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TODAY'S DISCUSSION

Why pricing is important and why superior pricing performance is
hard to achieve

* Biggest profit lever

* Many challenges and obstacles

Basic beliefs and approach to software pricing

* Substantial upside potential exists

* Manage pricing at 3 levels — strategic, product/market, tactical

* Focus on value creation and frontline execution to unlock near-term
opportunities

Real world case examples

* No visibility into underlying performance — “shotgun pricing”

* Poor execution — “no discipline, poor processes, inappropriate models”
* Value misunderstood — “giving away the software prize”

* Customer segments misunderstood — “one size fits all”

1

McKinsey&Company



SoftSummit-100703Baker

PRICING IS BIGGEST LEVER AFFECTING PROFITABILITY FOR ISVs
Average economics for ISVs between $100 million and $10 billion in sales

Raising price ...increases Improve ---Yields operating True nature of price/
by 1%... profit by 7% by 1%... Profitimprovement volume tradeoff
Percent Percent
101 15
Iz ZZZ—Z—ZZ—ZZZZZ=¢Z PI"ICG 7
14 16
Operating
26 profit Volume 5
- Price
100 COGS change
Fixed 4 Volume
costs* change
59 required to
breakeven
-10 on profit
COGS 2 basis
Sales  Fixed costs*
2
* SG&A, depreciation, and amortization MCKinscy&.Compa_ny

Source: CompuStat, 2002
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® Companies in top quatrtile
© Companies in bottom quartile

MANY TECHNOLOGY COMPANIES FEEL THEIR
PRICING MANAGEMENT SKILLS ARE "BASIC"

Pricing excellence skill level

Deficient Basic Very good Superior
1) . (2) 3 4
Strategic Proactive management of industry .
pricing conduct Lifecycle and
. - industry level
Systematic lifecycle pricing e e
Product differentiation to optimize key differentiators
margin capture
Structural Quantification and communication
pricing of value proposition

Transactional
pricing

Pricing
process,
organization,
tools, and
enabling
devices

Exploitation of alternative pricing
schemes

Understanding/quantification of
discount elements

Creating discipline on discount
management

Optimizing bid process
Decision support tools

Transaction-based monitoring
systems

Skill building and training
Pricing coordination across units
Impact on incentive system

Ability to quantify
and communicate
value is weak
across the board

Wide variation in
capabilities across
core elements of
pricing enablers
and infrastructure

Average score: Q @

Source:Survey and interviews of 120 senior executives from technology companies, 2003
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SUPERIOR PRICING PERFORMANCE IS HARD TO ACHIEVE

General observations...

For software vendors in particular...

* Pricing is often under-managed
—Top management attention focused
elsewhere (e.g., growth, cost reduction)
— Few dedicated, capable resources
—Weak processes and enablers

* Limited visibility into actual net (“pocket”)
pricing performance

* Poor understanding by frontline decision
makers of tradeoffs and implications

* Incentives not aligned to drive improved
pricing performance (e.g,. sales focused
on closing deals rather than margin
capture or market positioning)

* “Size of prize” and potential improvement
opportunities not fully appreciated

* Marginal costs perceived to be at or near
zero — drives bad behavior

¢ \/Value associated with software is hard to
guantify — less tangible than hardware

* Multitude of alternative pricing models and
approaches available — many DOF

* Ad hoc approach to pricing strategy and
tactics over product lifecycle (from NPI,
through maturation, add-ons, and EOL)

* Discipline lost in rush to get to market and
establish presence

* Overcoming “box selling mentality” (for
hardware players moving into software)
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BASIC BELIEFS ABOUT SOFTWARE PRICING

 Inherent malleability of software-based products offers tremendous
flexibility in pricing options and architectures

» Trade-offs between different pricing approaches are typically not well
analyzed or understood

* Pricing is both a strategic and tactical issue, and generally requires a
holistic approach integrated with an overall product/service strategy
and practical implementation plan

* Proper pricing execution can create substantial near-term value for
software businesses (e.g., 5-10 percentage point improvement in ROS)
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PRICING SHOULD BE MANAGED AT 3 LEVELS — STRATEGIC, PRODUCT/
MARKET, AND TACTICAL — WITHIN A BROADLY INTEGRATED CONTEXT

Basic elements of software pricing strategy Link with go-to-market
' Customer |
| segmentation Economic value to Channel
\ customers/ceiling | strategy
BUSINesS \| Product Bricin Tactical |/ B | _
| ctrate | architec- | delg execu- |{ Constraints | ! .| Marketing
i 9y /| ture tion \ !
| Cost basis/floor | Sales
Supportlng and enabling infrastructure
Ejrr:)cstisc;nal Core Tools and IT Metrics and Skill building
. processes systems incentives and training
organization

McKinsey&Company
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BASIC ELEMENTS OF SOFTWARE PRICING STRATEGY

