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Preface: Confessions

Prices are ubiquitous. We pay them and charge them many times a day, often ago-
nizing over them, often giving them barely a second thought. Managers who under-
stand the underlying dynamics of price can turn that knowledge into higher profits
and a strong competitive advantage.

The challenge is that the game of “price” is becoming more and more complex.
Intense competition, the maturing Internet, and increasing globalization are causing
massive, disruptive changes in how consumers perceive values and prices, and thus
how sellers need to set prices. Managers must remain vigilant and learn constantly.

When I started digging into the mysteries of prices and pricing more than 40
years ago, I could never have imagined that this fascinating area would evoke so
much curiosity, intrigue, and innovation. Pricing became my vocation and my life’s
work. Over the span of four decades, my associates and I created a pioneering body
of work which continues to guide price strategies and price setting for thousands of
companies around the world. All this work has yielded an unrivaled store of accu-
mulated experience, a treasure vault of practical pricing wisdom.

This book is your access key to that vault.

It will provide you the answers for everything you should know about the topic
of price. These answers are just as relevant for executives, managers, sales profes-
sionals, and marketing experts as they are for consumers. I’ll serve as your trusted
guide as we look at the tricks, the tactics, and the “best” and “worst” of pricing
practices. We will explore price from its rational and irrational sides, through the
lens of revolutionary behavioral research. And occasionally we will do some simple
math to make some points clearer.

Before we start our journey, though, I would like to introduce myself and make
a few confessions.

My colleagues and I study consumer behavior in great depth in order to get to the
best prices for the seller. I did that in my first life of 16 years as a business school
professor and researcher. I continued to do so at the consulting firm Simon-Kucher
& Partners, which I founded in 1985 together with two of my doctoral students.
With 30 offices in all major countries and revenue in excess of $250 million, our
firm today is the global leader in price consulting. We serve top managers and exec-
utives in all industries: health care, automotive, telecommunications, consumer
goods, services, Internet, and industrial products. Simon-Kucher & Partners has
provided the guidance and analysis behind many of the modern, sophisticated
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pricing strategies which confront the consumer or the industrial buyer. These customers
are almost always unaware of who created these sophisticated price structures in the
first place.

Through our recommendations, we have influenced prices of products and ser-
vices with an aggregate revenue of $2.5 trillion. Only six countries in the world have
a gross domestic product which is greater than this number.

Yes, I confess that there may not always be a level playing field between the
seller and the consumer. This is less true for industrial buyers, the procurement
specialists who are tough in negotiating prices. But generally I think that the game
is fair. The reason lies in one word: value. Ultimately the customer is only willing
to pay for the value he or she gets. The challenge for any seller is to find out what
this perceived value is and then price the product or service accordingly. The cus-
tomer stays loyal only if the exchanges with the seller cultivate a lasting sense of
fairness. Customer satisfaction is the only way to maximize long-term profits.

Yes, I confess that we are occasionally confronted with ethical issues. Can you
recommend to charge the highest possible price for a life-saving drug? Should a
company ask the same price in poor countries as in rich countries? How far can a
company go in exploiting a monopoly-like position? What is in conflict with anti-
trust and cartel laws and what is still allowed? These are difficult questions without
clear-cut answers. Ultimately our clients have to decide. But we, as consultants,
must still consider these legal and moral aspects.

Yes, I confess that I have been helping thousands of companies to use smart pric-
ing to maximize their profits. Some people see “profit” as the ugly side of capital-
ism. “Maximize profit” is an inflammatory phrase which can send shivers down
these people’s spines. The simple truth is that profit is the cost of survival. Making
a sustainable profit is a matter of “to be or not to be” for each and every private busi-
ness, for without profit the business will fail. And price, whether you like it or not,
is the most effective way to generate higher profits. We try to instill a true profit
orientation in managers. But I am not a fan of short-term profit maximization. My
mission is to support companies in optimizing their prices to achieve sustainable
long-term profitability.

Finally, I confess that this book contains a comprehensive collection of my pric-
ing endeavors, adventures, triumphs, and failures. I am still surprised almost every
day as I see new, unconventional, and creative pricing ideas popping up. The confes-
sions will continue.

I'hope you have a lot of fun exploring the vast world of price, and wish you many
“a-ha” moments along the way!

In the Fall of 2015

Hermann Simon
Hermann.Simon@simon-kucher.com
Twitter: @hermannsimon



Acknowledgements

For the adaptation of the original German text into English, I would like to thank
Frank Luby and Elana Duffy of Present Tense, LLC. They not only translated and
edited the text, but also contributed fresh research, encouraged me to add more
anecdotes and “confessions,” and challenged me on how to adapt the flow to make
the book more appealing to an English-language audience.

