000 on-premise software is an investment.


  Enquire, a sales productivity tool, is using integration (APIs) for price discrimination. The “basic integration” offers APIs to Highrise, MailChimp, Stride and Google Docs. These are all low budget applications. The “premium integration” that costs twice as much is offering one more integration: Salesforce.com. Salesforce.com customers have a higher budget.


  Asana, a teamwork platform, is doing the opposite of the rest of the market. The more you buy, the more you pay per user for exactly the same product:
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  The smaller the team — and thus the company, the more discount you receive. It offers smaller teams that are often on a tighter budget a better deal. The offered value is aligned with both the complexity of the problem (bigger teams) and the purchase power of companies — an example of perfect price discrimination. As long as the logic of “bigger companies equal bigger budgets” holds true.


  Avoid a drive for uniformity. There is no need to achieve identical profit margins for all products and services. The iron law of pricing is that different customers will assign different values to identical products. For any single product or service, profit is optimized when the price reflects each customer’s willingness to pay. This willingness to pay is a reflection of his or her perception of value of that product, and the profit margin of another product is completely irrelevant16.


  Don’t Give Away Customer Support


  In a B2B environment, you’re likely to have customers who require additional training and support. B2B startups often make the mistake of offering that support for free in an attempt to attract more customers.


  Great customer service and support is critical to retaining customers. So offering it is a good business decision, but then you also have to charge for it. Companies understand that to receive a great post-sales service, they have to pay the costs associated with it. Companies, but also consumers, are used to cheap products but not cheap services.


  Leading startups, such as Salesforce.com and HubSpot understand this message. Hubspot even requires prospects to choose a training program to become their customer. Not only do customers pay for the training, they will also get a better experience in using the product, ensuring a longer lifetime value and reducing churn significantly. Take the case of McAfee, the anti-virus provider. The price for customer support is two to three times higher than the core-product. Even for consumers:


  A great customer support is a win-win for both the startup and the customers, but the bill needs to be picked up by the latter, not the former.


  An example of pricing based on service level from Enonic, a CMS provider.
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  Note the 2 components: reaction time and support channel.


  The opportunity cost of not billing or offering paid customer support can have a big impact on your revenue stream. Consider the case of Fiverr, the popular market place to order $5 marketing gigs (voice-over, logo design etc). They offer no support at all. This is not a surprise given the low amount they make per transaction: 20% fee on every gig, i.e. $1. Yet if they offered offer a $5 “Fiverr support” gig, it would quickly become the most ordered gig on the platform as the majority of their customers are based in countries where $5 is the value of a Starbucks coffee. So paying $5 to get a service rather than a frustrating search for a customer support answer might strengthen the Fiverr business model not only in terms of revenue but also in terms of much sought-after customer loyalty and retention.


  Selling in the enterprise space might require that a startup offer a 24 x 7 support. More often than not, procurement departments have a checkbox in their vendor requirements template.


  The Gap in Software Pricing


  It’s interesting to note that web services are often priced at the low end of the pricing spectrum, starting from free and going up to $5, $100, $250, $500 and $1,000 per month. There is a big gap above that price point requiring startups to implement a volume strategy. There is no web service counterpart for big software companies selling software from $75,000 up to $1,000,000 like SAP and Oracle are doing. There is a big gap between $1,000 and $75,000. This gap is quickly closing as cloud & mobile first products and services are widely adopted and startups are maturing.


  Let’s first take a look at the pricing page of Engagor, a solution to monitor and engage on the social web:
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  The basic package starts at €500 per month, moving to €1,500 and €3,000 per month billed on a yearly basis.


  Now, let’s take a look at the pricing page of Marketo, a leader in the marketing automation domain:
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  Their pricing starts at $895/€800 per month if you pay per year. Paying per quarter is 10% more expensive whereas paying per month is simply not an option. Interestingly enough, the second and third packages have the same amount in dollars and Euros — but not for British Pounds. An enterprise requesting a quote knows what to expect as a minimum price.


  Note that both Engagor and Marketo offer live help (chat). It’s just a click away, 24/7. If you ask these kinds of prices for a SaaS service, you better have excellent customer service from the first experience onwards. The most important “S” in Software-as-a-Service isn’t “Software.”


  CHAPTER 5


  Pricing Tactics


  


  Setting and Displaying Prices


  Discounts


  Discounts work well for companies that want to compete based on price and not on differentiation. A startup, typically built on innovation, should be careful in taking the discounting path. Often startups lack confidence and are quick to offer huge discounts to attract customers. Although it can make sense to use discounts as a means to attract the first batch of new customers, the challenge is to do it without impacting the value of the product or service. In other words, don’t take the position of being cheap. Discounting to get in the door, hoping that it will lead to premiums once a product or service has proven its value, is a myth. Startups should give temporary discounts only to prove product or service value. It’s not about lowering the price; it’s lowering the order for a specific time period. A discount strategy should:


  
    	be transparent and clear on why it is provided


    	be used as a feedback mechanism to the pricing model

  


  Discounts can also be tied to customer incentives for pre-payment: (i.e. pay for 12 months and get 2 months free). The discount formula for pre-payments is simple: if the discount offered is lower than the cost of (raising) capital, go ahead and bootstrap the customer to finance growth. Capital is very expensive in the early-stage of a startup so a discount strategy to boost cash flow can be an excellent success factor.


  A third reason to consider a discount is based on volume. When buying from 800-pound gorillas software like Oracle, volume discounts of up to 35% are not uncommon. But these kind of volumes are out of range for startups, unless they are used in a two-step approach. Let’s say an accountant can give his customers a discount for using the same accountancy software. The customer receives the discount while the accountant will have a better experience. This discount should be equal or less than the cost of sales as the accountant is de facto the sales channel.


  However, discounts in subscription models have a long-term impact on the recurring revenue stream so be careful. Make sure that there is a discount process in place to manage special price requests and exceptions to avoid getting out of control. Be very skeptical when evaluating exception requests and make sure it’s a means, not an end. Note that in general, value-based offers work better than discount based offers. An offer with “33% extra” is better than “25% off” the price even though these offers are mathematically the same thing.


  Providing discount codes gives certain prospects or customers the feeling they are special and gives an air of exclusivity. Adding a time limit makes discount codes more effective. A good example of a company that uses a lot of discount codes with time limitations is Udemy, a website with online courses.


  Tricks of the Trade from the Retail and Restaurant Industry


  Using the retailer’s tactic of selling products for $9.99 instead of $10 can be useful if price is an essential part of customers’ buying decisions especially in consumer-oriented web services. In the restaurant industry, there is a whole science of how to set and display prices, which is called menu engineering. These successful tactics have one thing in common: they use psychological and behavioral manipulation.


  Odd Value Pricing: The Magic 9


  Many studies1 have showed that prices ending in 9 can increase sales. A $99 price tag sells better than a price tag of $104. This makes sense. But it’s surprising that $99 also sells better than a $93 price tag. There are a number of explanations for this phoneme, but it all boils down to irrational behavior from consumers; they associate ending on a 9 with a good deal. Whatever the reason, it is effective.


  Wunderlist from startup 6Wunderkinder is an app to create to do lists. They are using the magic 9 in their pricing:
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  Gumroad, a platform for selling digital content, made an interesting test2. They compared the conversion rates — the number of people who viewed products over the number of people who bought them — of every item in whole dollar prices with every item available on Gumroad with prices at one cent less.
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  Their analysis shows that, across the board, prices ending in .99 have significant higher conversion rates than prices costing one cent more.


  There is one reason not to use 9 as a price ender. Research3 shows “there is a perceived relationship between prices ending in 0 and overall quality, and prices ending in 9 and overall value.” In other words, if you want your products and services to be perceived as high quality, don’t use the 9. The menu engineers in Michelin-star restaurants and high-end retailers moved prices to even numbers to aim for the opposite: reinforce the brand image of quality.


  Odd Value Pricing: The Magic 5


  As illustrated above, prices that end in a 9, such as $9.99, tend to signify value for money, not quality. One way to keep the value-for-money perception yet signal quality is to use prices that end in .95 instead of the .99 ending. LinkedIn, the business social network, understands the magic of odd value very well. It uses the 5 when targeting companies that use the platform for recruiting purposes:
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  But uses the magic 9 for consumers:
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  No Dollar Sign


  Research was conducted at Cornell University School of Hotel Administration4 with price formats on menus using three variations:


  
    	A numerical format with a dollar sign;


    	A numerical format without a dollar sign;


    	Prices written out.

  


  One format showed a significant increase in sales: the numerical format without a dollar sign. There are theories that explain this effect: currency triggers a certain pain or negative feeling; other studies claim that currency signs remind customers that they’re spending money.


  Given the fact that web services are born global, potential customers can come from any corner of the world, the need for showing the currency is important. Hence the no-Dollar-sign tactic is not being used often but worth trying if the market is within a single currency boundary.


  Display of Prices in Local Currency or Only Dollars


  As web service startups are born globally, so are their customers and currencies5. There are 180 official currencies. How do you display prices to a global audience? To make it even more difficult, a “$” sign could represent US, Canadian or Australian dollars.


  Moreover, currencies are not static, they are volatile. If you decide to go with one single currency, it will cause friction and uncertainty on the side of the prospect using a different currency. What’s today’s rate? How much will my bank charge? How much will I get billed each month? Especially for recurring charges, customers like predictability.