For ideas, comments, critical reviews of portions of the text, and technical sup-
port, I would like to thank the following colleagues at Simon-Kucher & Partners:

In Bonn: Dr. Philip Biermann, Dr. Klaus Hilleke, Ingo Lier, Dr. Rainer Meckes,
Kornelia Reifenberg, Dr. Georg Tacke, Dr. Georg Wiibker

In Boston: Juan Rivera

In Frankfurt: Dr. Dirk Schmidt-Gallas

In Cologne: Dr. Gunnar Clausen, Dr. Martin Gehring, Dr. Karl-Heinz Sebastian, Dr.
Ekkehard Stadie

In London: Mark Billige

In Madrid: Philip Dats

In Munich: Dr. Clemens Oberhammer

In Milan: Dr. Enrico Trevisan, Dr. Danilo Zatta

In New York: Michael Kuehn, Andre Weber

In Paris: Kai Bandilla

In San Francisco: Joshua Bloom, Matt Johnson Madhavan Ramanujam

In Sao Paulo: Manuel Osorio

In Tokyo: Dr. Jens Miiller

In Vienna: Dr. Thomas Haller

vii






1 My First Painful Encounters with Prices...........c.c.coccocovninininne. 1
Pricing Student: The Journey Begins..........c.cccceeeeieiiiiininiininicncenee. 2
Pricing Professor: Academia Was Still My Only Option ..........c.cceceueuee 5
Pricing Consultant: We Take Theory into the Real World....................... 6

2 Everything Revolves Around Price .............ccccoceovirinininininincncenne 9
What Does “Price” Actually Mean? ..........ccccoeeuevirverenienienenenenencnnennens 10
“Price” Goes by Many ALIASes........ccccocverueeierieiienieienieieeeeee e 12
Price=ValUe ........cccoooiiiiiiiiiiieeee e 13
Creating and Communicating Value .............cccecevieiiniininicninicneenee. 15
What Smart Pricing Can Achieve: The 2012 London Olympics.............. 17
What Smart Pricing Can Achieve: The BahnCard...............c.cccccccoeee. 18
Supply and Demand..........c.cceerererieniinienieiiieeenencee e 21
Scarcity and Boom-and-Bust Cycles ...........cccoocevieiiniiiinicniniccnieee 22
Price and GOVEINMENL...........ccceoiiiiiiiiiiiieieeieeeeeeeeee e 23
Price and POWET .........cocooiiiiiiiiiiiccee e 24
Pricing Pushes Its Boundaries............cccccocveviirieninienieicieeceeecceee 25

3 The Strange Psychology of Pricing..............ccccccocnvinnininnnininenne 27
The Prestige Effect of Price ........cooovevininiiiiniiiiiiecencnceccneeciene 28
Price as an Indicator of QUality ........c..coceevevienieiiriniininineneneneneecieene 29
The Placebo Effect of Price ........ccccoevininiiiieiciiiiinenencncecscneeciene 30
Price as a Defused Weapom.........coceeverieniinienieinieenenencscstesienee e 31
Price Anchor Effects .......cccoiiirinineniniiciciciciec e 31
The Magic of the Middle, or the Story of the Padlock ...........ccccoceveuennens 33
Neither the Cheapest nor the Most Expensive Wine...........ccccoceceneennne. 33
A Profit-Generating Product No One Ever Buys.........cccocociniiiinnnne. 34
Creating SCATCILY ....cc.eeviriieiiriieie ettt 34
Selling More by Offering Additional Alternatives ..........c..cocceevvenvenvennenes 35
Price Thresholds and Odd Prices .........c.ccoceerieieinieneniincnenienenenecienns 37
Prospect TREOTY ......ccuoviiiiiiiiiiiicieceeeeee e e 40
Prospect Theory and Price ...........ccccocoviiiiiiiiiiiiiiccccecceee 41
Business or ECOnOmy?..........ccoiiiiiiiiiiniiiinieeeeeeeeeeece e 41
Free or Paid: A Big Difference .........c.ccoeevevenieievininienincncncncnencienne 42



Contents

Better to Pay in Cash.........ccoocioiiiiiniiiicccccc e 42
The Temptation of Credit Cards .........c..coceeeevieiiniieninienieceeeceeee 43
“Cash Back” and Other AbSUrdities .........c.cccoceeevereerieneecieneenneneeneenene 43
MOON PLICES ... 44
PriCe STIUCTUIES ......ooviiiiiiieiiieiieiceeec e 45
Mental ACCOUNTING.....c..cocuirieriiiiiienierenieeerete et 46
Neuro-PriCing.......ccccccooiiiiiiiiiiiiiiiiicii e 47
In Conclusion: Be Cautious! ..........cccccocverieiieniiienieienieienecie e 48
Price Positioning: High or Low..............cccocooiiiininininininncies 51
Success Strategies With LOw Prices......c..cocevievenieiinininieniiicieneenee 51
AL ittt 51
TKEA ..ottt et 52
H&M and Zara..........cccooiviiiiiiiiiiiiiiiiicccc e 53
RYANQAIT ...t e 53
DLt ettt 54
Less Expensive AItErnatives ........cccocvecuereerierienieneenieeeeieeeenreeeesaeeee e 55
Amazon and Zalando: Revenue vs. Profit...........ccccooievininiinnnnnnne. 55
Success Factors for a Low-Price Strategy.........ccocceeveenieineenieniieenieneene 56
Ultra-low Prices: Can You Go Lower than Low? ..........ccccoociiniininnene. 57
Dacia Logan and Tata Nano..........cccccerveririenenienenieeeieeeeeneeee e 58
Honda Wave ... 58
Ultra-low Price Positioning in Other Consumer and Industrial

GOOMS ...t 59
Ultra-low Price Products Also for Sale in Highly

Developed COoUNtries? ..........covevuiiierierieneeieneereneeieeeete et 61
Success Factors for an Ultra-low Price Strategy........cccccooveevviervieinnennnenn. 62
Success Strategies with High Prices .........ccccocevevieiinininnininccnene 63
Premium PriCing .......cocooieiiiiiiiiiiiiicccccceceeeeee e 63
APPIE VS. SAMSUNG.....c..eoiiiiiiiiiiiieiieeeeeeeee et 64
GHILBEER. ...ttt et 65
MIEIE ... 66
POrSChE ... 66
ENEICON ..o 67
“Bugs” Burger Bug Killers .........c.cccoerieniiiiiniiienieieneeieeeceeece e 68
Premium Strategies Can Also Backfire.........c..cccceoieiiniiiiniininicnnncne. 69
Success Factors for a Premium Price Strategy.........cccoovevveeviieniiennennen. 70
Success Strategies for Luxury Goods Pricing.........c..coceeereeniniencnnnenen. 70
How Much Does a Luxury Watch Cost?.......c..ccccevveiiinieniincininiencenee. 71
SWISS WALCHES......eoiiiiiiiiiienieeieecereee e 72
LVMH and Richemont..........c..cocccoiriiiiniiiiniiieccieceeececeeeeeeeeee e 72
Stumbling Blocks in Luxury Goods Marketing...........cccccoceevervenennennen. 73
MaAYDaCK.......cooiiiiiiiiie e e 73
Are There Limits to Prices of Luxury Goods?.........cc.ccceeviecieniecencennenne. 75
The Challenge of Creating Enduring Value.............cccecevinvininnincennene. 75



Contents xi

Success Factors for Luxury Goods Price Strategies .........c..cceceecvevvernennen. 77
What Is the Most Promising Price Strategy to Pursue?............cccc.cce.. 78
S Pricesand Profits ... 81
Chasing the Wrong Goals? .........cccccoerveniiiinieiienieienecieeecie e 83
How Does a Price Increase of 2 % Affect Profits? .........ccccoceevircvencnnnene. 86
Price Is the Most Effective Profit Driver..........ccccocecevieiiniininicncennene. 87
Now ... Let’s Change Your Prices and See What Happens...........cc......... 88
Back to the Future: The General Motors Employee
Discount Program .........c..cocevieiiiieniinienciieceneeeeeeeee e 91
Prices, Margins, and Profits .........cccccoeceeviiniiiiiiiniiicneeeeeeeeeeee, 92
Price Is a Unique Marketing Instrument............c.cccecevieeiinieninncncnnnene. 93
6 Prices and Decisions...............cccoccooviiiiiiiiiininiieceeee 97
Who, What, Where, When, Why ... and How?..........ccccccoeininiinnnne. 97
The Effects of a Price DeciSion...........ccccocvevieriiiiniininicnincneeieneeeee 99
Price and VOIUME .......cc.cocoeiiriiiiiiiiiiiccceeeeeeee e 100
Using Costs t0 St PriCes .....cccevuiiiiniiriiniiiiinicieieceeeieeece e 101
Following the COMPEItion ..........ccceeieierieiienieienreiieeeceecee e 102
Market-Based Price Setting .........ccoveeveeriiinieniiiiiieeieeee e 103
Sharing Value Fifty-Fifty ........ccccocooiiiiiiiicceeee 104
How to Determine Demand Curves and Price Elasticities ...........c........... 106
Expert Judgment: Making Direct Estimates of Price Elasticities.............. 106
Asking Customers About Prices Directly .........ccccoceeivvininiininncncennene. 108
Asking Customers About Price Indirectly ........cccocevieiininiininiinnnene. 108
Price TeStS .....coviiiiiiiiiiiiiiicicccc 109
The Big Data Myth: Using Market Data for Demand Curves
and Price EIastiCItIeS ......c.cecuivieriiiieniiiienieeieriecrene et 109
So ... What About the Competitors’ Prices? ........ccocceeveirveenieniieennennene 111
The Prisoner’s Dilemma: Let the Game Begin........ccccoceevieniiiniennennnen. 112
Price Leadership........cooeeriiiiiiniieieneeteeeeeeee e 113
SIGNALNG ..ot 113
Competitive Reaction and Price Decisions..........c..cceeveciineeniinceencennene. 114
Inflation: What It Is and Why It Matters for Price Decisions................... 117
Price and Inflation: A Lesson from Brazil...........c..ccccooveiiniininicnnnne. 119
7 Price Differentiation: The High Art............c.cocoocininiinininininiienne 121
Going from the Profit Rectangle to the Profit Triangle............cccccccceeene. 122
What Does a Can of Coca-Cola COSt?.......cccevvevrirveniineeniinienieienceeee 123
The Difference Two Prices Can Make ..........cccccoevveniiiininiininncncenee. 125
Why the First Beer Should Be More EXpensive..........ccceeeceneecencenenne. 126
Nonlinear Pricing for a CInema ..........cccceceevvevieiiiniieniinienieeceeeenceeee 127
Price BUundling .......cc.cocovieiiniiiiiiicceceecce e 129
Price Bundling for Optional ACCeSSOTIes.........cocvevuieieneeriineerieeenieenenes 131
UnbUnAIng......ccooeieiiiiiiiieiiec e 132
Multi-Person PriCIng.........cocceoiiiiiiiienienieiiciceeeceeee e 132