  For an American customer, seeing a non-USD currency might be a reason not to purchase. If a product or service from a European startup has been priced at €10, that number, not the currency, acts as an anchor. Once prospects realised that the pricing was in Euros, converting to US Dollars the price went up by 30% in their perception. No startup wants prospects to need a calculator to understand the pricing plan. So currency is potentially a major and underestimated cause of friction.


  A global website such as hotel reservation platform Booking.com supports 45 different currencies (and 42 languages)6.


  Luckily, not all currencies are created equal. Some currencies are more widely accepted than others. A British startup might start with British Pounds, add Euros and finally US Dollars. If the service is truly global, the US Dollar pricing should significantly increase conversions. Although almost everyone prefers to see their own currency given the high number of startups coming from the United States, everyone is used to doing a monetary conversion to US Dollars to pay for web services.


  CannyBill, a billing solution provider uses two currencies: British Pounds and US Dollars. Being a UK-based startup with a global customer pool, it makes sense:
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  Another good thing is technology. A website knows where a visitor comes from using the IP address to recognize location. Startups can customize the language and currency per country automatically. Make sure that you round up during currency conversion to absorb a certain levels of exchange fluctuation.


  MailChimp’s ambition to grow worldwide is reflected on their pricing page where customer can select their own currency of choice. Note that using rates that are slightly above the exchange rate provides additional profit:
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  Marketo is going a step further and automatically adapts the prices to Euros or Dollars. If you open the pricing page from a US-based computer, it will be displayed in Dollars:
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  On the other hand, Status People is making it visually challenging by combining all currencies in one screen:
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  Make Payments Easy


  If you want to get customers’ money, make it simple to get paid. The simpler and easier, the faster customers will pay. A frictionless paying experience is also a competitive advantage. In Europe, for example, startups often don’t support AMEX credit cards as a payment method, yet US business customers often have AMEX as their company credit card.


  Startups need to understand that the credit and debit card culture in Europe is different than in the US. Checks are uncommon in Europe but popular in the US. Online bank or wire transfer is popular in Europe and the most expedient way for transfers in both a consumer and B2B environment; same goes for direct debit. Both payment methods, however, are not used in the US. PayPal is available almost anywhere, though not as popular in certain regions, and a handful of countries such as Bangladesh, Uzbekistan, Lebanon or Pakistan are not covered yet. Countries such as Nigeria (with an estimated 60 million Internet users) have only been served by PayPal since 20147. The rapid adoption of mobile payments, especially in Europe and Asia, will create new payment alternatives.


  Understanding the local differences in payment systems can provide crucial market insights worth millions of dollars for startups with global ambitions. Don’t forget to factor in the cost of obtaining payments. It’s not the biggest cost around but a small leak can sink a big ship; remember, $1 saved is worth $10 in revenue.


  The VAT (Value Added Tax) Challenge


  Startups that offer services in the European Union (EU) need to pay attention to this subject. Since 2015, an EU-based startup needs to add the VAT rate of their customer’s country, not the country it is sold from. VAT is a zero-sum game for companies but it makes a difference for consumers.


  A US-based startup is required to charge VAT to EU consumers and transfer it to the tax authority of the appropriate EU member state. For business customers, usually there is no requirement to charge VAT if they have a VAT number. The VAT subject is also relevant for non-EU members such as Norway, Switzerland and Australia. It’s best to check this complex subject with a fiscal specialist as VAT can be as high as 25%, making a significant impact on pricing and perception.


  Size Matters


  A study at Clark University and University of Connecticut8 found that consumers perceive prices to be of a better value when the price is written in a small font rather than in large, bold typefaces. The magnitude of representation associated with the numerical value of a price is related to its size. A smaller representation of the price increases the purchase conversion likelihood.


  See how Mailchimp is using a very small dollar sign applying this principle:
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  Or as applied by DNSimple, a domain management service:
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  A variation on the small font is to write the word “small”. Researchers9 noted that changing the wording for a shipping charge from “a $5 fee” to “a small $5 fee” increased the conversation by 20 percent.


  Context and Yield Management


  Yield management based on context is powerful. These two examples will be enough to understand the principle:


  
    	The price of umbrellas during rain.


    	The hotel minibar: a can of Diet Coke can actually cost up to $10.

  


  For startups that run a two-sided marketplace, it is of paramount importance to have pricing algorithms that optimize the yield of the seller.


  Bracketing


  The idea behind bracketing is to provide a structure which breaks up a wide pool of features and options into discrete chunks or categories making it easier for customer to make a choice. Grouping a set of choices brackets them together10.


  The most common pricing bracketing by startups is based on three tiers: good, better, and best. This corresponds to a low, medium and high price point.11 It’s interesting to note that when offering three options, most of the customers will take the middle one. This is called the Goldilocks effect, derived from the “The Three Bears,” where a little girl named Goldilocks finds a house owned by three bears. Each bear has its own preference of food and bed. After testing all three examples of both items, Goldilocks determined that one of them is always too much in one extreme — too hot or too large) — one is too much in the opposite extreme — too cold or too small — and one is “just right.”12 Despite the Goldilocks effect, a small number of customers will take the most expensive option (too hot or too large), irrelevant of the price13. You can name your packages whatever you like, as long as there is a scale of value, paying special attention to crafting the middle offer: the Goldilocks package.


  One warning: during launch, when a startup starts a single product or service, there might not be enough features to create different tiers. Having a pricing grid just because everyone else has one doesn’t make sense. It carries the risk of putting customers off with the wrong value differentiators.


  Evernote for instance has only one tier:
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  Dropbox went from multitier to single tier in 2014. Dropbox previously offered 200 GB for $20 a month and 500 GB for $50 a month, but with the increase in storage to 1 TB, it has decided to drop those tiers. As a result, in the short term it could make slightly less money from users who paid a premium for their storage plans. However, the company could easily make up the difference by increasing the number of Pro users who sign up. The combination of more storage and better features could help drive that adoption among a rapidly increasing user base. Dropbox now has more than 300 million users signed up, which is an increase from 200 million users it hit nine months ago. Those users are also extremely active, saving more than a billion files to its cloud storage every day.14


  For B2B-oriented startups, the danger of one price point is that customers want to negotiate down while a tiered approach allows them to drop to a lower one. The more mature a startup is, the more complex product or service offerings, the more tiers are required. Salesforce.com for example has up to five different brackets.


  Bracketing, in combination with Goldilocks pricing, makes sense if the value perception per tier is crystal clear. Start from the value offering — is it broad enough? — and the market segments — are they distinct enough from a vertical or horizontal point of view? If matching the value offering to a market segment makes sense and can be clearly communicated to the target customers, you have a foundation to apply bracketing.


  Remember that all customers want the core offering. Price-sensitive customers will settle for the core offering only while value customers will add the nice-to-haves on the condition that they provide the additional value they need. By using this approach, you end up with at least two tiers; Goldilocks pricing might be considered. As a rule of thumb: the price difference between the “good” and “better” tier should be significantly smaller than the difference between “better” and “best,” making the choice for the Goldilocks — middle — option a no-brainer.


  Take the example of Alexa, the Amazon-owned website ranking service. Although they use four tiers, looking to the lowest three shows a price difference of almost $40 between basic and insight; and a difference of $100 between insight and advanced.
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  Or take a look at Highrise, the CRM platform from 37Signals and note that the price difference is twice as high between the basic and plus; and the plus and premium tiers:
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  Startups often add a “recommended,” “best value” or “most popular” label to the middle tier to make the Goldilocks effect even stronger. An estimated 50% to 80% of customers will take the middle option. If the majority of customers choose the lowest tier, it’s a sign to review the value offering.


  Justify the Lowest Plan


  Typically a startups creates a basic plan for a very low fee, say $4.99 to be able to serve everyone everywhere. That’s fine on the condition that the return on investment is in place. Make the calculation in terms of acquiring, serving and retaining customers. Pay special attention to the cost of customer service. If $5 is enough to cover the costs, and there is a reasonable profit to be made, then financially the basic plan is justified. However, compare it to the next-tier plan that is 2 to 10 times more expensive. You might find that the cost of acquiring, serving and retaining a $49 customer will be similar to the $4.99 customer, yet the profit multiplies. That’s the reason why customer support is removed from the basic plan: not only to give an incentive for customers to upgrade but also to increase profit significantly whether they upgrade or not.


  Social Proof


  Anything that gives your customers a good reason to justify buying a product or service is a great pricing tactic. One of the most effective things to increase the confidence of prospects to convert is delivering “social proof”. Social proof is the phenomenon where prospects tend to believe that the decisions and actions of others reflect the correct behavior in a specific situation. Social proof creates the basis for legitimate choices by reducing the risks when making decisions. A startup needs to create an experience which convinces visitors to the website that they’re not the only person making this decision. If a customer is uncertain of the actual quality of the product or service, then social proof from other customers is a fairly strong indicator.


  Social proof is one of the 6 influencing principles detailed in Dr. Robert Cialdini’s book Influence: The Psychology of Persuasion. Social proof plays off our insecurities and desire to do the “right thing”15.


  
    	Increasing Credibility: Users do consider how others perceive content, services, and products that they find online. Adding an indication that other people, or even better, familiar people, like the content or product can remove decision-making uncertainty.


    	Encouraging Adoption and Acceptance: If you’re trying to get people to subscribe to a newsletter or follow a Twitter account, communicating that you already have a large number of subscribers can increase subscriptions because it indicates that others like your content.

  


  Social proof can be as simple as “#1 Best Seller”, but it works better if comes from another person. At the end of the day, it’s people buying from other people. If the testimonial is coming from a person with a similar profile or geographically close to the prospect, the impact will be stronger.


  Highrise is making the social proof the center of their landing page:
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  The tagline is a quote from customers sharing why Highrise is such a great product. These are not purchased Shutterstock pictures of models, but real people with real names and a hyperlink to their company’s website. Every time you refresh the site another version of the page is displayed with another witness sharing why Highrise is such a great product.


  Another social proof tactic is to use known brands to create credibility or showing that a high number of people are using your product or service. Hootsuite is combining both tactics:
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  Another way that is used by early stage startups, is to share the media coverage as proof as in this example of apartment listing startup Zumper:
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  Other ways to increase conversion by social proof are high profile investors or having an advisory board with the known industry authorities.


  The Gartner magic quadrant and other market research companies have an impact on B2B decision-makers and therefore on price because they effectively the risk of selecting a product. Warning: getting your product early on in such research papers might cost you anywhere between $40K and $60K. That might be a good strategy if you have the cash and are able to generate at least $500K in revenue from these publications.


  The pricing page of Crazy Egg, a web analytics startup, is an example that uses a combination of social proof tactics: brands, witnesses, number of customers — all on one single page.
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  The king of automated personalized social proof is hotel reservation platform Booking.com. It shows prospective hotel bookers when the last order was, how many people are looking at the room right now, the feedback scores of past users, etc.
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  Basecamp, a project management tool, is using the impressive number of new customers that signed up last week:


  Just last week, 4,868 companies signed up for Basecamp.


  Appropriate Naming of Pricing Tiers


  Starter, Basic, Standard, Professional, Plus, Premium and Enterprise. Together with Silver, Gold, Platinum they are perhaps the most used plan names. Basic doesn’t mean anything to a potential customer except that it’s the cheapest option. The issue is that these names are not necessarily creating a connection with the targeted customer. Naming pricing tiers in such a way that it helps customers make the best choice by creating a clear buyer persona alignment does. Ideally, one tier for each persona you’re targeting. It’s worth to spend the necessary time to think about the tier names. It’s amazing how much time is spent on naming the startup but how facile the packages are named. Even if the tier-naming is not suggestive, the pricing plan is an opportunity for a startup to show their creativity.


  Wufoo, a platform — before it was acquired by SurveyMonkey — for creating online forms, found inspiration in Latin. Note the playful baseline “I love it when a plan comes together.” The free plan is not part of the proposed tiers, it is buried down below on purpose to be overlooked.16
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  Zoho, a CRM platform, is using a smiley for the free plan that looks very friendly and inviting. Perhaps too inviting. It uses a clean, light and minimalistic pricing plan. The customer needs to hover over the appropriate tier to see the “Get Started” button appearing:
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  BidSketch, a platform to create bid proposals, changed the names from basic and premium to names that are meaningful for their customer segments: Freelancer, Studio and Agency.


  [image: image]


  Names were part of a total overhaul of the pricing strategy by BidSketch, the new plan names being a great improvement. Check out the detailed groundwork the founder, Ruben Gamez, did to come to this result on his blog.17


  A great example in creating a best practices pricing page is SlideDeck, a website slider for WordPress. The pricing page kicks-off with a “14 Day Money-Back Guarantee” followed with the commitment of 100% delivery. Then comes the promise of “Awesome support” while again emphasizing “Buy with confidence” as it’s a “No Hassle Guarantee”:
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  Next on the pricing page are three plans (Goldilocks effect) that are appropriately named. The most expensive plan is not on the right but in the middle. The two more expensive plans both have an “instant discount” increasing the perceived value.


  But that’s not all. While a customer is comparing the three plans, a non-intrusive pop-up offers an even better deal: a lifetime license for the Developer version. SlideDeck prefers cash flow over future revenue. Knowing the churn in SaaS business, this is a majestic move: All in all, SlideDeck is a winner in pricing page design and tactics. It’s not a surprise that the product is made by an UX Design Studio, Digital Telepathy.


  Let’s look at Crazy Egg, an analytical tool to understand customer behavior on your website. If you wait too long making your decision about the pricing plan, Crazy Egg has a clever popup screen to help you decide:
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  Crazy Egg is an excellent example of setting the price page. All kinds of reasons to buy are provided: social proof; they take away fear by a “100% no-risk double-guarantee,” etc. They also repeat the pricing plan at the end of the pricing page.


  


  Free Trial & Money Back Guarantee


  Sometimes people are afraid of making a purchase without having tried the product beforehand. Providing them with a free trial with a money back guarantee can convince them to try your product/service at least once. Free trial became a standard practice for web services providing a 7 to 60 day trial of the fully-featured product.


  There are two main elements a startup needs to consider with a free trial. The first one is how long a free trial needs to be, and the second is whether to ask a credit card prior to granting the free trial. As for the first point, the length of the trial, it needs to be in proportion to the complexity of the product. In other words, long enough to allow the customer to evaluate the product. Nevertheless, a startup doesn’t need to wait until the end of the trial to convert the trial into a paying customer. The sales cycle starts the same moment the free trial starts. It’s a common mistake for startups to start selling on the day that the free trials ends, instead of at the beginning.


  How do you do that? First by making the product or service sticky. Monitor the usage behavior of the customer. The powerful customer feedback loop is a one of the strongest benefits of web services. So use it to the maximum. Use the data to generate insights and provide the necessary customer support to avoid that the customer is stuck somewhere or incorrectly uses or underuses the product. Customer service is of paramount importance and a critical success factor to convert a customer. Once usage takes off in the right direction, both in a qualitative — depth of usage — and quantitative — frequency of usage — sense, the onboarding process is complete. This might take 3 to 7 days. As a next step, make the customer an offer they can’t refuse. Provide the next tier for the price of the current tier; an extra service like hotline support or a time-limited discount offer. As long as there is a call to action with a sense of urgency.


  If a customer is requesting an extension, don’t hesitate to grant it but do ask the reason for the extension as there can be some learning that can be used to improve the trial. In fact, if the customer didn’t request it but hesitates to purchase, offer an extension.


  The second element to tackle, is to request a credit card as a condition to start the free trial. Needless to say that this is the breakpoint bar none where prospective customers will not sign-up; that’s why it’s called the CC-wall. In fact, expect that around half the prospects will cancel the sign-up process at this point. The reason why a startup offers a trial is to build trust in the first place. Trust that the product and service will deliver its promise. Asking for a credit card puts the prospect’s trust on trial. It’s a bridge to cross with no one-size-fits-all answer. The deeper the pain or need that the product or service offers, the easier customer will overcome the CC-wall. Also different segments might react differently to the request. That’s why testing is imperative to find the optimal flow that will lead to revenue.


  One smart way to tackle the credit card hurdle is what Unbounce, a platform for creating landing pages, did. First, they request the name and email address and on the second screen the credit card details. If customers cancel at this point they get an email offering a link to a free trial without requiring a credit card. In other words, Unbounce is leaving nothing on the table. It’s a very smart two-step sign-up process.


  AWeber, an email marketing provider, uses the tactic of asking just $1 for the first month making the process of asking for credit card details part of the “upfront agreement,” not an extra hurdle to take for getting a free trial with no strings attached:
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  Before considering a free trial, consider whether or not your product or service fits for the tactic. If the nature of your business has a seasonal or irregular use, customers could misuse the free trial by extracting the value without paying anything.


  


  Bundle Your Products


  Bundling is a tactic to offer several products and services combined for a single price point that is often lower than the sum of the prices for all the individual components. Bundling your product with other relevant or complementary products and services is an activation technique that works. Overwhelming customers with value can convince them to purchase the product or service bundle. The higher the number of products and services that are bundled, the higher the total profit and the profit per good, as bundling ensures that more goods are sold. That’s why bigger bundles are more profitable than smaller ones. It’s possible to have a basic and premium bundle offering to ensure price discrimination.


  Given that the additional cost of providing an additional service is near-zero for startups, bundling is a great way to upsell and cross-sell. Not only will it increase revenue, it will also deepen the relationship with the customers: the more consumption, the higher retention and ultimately lifetime value will be. It’s worthwhile to note that a major variable cost for a startup is the cost of sales. A high cost of sales is a good reason to consider bundling. There is also a small saving on the transaction cost. Bundling, if done right, can yield more profit from a larger pool of customers.


  There are at least three possible sources of complementarity:18


  
    	Search Economies: For instance, when an oil change is performed at the same gas station and at the same time as a filter change;


    	Enhanced Customer Satisfaction: For instance a ski rental accompanied by a lessons package;


    	Improved Total Image: For instance lawn care services offered with shrub care services.