The More, the Cheaper? Be Careful!..........cccoociiiiiniiniiiininniiceeeee, 133



Xii

Contents
Differentiation or Discrimination?...........cccceceecenieiieneenieneeneneeneeeenee 134
Price and LocCation ...........ccceeieviiiieninieneiienecreseeteeeete e 136
Price and TImMe .......ccoocverieiiniiiiiiecccceeee e 138
Perishable Goods 140
Patents for Dynamic Pricing ...........ccccocceviiiininiininiiniiieceecceeee 140
Juggling Capacities and Prices.........cccoevveeriirieniinieniineeniieecieeeereeeee 141
Price and SCarcity .......c.coceeverieriiieniiienecece e 142
Hi-Lo VS. EDLP ..ottt 143
Advance Sale Prices and Advance Booking Discounts............cccccocceue... 144
Penetration Strategy: Toyota LeXus .......c..coccevieienieiiinienieneciinecncenee 145
Skimming Strategy: The Apple iPhone ...........ccccocoeviniiiiiniininiininie. 147
Information and Profit CLiffs...........ccccoceniiiiniiiiniiceceeee, 149
FONCING. ..ottt e 150
Pay Attention t0 COSES ......cc.ovieriiiieriirienieeieneerese et 151
Innovations in Pricing...............cccococooiiiiiiee 153
Radical Improvements in Price Transparency .........c..cccceceeceeneeceencenenne. 153
Pay Per USE .....ouieuiiiiiiiiieiie e e 154
NEW PriCe MELIICS....eevuieiiiieiiiiieienieeteeeeteeeeeee et 156
Introducing a New Price Parameter: The Case of Sanifair....................... 157
AmAzon Prime ........cccocooiiiiiiiiiiiiieeneeeeeee e 159
INAUSLIIAL GASES......eevieeriiieiiiiieit e e 159
ARM Lottt 159
Freemilum .....c..oocoiiiiiiiiiiiieccecccee e e 160
FIAt RALES ..ottt e 163
Prepaid SyStemS .....cc.eoviviieiiiieiiiieeeeeeceee e 165
Customer-Driven PriCing ........cccccocevirieniniiniiieniciencieeece e 165
Pay What You Want ..........ccccoceiiiiiniiinicccceceeece e 166
Profit-Oriented Incentive SyStemS .........ccccecvevieiienieiienieiinecieeecneeeee 167
Better Price FOrecasts ..........coceviiieniiieniiienicenececeeeeecre e 168
Intelligent SUICharges ..........coceeuirieriiiieniiieceeeeeeeee e 169
a1a Carte PriCing........cccooeeiirieiiiieiieeccccceeeeee e 172
Harvard Business Review Press.........coccoveviiiiiiniiiinccinciieecceee, 173
AUCHIONS ..ttt sttt e 174
Pricing in Crises and Price Wars................cococooiiinininin 177
Crisis: What Does That Mean?............cccoceecenieienieienieienecieeeeneeeee 177
Cut Volume or Cut Price? ........cccooviiviiiiniiiinicenicececieeece e 179
Making Intelligent Price CutS.........ccceoevieiinieninieniieeeieeecceeeseeee e 180
Offer Cash or Goods Instead of Lower Prices!...........ccccccvvviininicncnncne. 182
Staying Off the Customers’ Radar Screen..........cccocceeeevinieninicncnnennn. 183
The Arch-Nemesis: OVercapacity .......c..coceeeeverueeeenieeeenieneeneeeeneenennes 185
Price Increases in Times Of CriSiS......c.cccoeevverieiienienienieienicieeecneeee 187
Price WIS ..o e 188

10 What the CEO NeedSto Do..............oooveiiiiiiieiieeeeeeeeeee e 193



Contents xiii

Price and Shareholder Value ...........c..cocevieiiiiniiniiiiniiienecieeecceee 194
How Price Can Increase Market Capitalization.............ccceeceeererceencenenne. 195
$120 Million More Through Pricing...........cccceeeeeineeneineineinecneees 196
Price and Market Capitalization.............ccceecverieiienienieniecienecieeecreeeee 197
The Day the Marlboro Man Fell Off His Horse..........cccccocevcenieccncennnne. 197
20 % Off on Everything: The Praktiker Case .........cccceceeeveeeenuincecncenenne. 197
The Devastating Effect of Price Wars: The Potash Oligopoly Case......... 199
Pride Before the Fall: The Netflix Case........ccccecceviecienieciinecninecneenene. 200
A Failed Attempt to Trade Customers Up: The J.C. Penney Case ........... 201
Discounts and Promotions: The Abercrombie & Fitch Case.................... 203
Price Discipline Increases a Company’s Market Value:
A Telecom CaSE ......c.ccuviuiiiiiiiiiiiiiiececce s 204
Pricing and Financial Analysts .........cccccoeeieninienieienieieneceeeeneeeee 205
Price and Private Equity INVEStOIS .........ccccecieniiiienieiiiniciieiciceecceeee 207
The Key Role of Top Management........c...cc.eecveererveniieeeniieceeneeneeneenenne 208
Name Index.........cocooiiiiiiiiiii e 211
Companies and Organizations Index .................ccccoeiriiniininiene e 213

SUDFECt INAEX .......oouiiiiiiieieit et s ae e 217






Hermann Simon is Chairman of Simon-Kucher & Partners
Strategy & Marketing Consultants, which has 30 offices in
24 countries. He is the world’s leading authority on pricing.