  


  Note that bundling can be made with related products and services from other providers to create co-branded bundles. With the rise of the Cloud and API economy, broker kind of business models will emerge offering access to a variety of products and services at a fixed price for customers that consume more cloud services and look for better value with an integrated experience from a single trusted vendor. Economist and psychologist George Loewenstein described19 car packages as a great example of successful bundling. Car manufacturers make it easier for the customer to take a single decision using bundling to avoid customers needing to make a series of multiple purchase decisions.


  In the software industry, the Microsoft Office bundle is an icon that won the war for PC-based office applications against Word Perfect (word processing) and Lotus 123 (spreadsheet) in the nineties. The majority of Microsoft customers are buying the bundle, not the individual word processing, spreadsheet or presentation software. Another example is Amazon’s algorithm that is amazingly good at suggesting complementary books as part of a bundle for any selected book. In the e-commerce industry, bundling is a standard tactic in the pricing strategy.


  Bundling as a Defensive and Offensive Strategy


  An additional reason to consider bundling is to ensure that a package is difficult to compare, as it’s unlikely that another company will create the exact same package. Bundling can be used to tie-in customers. It ensures that they do not consume products or services from potential competitors especially if the competitor offers only one component. This strategy was successfully implemented in the so-called browser wars when Microsoft bundled Internet Explorer with their Windows operating system killing the then-dominant market leader Netscape.


  Bundling can also be used to attack incumbents that have a bundling suite by leveraging third party providers. ZenPayroll, a cloud-based payroll software, made more than a dozen integrations with complementary software platforms across HR, scheduling, insurance, bookkeeping, expense management, mileage tracking, and other categories.20 These needs can’t be addressed by ZenPayroll on its own. The bundling strategy aims to dilute large enterprises that traditionally had a competitive advantage over the small players because they offer end-to-end back-office solutions. It’s only a matter of time before these services will be offered as a single bundle. Bundling has an excellent entry-deterrent effect as well as acting as a weapon for an offense strategy.


  Guidelines


  Determining optimal bundling strategies for more than two goods is a notoriously difficult problem.21 If the subsets of a bundle are selling more than the bundle, the bundle needs to be reviewed and even questioned both from a composition and from a pricing point of view.


  Pure bundling (i.e. offers the individual components exclusively as a bundle, not apart) is more profitable than selling pure components only when the products or services are strong complements. Under a pure bundling offer with strong complements, the optimal bundle price is higher than that of the individual components.22 Prices are increasing in proportion to the degree of complementarity; stronger complements are more valuable to customers and higher prices help extract this higher value. However, even when pure bundling is the optimal strategy, a startup should consider offering the individual components as decoys to make the bundle more attractive than what rational behavior might suggest.


  An example of strong complements is McAfee’s offering of protection & continuity (anti-spam & phishing), archiving, security (anti-virus, malware, spyware, identity theft & parental control) for email, web and mobile. If the benefits of the products or services are overlapping at least in part; or the components are weak complements, the best bundling strategy is to offer mixed bundling (i.e. offer the individual components, both separately and as a bundle).


  If a certain product or service is precious for a small group of customers that are willing to pay a premium price for it, it might be better to leave it outside the bundle. Microsoft Office is sold in a bundle, except if a customer requires an additional language pack which is sold separately as an add-on. In a similar way, pay-television stations are offering hundreds of programs in a single bundle, but new movies released are offered in a pay-per-view model extracting more value from the customer base.23


  


  Pro Bono and Education


  Pro Bono as it is used in this chapter means to provide the product or service for free or for a reduced fee to non-profit organizations. A popular variation on pro bono is to assign employees company-time to work as a volunteer for a good cause. Lastly, a startup can offer special pricing to educational institutes. More and more companies have made “giving back” a vital part of their business ethic and mission. Kan.bo, a Danish project management and collaboration startup, provides a 50% discount on all plans for non-profit organizations. They are not an exception.


  Before launching pro bono a startup needs to answer the following key questions:


  
    	Do you genuinely care?


    	Do you want to use it in your marketing to increate a positive influence on reputation?

  


  If the answers on both are yes, it’s important to align pro bono activities with your own values and purpose as a company. If you are in the business of offering social media services, why not support non-profit organizations in implementing fund raising campaigns using social media. However, do it on your terms. Provide free services only when they meet predefined criteria.


  Salesforce.com created the Salesforce.com Foundation donating 1% of Salesforce.com’s resources to make the world a better place. One of their programs is the “Power of Us” that provides non-profit organizations and higher education institutions access to Salesforce.com products and resources.


  The program24 includes:


  
    	10 donated Enterprise Edition licenses.


    	Deep discounts on additional licenses, products and/or services from Salesforce.com.


    	Discounts on Salesforce.com training, events and webinars.


    	Discounts on participating apps and consulting partners from the AppExchange store.

  


  Another route to follow is to work with established organizations that bring technology to the non-profit industry. One such organization is TechSoup Global. Set up in 1987, TechSoup Global helps non-profits to globally get and use technology to heighten their impact. They have partners such as Symantec, Netsuite, Cisco, Adobe and Microsoft among its 90 members.


  Educational institutes often receive a product or service at a fraction of the cost because companies hope that once students are exposed to a certain piece of software, they will continue to use and promote it long after they left the school building. This is naive. However, from a societal and philanthropic point of view it’s a good thing to reduce the costs for education institutions.


  On a similar subject: “pay as you want” or donation-based models work pretty well for charity or cultural organizations, or socially-inspired startups, but be warned, the anonymity of the Internet removes the social pressure. If you apply this tactic, display a suggested price to ensure anchoring.


  Have a look at the excellent pricing page of Giveforward, a charity-focused startup. Note how they anchor and reinforce that they are the “smallest fee taker” and state explicitly, “so tiny!”
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  The benefits of using pro bono activities in a pricing strategy are less tangible but nonetheless real. Customers are willing to pay a higher price if it appeals and conforms to their ethical standards. Pro bono also has a positive impact on employees’ loyalty.25 Social branding guru Simon Mainwaring summarized it well: “Doing good has become a business driver.”


  


  Annual Contracts


  Provide your customers with the option to pay upfront for an annual contract in exchange for a rebate. Research data shows that there is a growing shift to longer agreements.26 Typical discounts are 7-15% to customers opting for longer agreements. Approximately 38% of agreements are monthly, 37% are yearly, and 16% are multi-year.


  Many SaaS startups launch with a monthly pricing plan which encourages customers to try the product and create early traction. Why do they shift to a (multi) year contract and sacrifice revenue through discounts? Because it solves three of the biggest challenges startups have: cash flow, revenue and churn rate.


  
    	Cash Flow: Web service startups offer typically a subscription model allowing customers to pay for the use of the service over time. Unfortunately, it means that customers are bootstrapping the startup instead of the other way around. It’s the biggest drawback of the “Pay Later” model.27 Shifting customers to a quarterly or yearly payment plan brings the PaY Later model one step closer to the “Pay Now” model28 that is still common in the on-premise software industry.


    	Revenue becomes simply more predictable.


    	Churn Rate: Churn is perhaps the number one killer for startups with a subscription model. Bringing customers from a monthly to a yearly contract significantly reduces the churn. It dilutes the monthly risk for churn with a factor of 12.

  


  Note that in B2B, companies prefer a quarterly or yearly billing to avoid the transaction cost of booking an invoice every month. This is excellent news for startups that shouldn’t hesitate to take this opportunity and adapt the billing cycle accordingly.


  As for the amount of the discount in exchange for upfront payments, it’s pretty simple. If the cost of capital is higher than the discount, it’s better to give the discount. Getting money from customers is the cheapest form of capital a startup can get. Early stage startups often receive capital from business angels with an expected return of 30% per year. So a startup giving a discount of one (8.3% discount) or two months (16.6% discount) on a yearly contract is a bargain for both the customer and the startup.


  AWeber nicely presents the pricing plan in a month, quarter and yearly fashion:
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  Another good example of pre-paid plans is the pricing page of Optimizely, an A/B testing platform, offering a one and two year payment plan with the respective discounts right next to it (10% and 25%). Also note how the pricing page of Optimizely has 3 major currencies: USD, GBP and EUR.
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  Two years is great from a cash flow and retention point of view, but why not offer a seven-year contract? That’s exactly what deviantART, an art marketplace, did by offering a “til Hell freezes over” account with a saving of 52%.
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  Pricing Pages on Mobile Devices


  Ensure that your price page is clearly visible on mobile, too. If your website has no responsive design, chances are that your web site visitor will only see the left part of your pricing plan. They might just scroll down instead of swiping sideways and simply overlook the other options of your carefully crafted pricing plan.
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  Consider the following startup HipDial, a conference call provider. Their website, neat and clear, has a landing page with a clear call to action, a FAQ and the pricing page.


  With the explosive growth of mobile, smart phones and tablets alike, it makes sense to pay attention to responsive design. There are online simulations tools available to check how a pricing page looks like on a mobile device. It’s a small effort to ensure that your most important page, the pricing page, is mobile compliant.
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  If a customer opens the same website on a smart phone, the homepage is still clear, adapted to mobile, allowing a customer to scroll downwards.
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  And this is their pricing plan, again, nicely done.
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  But opening the pricing page on a smart phone gives this visual effect.


  The visitor can scroll down and to the right but given that the rest of the website is designed to scroll down, it is counterintuitive to scroll to the right or left. Luckily there is a hint of orange on the right side of the screen that might get the customer’s attention. Interestingly enough, the other pages — such as the homepage and the FAQ — are optimized to scroll down, but not the money page.


  Compare it to Sentry’s mobile version (www.getsentry.com), a service to track and make coding errors visible.
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  That’s how it should be.


  CHAPTER 6


  Revisiting Pricing


  


  Increasing and Decreasing the Price


  Pricing is not a one-time, set-it-and-forget-it deal. Entering new markets, appealing to a different target audience or having a higher brand value. Introducing completely new functionality, speeding it up, an improved UI or additional features is a good reason for reviewing pricing or to launch higher-priced products or services and make older, cheaper ones obsolete. However, avoid using cost-based excuses for raising the price but make the increase coincide with a positive value-change. Installing a new server or increasing the speed at the hosting provider, how small and unnoticeable it might be, can be a reason to do so.


  Even note taking juggernaut Evernote, that still has the same price since its launch, realized that pricing is a process. “We’ve never changed our price: we launched seven years ago at $5 a month, but we realised a couple of years ago that it was the wrong price. I know it was the wrong price because we picked it at random seven years ago and never changed it, so our chances of getting it right were very slim!” said CEO Phil Libin1.


  Test new and more expensive offers and packages regularly, three to four times per year while measuring the impact on revenue. Startups with successful pricing strategies iterating their price as much as their product or service, i.e. constantly, making sure that pricing evolve as their company and offerings evolve. Launching a product or service and never changing it is as odd as not changing the pricing. Startups should keep track of the price not only in function of the product and service, but also as the market matures. Pricing is an iterative and ongoing process that starts as a guesstimate (best guess based on some data) but grows closer and closer to an optimal price point.


  “If you picked your price once and never changed it, it’s probably wrong.”


  Phil Libin
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  A pricing strategy is a process that utilizes multiple tactics. Unfortunately there is no “one-size-fits-all” answer when it comes to developing a pricing strategy. Every startup is different with unique products, target markets, objectives, competitors, strengths and limitations. Pricing strategies need to be tailored to fit those variables that are specific to your business and vision. That’s why pricing can be validated, but not made by anyone else other than you. There is no sure-fire pricing strategy or silver bullet. The optimal price is a moving target that requires constant attention, (market) research and testing.


  Increasing the Price


  The runway to increase pricing starts on the day a customer comes on board. If their pain is solved (B2B) and their needs are fulfilled (B2C) by your product and service; that’s when the primary foundation is created for a price increase. Raise prices when more value is created to capture that additional value. In other words, to raise the price, reframe the service or product involved. When there is no additional value and an increase of price is indivertible, repackage and re-organize the bundles in such a way that the new package is offering slightly more than its predecessor.


  Startups that fear changing prices often actually fear complaints and churn. Abrupt changes without any notice are often met with resistance from customers. It’s better to increase the amount regularly than to make a big jump. Complaints and churn are proportionate to the amount increased. Smaller and more frequent increases are a better strategy.


  Make sure your customers know ahead of time when a price increase is coming and explain the factors behind the price increase, especially to larger companies for B2B startups. Communicating early, clearly and setting expectations is the key to successfully introducing new prices. This is the process of grandfathering existing customers on current pricing and just charging new customers the higher price. There is also a legal dimension to increase pricing. In order to raise prices, make sure that the terms and conditions contain a clause allowing the startup the right to increase the price. This avoids that a customer can claim that a price increase doesn’t apply.


  As a rule of thumb for grandfathering, provide a reasonable notice of two to three months. In a B2B environment, schedule the increase to coincide with the beginning of a new quarter as many companies are updating budgets on a quarterly basis. A shorter notice than two months might be perceived as too aggressive. On the other hand a very long notice period — such as six months — might be too long as customers will have forgotten about it by the time the increase kicks in and be taken by surprise, budgetary or otherwise.


  Present the price increase as a percentage not an absolute number. It will be perceived as a lower increase compared to an absolute number. Weber’s law gives us a clue on how big the percentage should be; Weber’s law is the principle that a change is being perceived in proportion of how big the initial amounts were.


  Typically a percentage increase of less than 10% is something that customers don’t notice or accept without resistance2. Weber’s law is very popular with marketeers. There are many variables — it’s easier in good economic times rather than during crises — to have an effect on customers accepting a price change but this is a guideline that can be used as an orientation point.


  “The single most important decision in evaluating a business is pricing power… If you’ve got the power to raise prices without losing business to a competitor, you’ve got a very good business. And if you have to have a prayer session before raising the price by 10 percent, then you’ve got a terrible business.”


  Warren Buffet


  It’s important to monitor if a price increase impacts revenue to the degree that it’s higher than the drop in sales volume. Even for startups that often enjoy an inelastic demand, a price increase behind a certain price point can and will have an offset in revenue.


  Price Increase Example: Netflix


  In 2011, Netflix announced a price increase which managed to cost them 1,000,000 more subscribers than expected and practically halved their stock price on Wall Street3. How did an innovative company like Netflix manage to do that?


  To start with, it increased the price with 60% from $10 to $16 for the combo DVD-streaming package. Netflix was pointing to rising costs — not value — for increasing the price. It announced the price-increase when they failed to renew a content contract instead of waiting until a deal for new content was signed. After the storm in social media, Netflix PR response was poor, along the lines of “the increase was the equivalent of a couple of Starbucks coffees.”4 This move almost derailed the company and is considered one of the biggest pricing blunders in tech history.


  It took until 2014, a full 3 years, before the company announced a price increase of $1 for new customers only while grandfathering existing customers for two years. The PR department did a much better job this time by publicly discussing the possibility of a price increase of $1 - $2 raising expectations before confirming the lower end. It’s a trick Amazon used by first stating that they were considering a price increase of $20 to $40, but finally only increasing it by $20.5


  Decreasing the Price


  Often a price drop decision is driven by low sales volume or by a competitor lowering the price. In the first case, a startup should question the audience they are targeting. In the latter case, a lower price of the competition will not automatically lead to the customer switching. There are a number of reasons why customers don’t switch, particularly the switching cost and the trust relationship. It’s easier to lower prices than to raise them.


  However, a warning: once a price has dropped, it is difficult to raise it again shortly thereafter. Once you lower prices, they tend to stay low. The $100 service you just offered for $75? Well, it’s now a $75 service. That’s why giving a (permanent) discount or a bonus is a better strategy than lowering prices.


  Dropping the price is not necessarily the best way to attract and retain customers. A price cut often devalues a product or service perception. One way companies avoid that is by creating a B-brand next to the A-brand where the B-brand is a lower-price or discounted version of the A-brand. Weber’s law also works in this direction. A price decrease of less than 10% will hardly be noted, much less appreciated by customers.


  Generally, lowering prices is not a good practice for inelastic products and services typically offered by startups. It depresses profit margins and permanently lowers prices, sometimes even starting a price-war. The two main strategies against price cutting are clarifying and quantifying the value, and packaging products or services to maintain higher prices. Having said that, “you shouldn’t lower your price” is not a law. If lowering the price is the strategy that increases market share or creates a growth engine, then test it out by all means.


  Price Decrease Example: Spotify


  Spotify, a music streaming startup with a freemium based business model, cut the price by 50%, from $9.99 to $4.99 per month for US college students in 2014.6 Students are a prime segment for Spotify because of the high mobile device penetration, but $10 was simply too high for them. With the new price Spotify expected to significantly increase the number of paying students — at least twice the number to justify the price decrease. Spotify is going for a penetration strategy in this lucrative segment where competitors are still on a $10 subscription. An interesting benchmark is the fact that Netflix at $7.99 for unlimited movies is perceived as a bargain compared to $9.99 for unlimited music. Or perhaps Netflix is too cheap after all.


  Regardless of increasing or decreasing the price, proper communication leads to success. Adobe is very bad at this.


  A similar amateurish approach could be seen when Adobe decided overnight to cancel students’ lifetime licenses to force them to subscribe to Adobe’s Creative Cloud. It earned them the following header “Cloud this: Adobe has been screwing art students out of the CS6 licenses they paid for” in a PandoDaily7 article and consequently caused a lot of PR damage.


  


  The Cost Side of Pricing


  Although pricing should start from value — not cost — for web service and software startups, costs need to be considered in a pricing strategy. Unlike on-premise software products, SaaS and web service startups have “real” customer-related costs in the form of hosting infrastructure. Unit economics matter a lot more in SaaS than in on-premise software businesses.


  It’s important to factor in the cost to validate the cost. It should go without saying that the price must be greater than the cost.


  Price > Cost


  However, not only is it hard to assign an exact cost to a customer or an activity, for a SaaS or web service startup the Price higher than Cost even translates into: Lifetime Value must be greater than the Cost.


  Lifetime Value > Cost


  Getting the Costs Right: Lower and Upper Bounds


  The lower bound represents the costs to acquire, serve and retain a customer on the basic tier, or free package. In the case of freemium, the cost to acquire is the cost to convert a free user into a paying customer.


  The upper bound represents the costs to acquire, serve and retain a customer of the premium tier often a heavy user. For instance a premium customer might consume more storage or will contact customer service more often.