Simon was a professor of business administration and market-
ing at the Universities of Mainz (1989-1995) and Bielefeld
(1979-1989). He was also a visiting professor at Harvard
Business School, Stanford, London Business School, INSEAD,
Keio University in Tokyo, and the Massachusetts Institute of
Technology. He studied economics and business administration
at the Universities of Bonn and Cologne. He received his diploma
(1973) and his doctorate (1976) from the University of Bonn. He has received numer-
ous international awards and honorary doctorates, and is voted the most influential
management thinker in German-speaking countries after the late Peter Drucker.

Simon founded Simon-Kucher & Partners in 1985 together with two of his doc-
toral students. After advising the firm for a decade, Hermann left his academic
career in 1995 to assume the full-time role as CEO of Simon-Kucher & Partners,
where he led the firm’s international expansion. When he left that role in 2009,
Simon-Kucher & Partners had become the world’s largest pricing consulting prac-
tice, active in all major industries. The firm has consulted with more than 200 mem-
bers of the Global Fortune 500, some in decades-long relationships.

Simon has published over 30 books in 26 languages, including the worldwide
bestsellers Power Pricing (Free Press, 1997), Manage for Profit, Not for Market
Share (Harvard Business School Press, 20006), Hidden Champions (Harvard
Business School Press, 1996), and Hidden Champions of the 21st Century (Springer
New York, 2009).

He has served on the editorial boards of numerous business journals, including
the [International Journal of Research in Marketing, Management Science,
Recherche et Applications en Marketing, Décisions Marketing, European
Management Journal, as well as several German journals. Since 1988 he has been a
columnist for the business monthly Manager Magazin. He is also a board member
of numerous foundations and corporations.

XV



My First Painful Encounters with Prices

My first life lessons on the power, importance, and effects of price were emotional
and left a permanent imprint. But they didn’t come in the university classrooms or
corporate boardrooms where I spent much of my adult life as a professor or a
consultant.

No, the setting was one of the oldest forms of commerce known to mankind:
a rural farmer’s market.

I grew up on small livestock farm shortly after World War II. When our hogs
were ready for slaughter, my father would bring them to the local wholesale market,
where they would be auctioned off to butchers or traders. The sheer number of
farmers who brought their hogs to market, matched by the large number of butchers
and traders on the “buy” side, meant that no individual buyer or seller had a direct
influence on the price of the hogs. We were at the mercy of the local cooperative,
which cleared the transactions. They would tell my father the price he would
receive, and thus determine how much money he could take home to our family.

The same applied to milk, which we would deliver to the local dairy. We had
absolutely no influence on the price. The dairy, again part of a cooperative, told us
what the price would be. The milk price would fluctuate based on supply and
demand. In times of an oversupply, prices would plunge. We never had hard num-
bers on supply and demand, only the impressions we gained from observing the
market itself. Who else delivered milk? How much did they have?

In every market my father went to, we were “price takers.” We had to accept the
set price, whether we liked it or not. It was an extremely uncomfortable position. As
anyone with a similar experience will attest, money is tight on a farm; these sales
were our only source of income.

I absorbed all these impressions as a young boy and I must admit, I didn’t like
them. Decades later, I would explain in interviews that these lessons taught me
something which has guided me in running my own business and helping others

© Springer International Publishing Switzerland 2015 1
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2 1 My First Painful Encounters with Prices

improve theirs: never run a business in which you have no influence on the prices
you charge.!

I won’t claim I articulated those thoughts exactly that way in the 1950s as a
young boy. But I have that same visceral feeling today whenever I think about the
price of pork or buy a gallon of milk. I am rather certain that these childhood experi-
ences shaped my opinions about how businesses operate. To this day, I don’t think
much of a business that doesn’t make money.

Prices determine how much money you make. That much is clear. Yet how much
influence can you exert on prices, so that money isn’t tight and you don’t need to
live month to month or quarter to quarter? And if you have that influence, what is
the best way to wield it? Out of my childhood experiences came a lifelong passion
to get better answers to those two questions. I was hooked. Pricing would become
my lifelong companion. But the journey from the small farm to global pricing expert
was anything but straightforward.

Pricing Student: The Journey Begins

In college I was fascinated by lectures on pricing theories. They were mathemati-
cally elegant and often very complex. These challenging lessons gave me a solid set
of ways to think about price problems, structure them, and solve them. They would
become one more essential building block to my understanding of how pricing
works.

But the farmer’s son in me noticed something right away: the professors and
their students rarely talked about how any of these theories applied to real life.
At the time I had no idea that one could eventually apply these concepts to real-
world problems. Only years later would I understand that the math also matters, and
that it can provide companies a strong competitive edge when combined with other
aspects of pricing.

Pricing became an emotional experience again when I met Professor Reinhard
Selten, who would go on to win the Nobel Prize in Economics in 1994 for his work
on game theory. Professor Selten conducted a pricing experiment in class with real
money at stake. He offered a prize of $100. One “A” player and four “B” players
could divide this money up among themselves if they could form a coalition that
lasted at least 10 minutes.

Imagine now that you are the A player, which was my role. What would you do?
What principles would you follow? What are your motivations? Keep those thoughts
in mind as you read further. Toward the end of this chapter, I’ll reveal how the
experiment turned out. What I will say now, though, is that the results of this
experiment cemented the word “value” in my vocabulary. They taught me first hand
that pricing is about how people divide up value.