  These three costs: 1. cost to acquire; 2. cost to serve and; 3. cost to retain should be compared to the expected Lifetime value of the customer. The current churn ratio should give an indication of lifetime value but a monthly churn rate between 1 percent and 5 percent is realistic.
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  The pricing strategy is often a foggy picture for startups and should be constructed as a process.
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  HAPTER 7


  Conclusions & Final Words


  


  Setting the Right Perception


  Setting pricing is similar to learning how to ride a bicycle. First you need to learn the technical aspects of it. Falling and failing are part of it. Only when you’ve mastered the technical aspects, cycling can be all about the cycling itself. Once you master cycling, your mind will shift from the cycling activity to the journey. Cycling, just as pricing, will become a means to get you to a certain destination. Similarly, pricing is a powerful vehicle to help you bring the company closer to its objectives.


  More often than not, startups launch with a pricing that is too low, be it to undercut incumbents, or to attract users quickly. Just take any successful startup that has been in business for at least a couple of years. Use the Archive.org or WayBackMachine to compare their current price page against the price page when they launched. You might find that the highest-priced plan at the time of launch is their lowest-priced plan today. Thinking a pricing strategy through not only can seriously increase a startup’s revenue, but it might also be a matter of failure vs. surviving. Applying at least one of the pricing strategies and tactics might have an immediate and significant impact on sales and profitability.


  Every paying customer is an achievement so go find out why they pay. Launch a survey and identify the customers that perceive your product or service as a “must have.” A “must have” customer is a customer that will be unhappy if you double your price but stays a customer because the value you deliver is high. Do some research and specifically contact the “must have” customers to understand:


  
    	What industry or domain they belong to?


    	How many users/employees they have?


    	What their consumption and usage of your product or service is?


    	What functionality or features they use the most? What do they value the most?


    	Why they use it? Is it saving time, generating insight, etc.?

  


  The right price lies somewhere between the cost and the value offered to customers. Just to be clear, value rarely means the lowest price. To price high, add value, then learn to sell value. Only ongoing interactions with customers will tell you of the price is right.


  A typical pitfall is that an increased margin is an indication of success for a pricing strategy. This may well be the case, but higher margins can indicate that opportunities to sell to price-sensitive customers are being missed. Remember that the cost of serving an additional customer is marginal in a web service or software startup. Maximizing revenue equals maximizing profits. If the absolute value of the profit increased, the pricing strategy did what it was meant to do.


  Make sure you don’t over-engineer your pricing strategy and make it difficult to understand. It is important to understand that pricing is also a function of marketing, not something figured out with an Excel spreadsheet. In the marketing strategy, Price needs to be aligned with Place, Product and Promotion in order to create a viable value proposition.


  Understand your pricing goal: because pricing is a function of marketing, it’s a requirement to understand your target market and your pricing goals. Depending on the answer, you may have a different axis pricing goal according to market penetration, growth and volume or to undercut a specific competitor.


  Pricing is all about setting the right perception1: water is more useful than diamonds, yet it is a lot cheaper. Value is in the eye of the beholder.


  


  The Dos and Don’ts of Pricing


  Dos


  
    	The guidelines in this book are rules, not laws


    	Research the optimal price per customer to maximize revenue


    	Price is a continuous process


    	Understand why customers will pay you (value)


    	Use value pricing as a starting point


    	Use industry gross margin as a validation point


    	Use tactics such as anchoring and decoy


    	Take into (margin) account the possibility to work with partners


    	Start with the premium part of freemium


    	Offer transactional pricing to transactional businesses only


    	Remember that pricing is a function of marketing


    	Take Cash Flow into account

  


  Dont’s


  
    	Set-it and forget-it


    	Cut prices to sell more


    	Overestimate Customer Lifetime Value


    	Ask customers for ballpark pricing without a framework


    	Underestimate your cost structure


    	Over engineer or use more than 3 axes for pricing


    	Give discounts that aren’t limited in time


    	Do pilots for free


    	Use freemium as a vanity metric


    	Subsidize the wrong side in a two-sided market model

  


  12 Ways to Improve Your Pricing Page


  The pricing page is often the exit page. This is your last chance to convince visitors to convert so give it the attention it requires.


  
    	Provide full access during 30 days before the free of freemium starts;


    	Make the connection between the value you offer and the price clear on the pricing page;


    	Display prices in major currencies based on the visitor’s IP address;


    	Use odd value pricing: ending on a 9 for consumers and a 5 for companies;


    	Offer payment methods relevant for your segment (business, geographic, etc);


    	Use bracketing in combination with Goldilocks, supported with “best buy” tactics;


    	Add social proof (testimonials, number of users, media coverage etc) on the pricing page;


    	Use creative and meaningful names for your plans that are relevant for your segment;


    	Request credit card details in a two-step process and use the email address to keep in touch with non-buyers;


    	Give significant discounts for 1 and 2 years contracts and present them first;


    	Check how your pricing page looks like on mobile devices;


    	Use an-offer-you-can’t-refuse popup triggered by the moment that a visitors wants to close or leave the pricing page;
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TechCrunch Mashable MIBEBR 7x7SF  HWeEKY

Build your listing feed

Chelsea Apartments for Rent

@ Follow | adds listings to your Feed

Follow neighborhoods to narrow your

search and see only what's most
relevant to you.

Secure your perfect home

Get in touch with the listings you love,
and stand out from the crowd by
including your financial profile.
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Basic

00 PER MONTH"

Stopics.
10 social profles

100,000 mentions per month
1 user

FEATURES

Real-time monitoring
‘Social Media Inbox
Powerful anaiytics.

Manage your social profiles
Advanced Publishing tools
Sentiment Analysis.

Builtin Social CRM

No Credit Card Required

Professional

K 3 Enterprise
$1500 PER MONTH 2
$3000 PER MONTH
20t0pics + 50 opics
40 social profiles. » 100 social profiles.
s month
ausers » tousers
FEATURES FeATURES

Al Bsic Features + AllBsic & Professional Features
Reat » apoe
Tasks & assignments + Team performance dashboard
Worlow automation + Gustom user roles
Custom dashiboards + Chart uider
CRM integration » Custom branded intertace
Custom Emai Akerts + APl access

No Credit Card Required

* Al producis are biled on an annwel besic

No Credit Card Required





OEBPS/Images/f0120-01.jpg
.|, Highrise

“Keeping track of our business
contacts was a pain when we all
shared a single spreadsheet.
Highrise is much better.”

— Jocelyn, Project Manager at One Design

/" save and organize notes and email
conversations for up to 30,000
customers and contacts.





OEBPS/Images/f0107-02.jpg
ke tion Pricing:

€800 €1795 €3195 me«umm.
o
[ — e Gt
s It st . s [ —— il
Ereimanens Waronng Moty || T dodep s e o
Conetsuon
[r— Hatain oo e R pamasons
Socatvoon [
Ot g aaon ki nd A9
Ssws e 10 s






OEBPS/Images/f0133-01a.jpg
uau'

& HipDial

Find the plan
that's right for
you

14 day free trial. No eredit card

required. Get started In 30 seconds.

s19 25

1 local ines
1+ tosimonth

Slocal
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How do users find you?

Do users have a great first experience?

Do users come back?

- How do you make money?

Do users tell others?
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BETTER PRICING
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Affordable plans make using CannyBill a simple choice

Start using CannyaBill today. A minute is all it takes to sign up.

Basic Small business Professional Enterprise
£3.99 (86 US) £6.99 (12 US) £14.99 (524 US) £29.99 ($48 US)

15 active clients 50 active clients 500 active clients 2000 active clients
Unlimited invoices per month Unlimited invoices per month Unlimited invoices per monih Unlimited invoices per montn
Unlimited staff logins Unlimited stafflogins. Unlimited staff logins. Unlimited staff ogins.
Free upgrades Free upgrades Free upgrades Free upgrades
RapidSSL Certificate RapidSSL Certificate RapidSSL Certificate RapidSSL Certificate

Uniimited telephone & email Uniimited telephone & email Uniimited telephone & email Unlimited telephone & email

support support support support

Sign up
30 day free trial

o up 1o five active clients with ou
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Get the world's #1 sales application
Improve sales productivity, boost your win rates, and grow your revenue.
Have questions? Call 1-855-855-8822.

Most popular

Contact Manager Group Professional Enterprise Unlimited
Contact management forup ~ Basic sales & marketing for up Complete CRM for any Customize CRM for your Premier-+ Success Plan
t05 users 105 users size team entire business B oor

Juser/month* [user/month* Juser/month* Juser/month* Juser/month*

(@iled annually) (@iled annually) (@iled annually) (@illed annually) (@illed annually)

7-day free trial 14-day free trial 30-day free trial oy frec wicd 30-day free trial
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Get the world's #1 sales application, Sales Cloud.
Have questions? Call 1-800-NO-SOFTWARE

CONTACT
MANAGER GROUP PROFESSIONAL ENTERPRISE PERFORMANCE
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Find the plan that's right for you

14 day free trial. No credit card required. Get started in 30 seconds.

s19:..

of st o

1local lines
750 minutes/month

Purchase unlimited additional lines
Customizable prompts and music
Email & IM support

Compare all features

Start free trial

s49:.,

Idesifor small tearms of professionals or

indvidusis who need the extra features.

Slocal lines
1toll free line

s199:x..

Alinclusive o

conferencing solu

for businesses of any size

30 local lines.
5toll free lines

Al Professional features
Enhanced security

Client billing

Compare all features

All Team” features
User management/access control
Phone support

Compare all features

Start free trial
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Price

$6000 -

$5000 -

$2500 -

Quantity

g5 50 300 500
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@ Tom Gara & 2 Follow
tomgara

It's snowing, so Uber is getting its gouge
on.

Surge Pricing
P S——

$45-85

Fares are

+2.5x

the normal Uber fare

e demand, our rates
keep vehicles available.
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SILVER GoLD

10 50 500

domains domains domains

.8 18 .50

monthly monthly monthly

Get the Silver plan Get the Platinum plan

50.10 per domain over 500
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All accounts start with a
14-day no-obligation free
trial.

$29

$99

Modium
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EVIDENCE.com is affordable for agencies of any size.

Please note all pricing is in US dollars.

Ultimate

Standard

$55/mo

Price per user

$25/mo

Price per user

$15mo

Price per user

20GB

included storage

5GB 10 GB 15 GB

Included storage included storage included storage

Secure Evidence Storage All Basic Features Al Standard & Basic Features All Pro Features
Basic Management Tools Collaboration Tools Power Admin Tools AXON Upgrade Every 2.5 Years
EVIDENCE Mobile App (iOS and Bulk Actions Pro Data Management Full AXON Camera Warranty
Android) Admin Roles Agency Analytics Dedicated Support & Maintenance
Audit Trails
Get a quote Get a quote Get a quote Get a quote

Additional storage is only $0.125 per GB per month.

Pricing Info
Request Information

What to Expect: Service & Support

Savings Calculator
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QK/\'F/\L|C'|' Home  Over  Google Ads Keyword Planner  Testimonials ~ Blog  Events  Contact

Results for key words

# keyword cpc volume competition
4 | crm 48.77 110000 High

Related results

# keyword cpc volume competition
crm software 51.81 18100 High

R free crm 35.47 4400 High
3 whatis crm 1251 8100 Medium
a crm systems 5135 2400 High
5 crm tools 21.05 1600 High
6 small business crm 3298 1000 High
7 crm database 2056 1300 High
8 dynamics crm 627 2900 High
9 crm tool 29.05 720 High
10 crm solutions 27.23 720 High
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PRODUCT

USERS

USAGE
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:) 520/munm $40/mu\m 380m\mm

FREE EXPRESS PREMIUM ENTERPRISE

1 Project | 10 MB Storage 20 Projects | 5 G3 Storage 50 Projects | 15 GB Storage © Projects | 30 G Storage

Want a discount? Go yearly!
View plan details
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SalesForce LinkedIn NetSuite Contact

Cost of Sales (%) 53] B 50 41
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Calculate your monthly costs

Send targeted messages to subscribers who care

Monthly Subscribers 1000
Segment your list based on purchase history, subscriber
engagement, geolocation, and more.

Subscribers Emails per month Monthly cost
Integrate with services you already use

0-2,000 12,000 Free

MailChimp integrates with hundreds of other web services,
imted $40.00  2nd our integration fund pays for developers to build their
own connections.

unlimited +15.00
Work together
unlimited 520.00  waiChimp works great with teams of any size. Collect
feedback with comments, make changes with Editor, and send
unlimited 525.00  with MailChimp Mobile.
Need help getting started?

usD(s)

Our Expert Discount Program connects you with MailChimp-
approved experts to help with custom templates, list
migration, emall marketing strategy, and more. We'll even give
you a discount on your first project to offset the cost.
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PRICING

PRICING STRATEGIES
FOR STARTUPS
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PROFESSIONAL PUBLISHING
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Advanced Pricing Plans

All plans include over 700 HTML templates, stunning, i i il

and much more...

MONTHLY QUARTERLY

19 49

First Month FREE First Quarter $32.67 First Year $177.65
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Savings Calculator

Al pricing and savings are calculated in US dolars

AXON & EVIDENCE.com Cost

EVDENGE com erv Stz s000
TOTAL $0.00
Calculate
AXON & EVIDENCE.com Benefits

$000

o

Cost of In-House Evidence Management

What agency do you work for? o o

Email address Return on Investment

* All prices are calculated in US dollars.
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® VALUE

Need (B2C) vs. Pain (B2B)
Return on Investment (Rol)
Must Have vs. Nice to Have

1
1 CUSTOMER

i ALTERNATIVES

| Doing nothing

: (Often a viable option in a mosquito bite scenario)
o

Using Excel
(Often the no. 1 alternative)

Competitors

Factors Influencing

PRICING

COST

Variable cost

Fixed cost

Internal Cost Structure

Type and Length of Contracts
Competition
Regulation
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@ KA-I-AL“ I Home Over Google Ads Keyword Planner Testimonials Blog Events Contact

GOOGLE ADS KEYWORD PLANNER

rch keywords

Keywords * CcRM
Currency US Dollars EI
B [ i

Languages

Add langu:
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5.75% avg.

YOUCARING

RALLY

Giveforward §0.5% avg

B Sotiny!
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love it when a plan comes together.

BONAFIDE

214 258 29 %6925 mo. $199%,..

Or Save With Annuall Or Save With Annuall

Or Save With Annuall

Users 20 Users 60
Forms Unlimited Forms Unlimited
Eniries 15,000/mo. Entries 100,000/mo.
Reports Unlimited

Users 1 Users 5
Forms 10 Forms Unlimited
Eniries 500/mo, Entries 3,000/mo.
Reports Unlimited Roports Unlimitod
Payments 5 Trial Payments Integrated Payments Integrated

SSL Encrypted SSL Encrypted SSL Encrypted SSL Encrypted
Storage 250MB Storage 16B Storage 3GB Storage 10GB

Reports 20
Payments Integrated
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Most recent booking for
this property was today
from India.

There are 13 people
looking at this aparthotel.
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PRODUCT COMPARISON

DEVELOPER SILVER GOLD PLATINUM
Enonic XP Enonic XP Enonic XP Enonic XP

N/A Next business day 5 hours 3 hours

N/A Mon-Fri 8-17 Mon-Fri 9-17 Mon-Fri 9-17
Community forum Web Web + Phone Web + Phone
N/A 99,2% 99,5% 99,9%

N/A 10 hours /yr 10 hours / yr 10 hours /yr
Unlimited 5 10 Unlimited
100GB 200GB 500 GB 1000 GB

10GB 50GB 100GB 100GB





OEBPS/Images/f0121-01.jpg
(A 1 Thereis nothing in Google Analytics that can
CRAZY EGG IS TRUSTED BY “.‘ replace e functionalty Crazy £9g provides -
= Google Analytics have this site overlay report. this
tolls you what percentage of people clicked
- BIOMCO  7voush what page — butit con’ tel you which
dry A Forrst port they clcked. Crazy £gg shows you whether it

. was on o link or not - this highlights usabilty
D&LL Cosrco. bbbt s ety

==wwoLsair
improvement in conversions.

(<
) skype; —
TOYOTA Crazy €9 is pushing the envelope. i you want 1o
(inleD

understand consumer behavior on your web site in
an effort o increase conversions and engagement,
Crazy £gg is the tool to use.™

and 50,000+ small businesses and
entrepreneurs worldwide!

50,000+ Com_Panies Can't Be Wrong:
Eye Tracking Technology WORKS.

Crazy Egg has helped over 50,000 companies grow their business. Now it's your tum. Try Crazy Egg completely risk free... if you don't increase
your website's conversion rate or revenue over the next 30 days, let us know and we'll send you a prompt and courteous refund. So what are
you waiting for? Start your free trial now!

@ . . !
Hilton D smint @ o YaHOO!
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Microsoft Oracle SAP Symantec VMware Net Profit Margin

Revenue ($) 788 378 228 78 58 20-40%
Net Income ($) 22B 1B 4B B 07B Operating Margin
Net Income (%) 28 29 17 17 16

30-60%

Gross Profit Margin
VERY HIGH 70 -95%
Costs of Goods Sold
[©) (@)
Operating Cost

Sales Cost  Marketing Cost ¥
© ©)
Administration Cost

A
0
1
'

VERY LOW
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Individual

€9

Per month when paid

annually

A simple start

+ Send Documents for
Signature: 5/month

+ Single user only

See More Features

Professional

€1/

Per user, per month

when paid annually

Business Essentials

+ Send Documents for

Signature: Unlimited”
+ Company Branding
+ Shared Templates

See More Features

Business

€25

Per user, per month
when paid annually

Advanced Features
+ Send Documents for
Signature: Unlimited"
Company Branding
Shared Templates
Signer Authentication

Data Validation

A N NN

Recipient Permissions

See More Features

Business Premium

€100

Per user, per month
when paid annually

Power Plan

+ Send Documents for
Signature: Unlimited"

¥ Premium Feature
PowerForms: Get
documents signed
on-demand from your
website

<

Premium Feature Bulk
Send: Send the same
document to hundreds
of recipients

¥ Use Premium Features
up to 500/year

 Premium Support
+ Company Branding
 Shared Templates

+ Signer Authentication

See More Features

Enterprise

Need more users or
features?