'“Hier ist meine Seele vergraben” (Here my soul is buried), interview with Hermann Simon Welt
am Sonntag, November 9, 2008, p. 37.



Pricing Student: The Journey Begins 3

Back in the 1970s, at the time I completed my master’s degree in economics, no
one in the business world thought of pricing as a discipline unto itself. That left me
with only one practical option if I wanted to continue exploring my passion for pric-
ing. I needed to stay in academia. The next major milestone came with my doctoral
dissertation “Pricing Strategies for New Products.” During my time as a teaching
assistant [ had the chance to work on several expert opinion papers which addressed
questions about pricing policies. These papers gave me my first glimpse of how
large companies priced their products. I do recall a strong feeling that their pro-
cesses and policies had considerable room for improvement, but at that time I lacked
specific solutions.

The next stop on my journey came in January 1979, during my time as a postdoc
fellow at the Massachusetts Institute of Technology. Within a matter of a few days,
I would meet three people who would not only influence my own career path, but
who would also lay the groundwork for pricing to grow from an academic topic for
a few passionate professors to a vital corporate function and a powerful marketing
tool.

First T visited Professor Philip Kotler at Northwestern University. Kotler had
become a marketing guru at a relatively young age, and I was eager to show him my
research results on how a buyer’s price sensitivity changes over the course of a
product’s life cycle. This is a topic all shoppers around the world experience nowa-
days, whether they are looking at high-tech gadgets in an online store or eyeing a
basket of very ripe fruit at a local market: the value we perceive changes as the
product ages. I wanted to know how that translated into opportunities for smart
pricing.

In 1978 I had published a paper in Management Science, the leading journal at
that time, which showed that one of Kotler’s models on the dynamics of prices dur-
ing a product’s life cycle had implications which were nonsensical. My own empiri-
cal research on the dynamics of price elasticity over the product life cycle also
contradicted the prevailing conventional wisdom.

Full of self-confidence, I told Professor Kotler that I wanted to conduct uncon-
ventional research into pricing. I wanted to go outside the realm of sophisticated
functions and elegant theories and actually produce something that a manager or
salesperson could understand and apply to his or her own business decisions.

He quickly burst my bubble.

“Most scientific marketing researchers want to uncover something that is rele-
vant for day-to-day business,” Kotler told me. “Few succeed.”

I knew that Kotler was correct. Most of the science around pricing came from
microeconomics. If pricing remained limited to the boundaries and shifts in micro-
economics, its real-world relevance would be marginal at best.

Kotler did offer me one bit of encouragement, though. He knew someone who
called himself a “price consultant,” someone who apparently made a decent living
by helping companies with pricing problems. The term “price consultant” sounds
intuitive now, but it struck me as unimaginable when I first heard it. How did he do
that? What did he recommend to his clients? I filed the term away and vowed to
track down this “price consultant” after my trip and learn more about his work.
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The same trip to Northwestern took me several miles south along Lake Michigan
to the South Side campus of the University of Chicago, where I had appointments
with assistant professors Robert J. Dolan and Thomas T. Nagle the next day.

I arrived in the evening and walked about four blocks through the biting cold and
wind from the Illinois Central train station to the University guesthouse. When I
met my hosts at the business school the next morning and told them that I walked in
the night from the train station to the guesthouse, they were horrified.

“How could you be so careless!” they said. “This is a high crime area. You were
really lucky you didn’t get mugged.”

Weather and crime risks aside, the University of Chicago was the place for me,
as a quantitatively educated economist. It was something like visiting the Vatican.
The business school had young professors who focused on the same research areas
I did, namely Dolan and Nagle, at a time when so many new, exciting ideas started
to percolate: empirical measurements of price elasticity and demand curves, nonlin-
ear pricing, price bundling, dynamic modeling, the effect of price on the diffusion
of new products, and many others. I stood out as a controversial figure, the unknown
from Germany who had dared to attack the great Philip Kotler. Though Kotler him-
self took the criticisms in stride (the two of us remain friends to this day), many
others viewed my comments as an insult. These feelings faded into the background
though. As young professors focused on pricing research, we had plenty to discuss.
Nagle left UChicago several years later and founded the Strategic Pricing Group,
which concentrated on pricing training. He would also write Strategies and Tactics
of Pricing, which would become one of the best-selling books on the topic. Nagle
and I would usually meet when I visited Boston over the years.

Dolan and I, however, forged a lifelong friendship among ourselves and our
families. He would later switch to Harvard Business School, where I was a Marvin-
Bower-Fellow? for the 1988/1989 academic year. Dolan and I began an intensive
cooperation and started publishing jointly, culminating in the book Power Pricing
in 1996.?

A little later in 1979, I did indeed follow up on the referral Kotler gave me. I
contacted Dan Nimer, the man who called himself a price consultant. He sent me
some of his articles, and the differences between his publications and the theoretical
papers I'd read and written in my academic career could not be more striking. The
scientific papers on price in the academic world were long on theory but devoid of
practical advice. Nimer’s papers were the exact opposite, chock full of simple but
useful insights. He had a very good intuitive feel for pricing tricks and tactics, with-
out exploring or perhaps even knowing their theoretical underpinnings. For instance,
he had recommended price bundling a couple of years before a Stanford professor
presented the theory and showed why price bundling can be optimal.