Call for pricing
1-877-720-2040

CALL

Features to meet your
complete business
needs

+ Send Documents for
Signature: Unlimited"

+ 10+ Users

+ Account Manager

+ Premium Support Plans
Available

 Offline Sending &
Signing

+ Sign from Your Website
+ Send Documents in Bulk

+ API & Application
Integration

+ Customized Document
Sending Capacity

See More Features
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Highrise Basic Highrise Plus Highrise Premium Highrise Max

FOR SMALL GROUPS MOST POPULAR PLAN FOR POWER USERS BIGGEST PLAN WE OFFER
$24/month $49/month $99/month $149/month
Upto 6users Upto 15 users Up to 40 users Unlimited users
5,000 contacts 20,000 contacts 30,000 contacts 50,000 contacts
10deals Unlimited deals Unlimited deals Unlimited deals
5GB storage 15GB storage 30GB storage 75GB storage
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ADVANCED
ANCED HIGH TRAFFIC
s9»,  *49.. 149
/Month '/ Month / Montt $799
/ Month
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100% FREE
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Pricing More affordable
than you spending 100
hours on a spreadsheet

Instant access to a professional model built by a finance
geek who has actually raised money before.
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Find a plan that's right for you.

S B

Entrepreneur Growing business High volume sender
tpt0 2000 subsrvers
send o
subscriersforfree. No contracts, and orpurchase .
i i
— features fo profesional senders.

Calculate your monthly costs

Send targeted messages to subscribers who care

Monthly Subscrivers 1000
Segment your lst based on purchase history, subscriber
engagement, geolocation, and more.

subscrbers Emais por month Wonthy cost
Integrate with services you already use

0-2,000 12,000 Free
MalChimp Integrates with hundreds of other web services,

G e $40.00  2nd our integration fund pays for developers to buld their
own connections.

501 -1,000 unlimited $15.00
Work together

1,001 - 1,500 unlimited 520.00  maiChimp works great with teams of any size. Collect
feedback with comments, make changes with Editor, and send

1,501 - 2,000 unlimited 525.00  with MailChimp Mobile.

Need help getting started?

Our Expert Discount Program connects you with MailChimp-
approved experts to help with custom templates, list
migration, email marketing strategy, and more. We'll even give
you a discount on your first project to offset the cost.
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Basic $29.99 USD

Perfect for just getting started

Investment and 2 St and CashFlow Statement

Multiple Curriencies (§ £ ¥ €)
*Pitch Ready" Executive Summary
Supported Business Models

« Monthly Subscription

« One-Time Sales

PayPal’
==
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Substitutes Provide Anchor
for Perceived Value
|
i
Marketing Efforts
Startup’s Incentive to Sell Increase Perceived Value
Price - Cost

Cost of Product Product Perceived Objective
/ Service Creation Price Value Value

Customer’s Incentive to Buy
Perceived VValue - Product Price

P
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INNOV ' 7'=

EMPOWERING RESEARCH

L'INSTITUT BRUXELLOIS *
POUR LA RECHERCHE ET L'INNOVATION

agentschap voor Innovatie
door Wetenschap en Technologie
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®

BASIC

The tools you need to stay
organized across all your devices.

Explore all Basic features >

Free

®

PLUS

Higher monthly uploads, more
access, more options.

Explore all Plus features >

24,99 USD

per year

GET PLUS

@

PREMIUM

The best of Evernote and the
choice for productive professional.

Explore all Premium features >

49,99 USD

per year

‘ PREMIUM FOR BUSINESS ‘
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Effortless
Conference Calls

Click here to see more power user features v
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Effortless Conference
Calls

No PIN codes, no voice prompts, no cruft
Start a 14 day unlimited trial today.

- -
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32GB 64GB 8GB
$29 $39 $25
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32GB 64GB
$29 $39
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Price

$100 1

$50

$20
$10

Quantity
5 50 300 500
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Ultimate $1,850.00 USD

Ideal if you i need p! i grade ials, custom tailored to your exact situation

Includes Everything from the Pro package, plus.
A customized version tailored to your company. | do the math exactly for your business and your financing situation

1hr (spit ype calls) on using your

1 (spit ype calls) of my review, analysis and advice about your business, market, strategy and financing, etc
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Hey Younger Companies! Do Not Buy the Ultimate package!
A fantastically nuanced financial model is a terrible replacement for real sales to actual customers.

In the earlier stages of a company or product, getting a handful of paid customers using your product should be the firs
version sold at a huge discount is infinitely more valuable than a model showing a $100M company in year 5

My advice? Spend $30 on the Basic model, get a general idea of your business, and pour the leftover money/time into
back for the specialized Finance later.

| personally take an extremely small number of clients each year, and | try to price it high enough to ensure that everyo
Typically a business which is comfortable with a $1K consulting fee is at a point where a custom tailored and nuanced

If that's you and your company, then | think you'll love the "Ultimate” package
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Personal
BlEE

For up to 10 users. We want you secure,
however small your team.

Features Include:
All authentication methods
Unlimited integrations
Hardware Tokens

User Import

Enterprise

All the features you need for truly robust
authentication.

Securing a large organization of 500 or more
users? Speak to an associate to learn how
Enterprise Edition will work for you.

Features Include:
Advanced deployment options
Contextual authentication controls
Protection for Enterprise Cloud Apps
Administrative Roles
Self-Service Portal
Admin APl and Auth AP! access

Premium support

Business

Brings strong authentication to
organizations of any size.

Features Include:
Unlimited users
Chat & email support
Telephony Credits (Up to 25/user/month
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HOW MUCH DOES ASANA PREMIUM COST?

Upto Costs
members per month paid annually
Asana also offers monthly payment plans and options
Move the slider to specify number of members. to only upgrade selected Teams.

HOW MUCH DOES ASANA PREMIUM COST?

Upto Costs
members per month paid annually

Asana also offers monthly payment plans and options
Move the slider to specify number of members. to only upgrade selected Teams.
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for WordPress.

14 Day Money-Back Guarantee

Awesome Support Rapid Development No Hassle Guarantee

Personal "De\nleloper Professional
$40 awen G $99 =

1site 3sites.

12 Sources

14 Sources

PREFER WORKING WITH CODE?

I

StideDeck 2 Lifetime licens:
the featuros of Devel
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Which Plan Will You Choose?

Basic

$9/month
biled annually

L =

100% No-Risk Double-Guarantee
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Here is a dashboard of a perfectly run SaaS business

Annual Churn
Industry Average 18 - 40%

EBITDA

Industry Average <0%

G&A

Industry Average 22%

R&D

Industry Average 12 - 25%

Sales & Marketing

Gross Profit Margin

Industry Average 45 - 75%

Industry Average 60 - 70%
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Month1 Month2 Month3 Month4 MonthS Month6 Month7 Month8 Month® Month10 Month11 Month12
Revenue $0 $500 $1.500 $2100 $2.940 $4116 $5.351 $6.956 $9.043 $10.851 $13.022 $15626 $72.005
Cost $5.000 $5.500 $6.050 $6.655 $7.321 $8.053 $8.455 $8.878 $9.043 $9.495 $9.970 $10.468 $94.888
Result -$5.000 -$5.000 -$4.550 -$4.555 -$4.381 -$3.937 -$3104 -$1.922 -$0 $1.356 $3.052 $5158 -$22.883
Cumulative -$5.000 -$10.000 -$14.550 -$19105 -$23486  -$27422  -$30526  -$32.448  -$32.448 -$31.092 -$28040  -$22.883
# Customers 5 15} 20 25 30 40 50 60 70 80 100 100
# New Customers 5 n 7 7 8 13 14 15 16 17 28 141
Price $100 $100 $105 $18 $137 $134 $139 $151 $155 $163 $156 $132
Price Point $149 $149 $149 $149 $149 $149 $149 $149 $149 $149 $149 $149
Revenue $0 $745 $2.235 $2.980 $3725 $4.470 $5.960 $7.450 $8.940 $10.430 $11.920 $14.900 $73755
Result -$5.000 -$4755 -$3.815 -$3675 -$3.596 -$3.583 -$2.495 -$1428 -$103 $935 $1.950 $4.432 -$21133
Cumulative -$5.000 -$9755 -$13.570 -$17.245 -$20.841 -$24.423 -$26.918 -$28.346 -$28.449 -$27514 -$25.564 -$21133
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60 - 70%

On-Premise

Software

65%

Non-Users

35-45%

Partners
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» No commitment for 30 days - cancel anytime
« After your free month, you'll pay EUR 89.95 / month
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No commitment for 30 days - cancel anytime
After your free month, you'll pay EUR 21.99 / month
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CONVERSION RATE

Sweet Spot
A

100%

Too Much Value

50%
Not Enough Value

0%

LOW VALUE PERFECT FREE PRODUCT HIGH VALUE
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Cost / User Total cost

Query 0.00 0.00
Visitor 51.81 46888.05
Capture 0.9 81.45
Lead 9o 162.90
Opp. 34 307.70
Sales 108 830.52

Revenue estimate

Value / User Total
Sales 5400+ 41526.00
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Price

$100 -

$50

$20 1
$10 4

‘ Shark Bite Problem

Mosquito Bite Problem

Y4

50

300

500

Quantity
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Monthly pricing calculator

Emails

Total Price

$0.00

ong-te
ign Up Free
better de