2Marvin Bower (1903-2003) is the co-founder of McKinsey & Company. He also was very inter-
ested in my pricing work.

3Dolan RJ, Simon H (1996) Power pricing — how managing price transforms the bottom line. Free
Press, New York.
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Nimer was the practice-oriented consultant who had a toolbox, before this
toolbox was proven by academia. His enthusiasm for price consulting was conta-
gious; it certainly infected me. And he was interested in what we young guys were
doing. When people who are older, more experienced, and more famous than you
are taking an interest in your work, it provides a tremendous motivation.

I would see Nimer on occasion in the ensuing years. Into his 90s, his enthusiasm
did not wane. He still lectured on pricing and advised clients. In 2012, members of
the pricing community honored this visionary of pricing with a voluminous book of
almost 400 pages for his 90th birthday.* I had the honor to contribute a chapter titled
“How Price Consulting is Coming of Age” to Nimer’s anniversary publication.

All of these encounters and relationships made 1979 a watershed year in my
understanding of pricing and its future. It would still take me six years, though,
before I would find a way to weave all of these strands together —emotion, incen-
tives, theory, math, value, and research—to offer companies the support I knew
deep down inside that they needed. Between 1979 and 1985, I continued within
academia to raise awareness about the importance of pricing and the fascinating
areas of study within it.

Pricing Professor: Academia Was Still My Only Option

In the fall of 1979, I started teaching business administration at various universities
and business schools. My research focused primarily on pricing. This culminated in
the publication of my first book, Preismanagement in 1982. The English title Price
Management under which I published a book in 1989° may seem very simple, but I
thought long and hard about what to call the book. The idea of managing prices was
not in the mainstream back then. If any terms had common usage, they were “price
theory” or “price policy.” The former dealt with the highly quantitative concepts I
first encountered in my studies of economics. Prices must ultimately be quantita-
tive. We express them in numbers. The latter term, “price policy,” described what
businesspeople actually did. It was highly qualitative, a sort of oral or written his-
tory passed on from one generation to the next at a company.

With the term “price management” I wanted to integrate these seemingly incom-
patible worlds in a way that would serve the managers, salespeople, and the finance
teams that make price decisions every day. In other words, I tried to take the quan-
titative, theoretical concepts and make them accessible and useful so that these busi-
nesspeople could make better pricing decisions at their own companies.

During my tenure as a university professor, I regularly gave speeches and semi-
nars on price management to businesspeople. I also sponsored numerous master’s
theses and dissertations on the topic. Many of these papers raised as many new
questions as they answered. They combined with other research to expand and

*Smith GE (ed) Visionary pricing: reflections and advances in honor of Dan Nimer. Emerald
Publishing Group, Bingley.
3Simon H (1989) Price management. Elsevier, New York.
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deepen the body of knowledge on price management. That helps explain why the
second edition of the book Price Management, published in 1992, swelled to 740
pages. This growth in knowledge met a demand for more insights into pricing.

Pricing Consultant: We Take Theory into the Real World

Since 1975 I had been teaching in a 3-week management seminar for “high poten-
tials” for Hoechst, a large chemical company and the world’s largest pharmaceuti-
cal firm at the time. I extended my teaching activities to business schools around
the world, through guest professorships at INSEAD, London Business School,
Keio University (Tokyo), Stanford, and Harvard. And I started to advise compa-
nies. In the beginning it was a small side business and a nice change of pace from
the academic grind. The time had now come to take the next step and take on the
job title that Dan Nimer had coined in the 1970s. I dared to call myself a “price
consultant.”

My very first consulting project was for the chemical giant BASF. The BASF
management told me that they needed to reconsider their market segmentation in
the industrial paint business, and asked for our support. We also received projects
from Hoechst, which became our biggest client in those early years. By 1985, I was
well known in German and European industry and earned an appointment as direc-
tor of the German Management Institute, which almost all large German companies
belong to. Within a very short time, I got to know the top brass of German
industry.

We soon realized that the only way to do all this work professionally was to form
a consulting firm. So in 1985 I founded a firm together with my first two doctoral
students, Eckhard Kucher and Karl-Heinz Sebastian. Similar to the motivation
behind the book Price Management, we wanted to apply the methods and theories
of academic research to actual business problems. Eckhard and Karl-Heinz ran the
fledgling company, taking advantage of my industry connections before developing
their own. With three additional employees, we achieved $400,000 in revenue in the
first year. In 1989 the firm had 13 employees and $2.2 million in sales. The growth
continued slowly but steadily, as we gained more and more confidence that we had
tapped an unmet need for businesses.

As I said about Dan Nimer: when people who are older, more experienced, and
more famous than you are taking an interest in your work, it provides a tremendous
motivation. Around this time we received further support and inspiration from the
world-renowned management thinker Peter Drucker. He and I had many interesting
discussions about pricing, and he always encouraged me to pursue the goal of find-
ing practical applications for pricing theory and research.

“I am impressed by your emphasis on pricing,” he told me during a visit to his
home in Claremont, California, adding that it is the “most neglected area of market-
ing.” Drucker saw a clear link between pricing and profit and also sensed the same
improvement potential I first noticed in my doctoral research.
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Pricing intrigued Drucker from an economics and also from an ethical perspective.
He understood profit to be the “cost of survival” and sufficiently high prices to be a
“means for survival,” two points which resonated deeply with me. In the 21st century,
the word “profit” has become a magnet for protests and negative headlines. Drucker
always tried to strike a clear ethical balance. He warned against the abuses of market
power. He commented on price transparency, and advocated fair behavior. At the
same time, he understood the importance of making money, and described it very
eloquently in an opinion piece in The Wall Street Journal in 1975:

It is not the business that earns a profit adequate to its genuine costs of capital, to the risks
of tomorrow and to the needs of tomorrow’s worker and pensioner, that ‘rips off” society. It
is the business that fails to do so.

“Pricing policy today is basically guess work,” he told me in the early 2000s.
“What you are doing is pioneering work. And I think that it will be quite some time
before any of the competitors catch on.”® Shortly before his death in 2005, he pro-
vided a testimonial for Manage for Profit, not for Market Share, a book which I
co-wrote with two colleagues: “Market share and profitability have to be balanced
and profitability has often been neglected. This book is therefore a greatly needed
correction.”’

By 1995, our little consulting firm had 35 employees and revenues of $7.9 mil-
lion. At that point, I decided to stop serving two masters. I ended my academic
career and devoted myself full time to the firm and its emphasis on price manage-
ment. In 1995, I became the full-time CEO of Simon-Kucher & Partners and ful-
filled that role until 2009. Since then I have served as the firm’s chairman.

In 2015, Simon-Kucher & Partners achieves revenue of $235 million. At the end
of 2015, the firm had more than 850 employees working out of 30 offices in 24
countries around the world. Simon-Kucher & Partners is now widely considered to
be the global market leader in the specialized area of price consulting.

From that first visit to a farmer’s market to my latest trip to give a speech in China,
I have encountered prices in thousands of forms. This challenging lifelong journey to
understand prices —where they come from, why they work, and how they work —has
been immense fun at times, especially during those “Eureka” moments when my
colleagues and I unlocked another secret with the real-world relevance which
Professor Philip Kotler said was so elusive. You will read about many of those
moments in this book. But I have also experienced frustration, confusion, and occa-
sional helplessness. You will read about some of those moments as well.

®Personal letter from Peter Drucker, July 7, 2003.

7Personal letter from Doris Drucker, the wife of Peter Drucker, on November 2, 2005. She wrote:
“I am sorry to tell you that Peter is very ill. Before his collapse he dictated a letter to you. The
secretary just brought it here for his signature.” This note was followed by his testimonial for the
book. He and I were scheduled to meet on November 12, 2005, at his house in Claremont,
CA. The evening before the meeting, I called from Mexico City to confirm. Mrs. Drucker
answered the phone and said, “Peter died this morning.” I was shocked.
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The biggest pricing triumphs came when we helped companies create and launch
new pricing approaches that resulted in a big win for consumers and the company.
In 1992, we introduced a discount card with an upfront fee for the huge German
Railroad Corporation. Consumers loved it, because it made travel planning much
simpler and provided unprecedented price transparency. The company loved it,
because they would have a steady income stream from the card fees and earned
higher revenue as more people saw the train as a practical, affordable option.

I was also proud that we helped Daimler implement a relatively high price when
it launched the revolutionary Mercedes A-Class. Our teams have helped Porsche
launch new models and have helped most major Internet companies use better pric-
ing to turn their breakthrough ideas into sustainable, successful businesses.

A critical part of these triumphs is the ability to anticipate future trends and esti-
mate their impact. In some industries, such as petroleum exploration, events may
take years to unfold. A few times, though, the world changed in a matter of minutes.
We developed new pricing for TUI, the world’s largest tour operator, and we were
on target to launch the system with them on October 1, 2001. The terrorist attacks
on September 11 rendered every assumption, every analysis, and every recommen-
dation behind that system obsolete. Nonetheless, it was comforting to receive an
e-mail from TUI’s top management a year later which explained that the work on
the new pricing system was not for naught. They said that the company would have
been much worse off if they had kept the previous system in place.

You might call Professor Selten’s game the first pricing triumph I ever had,
because it taught me about the importance of value, incentives, and communication.
Unlike the experiences at the farmer’s market, I had an opportunity to influence the
amount of money I would take away from a negotiation. What were your thoughts
about being Player A? When I had that role that afternoon long ago, the B players
and I had a lot of back-and-forth negotiations before a coalition finally stood for the
required 10 minutes. Two of the B players took home $20, and I left with $60, a lot
of money for a student at that time, 20 % above the expected value.?® Pricing is
always a reflection of how people divide up value. This experiment was one of the
highlights of my studies.

Naturally, I have experienced some flops as a pricing consultant, either because
the client couldn’t implement our price recommendation or because the price
change did not yield the anticipated effects in the market. Fortunately these flops
were few and far between. I have also had many intense discussions with clients
who resisted our recommendations. In hindsight it is still hard to tell sometimes
which party was right. A business team may have many viable options, but can
choose only one. These decisions involve so many factors and face so many market
dynamics that black-and-white certainty is rare.

Everyone creates and consumes value. We are constantly making decisions about
whether something is worth our money, or trying to convince others to part with
their money. That is the essence of pricing. Please join me in this book on a journey
through that amazing world. Enjoy the confessions of the pricing man!

8Since the A player has double the weight of the B players the expected distribution is $50 for the
A player and $25 for two B players. But any other outcome is possible. It depends all on the
negotiations.