1. Customer segmentation

_____________________________________

2. Economic value to customers

* Fundamental starting :
* Economic value created (tangible |

point for pricing

* Segmentation across and intangible benefits)

channels, geographies, . _* Value of next best alternative ~____!
industries, customer ~ TTTTTee--—l_ L o---mTT

needs, size, etc. Price ceiling
ITTT T T T T T T T T T T T TTN \ Fo--ss s s s s s T T T T 1
' 4. Business v | 6. Product 7. Pricing 8. Tactical /5. Implementation i
i strategy \‘ architecture model execution .” constraints !
. ® Industry \ | ® Versioning * “Units” of pricing | ® Price points / ® Customer/ E
E structure and ‘\ * Bundling * Discounts * Negotiation/deal ," channel price |
,  conduct v| ® Platforming * Timing of value process ,/ perceptions E
i * Company value ‘ * Solution capture * Field discount ¢ * Implementability .
,  proposition ' architecture * Licensing/ authority \‘ * Business model E
i * Market share ;' (products and contracting terms| ® Escalation \ * Revenue/ |
. objectives / services) * Level of risk process \‘ margin targets E
i * Product ," * Recurring value sharing * Performance \ ® Transition |
,  roadmap ,I offers * Future flexibility monitoring \ effects on EPS E

Price floor

------------------------- 5
3. Cost basis

“pocket” price waterfall)

* Cost to serve customers (full |
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EFFECTIVE PRODUCT/MARKET AND TACTICAL PRICING DEPENDS ON
UNDERSTANDING ALL SOURCES OF VALUE CREATION/LOSS

Value waterfall

Value-based pricing
opportunities

Tactical pricing

B % V opportunities
Creation B B
gap Com-
munica- Pricing
tion gap a - -
gap Trans-
actlort'l_/ Cost-to-
Ece)go ;a- serve
gap gap
Maximum Real Benefits Asking Pocket Pocket
potential benefits perceived price price margin
benefit created
created
- J — S N— _
Y YT YT
How can we create Can we capture more value by Can we capture more value
more value? managing customer interaction? by managing transactions? 8
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POSSIBLE MEANS FOR CLOSING VALUE GAPS

Value waterfall

Creation - -
gap Com- . -
munica- Pricing - -
tion gap gap Trans- -
action/ Cost-to-
negotia- serve
tion gap gap
Maximum Real Benefits Asking Pocket Pocket
potential benefits perceived price price margin
benefit created
created
- ~ AN ~ AN ~ AN ~ AN ~ J
* Understand * Quantify true * Raise price * Eliminate * Understand
needs across value created * Alter pricing transaction full cost-to-
value chainand ¢ Communicate model and leakages serve impact
customer busi- value more structure (e.g., * Improve on pocket
ness system clearly for bundles) negotiation pricing
* |dentify oppor- * Reduce benefits ® Segment skills and align * Reduce cost-
tunities to where cost is customers more incentives to-serve as
modify value greater than per-  effectively appropriate 9
delivery ceived benefit

McKinsey&Company



WIDE VARIABILITY IN FRONTLINE PRICING (1/2)
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DISGUISED

EXAMPLE
Why do smaller deals

Discount receive such large
Percent discounts?
100% //'
: . : > « ° What is justification for
% F fe 1 % . )
o0% : - . LR J such widely varying
P O e . C e et el R ] sized deals?
60% | .E :. ° i ° o " ;g .E b éo ®e .
° 1. ° e, ° ° . .:.E..‘.... Es o. °
50% oi. .-.. oo oo.. a®e s 'o.i:o° ? . : o °
LT, ‘.b...........;..e.g..t.:...‘...l.:. ige ° °. : °.° o
40% ‘. o o. .o. o.‘. oo...‘ o.. ;" ° :’.. 8 °®
o TPRIRE W 1 X R as ackeg” Y Why are there so
30% F °, ..°. ¢ . ..,‘3“'.":2 ;‘...f T L S ces many deals (even
20% ° o, o3 coodl :o; J.r’..i“ ;’. :.. o ° Iarge OneS) at full list
o F e ° ® 54 ° .
. Aot TR K WA & . price?
..o ....‘o % ° ". ?’:. YY) :.o:' /I
10% o Ky J -
0%
100 1,000 10,000 100,000 1,000,000 10,000,000
Deal size 10
$ Millions
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OPPORTUNITIES TO IMPROVE FRONTLINE PRICING (2/2) DISGUISED

Distribution of deals by discount level, percent of total sales

Maximize potential upside by avoiding large

concentration of deals at list or other

“standard” price levels

* Set list prices above market price

* Avoid additional automatic price caps (e.g.,
volume discounts)

* Create efficient approval process to allow for

nonstandard discounting when necessary

EXAMPLE

Tighten range of discounting

* Create disciplined pricing and
escalation processes

* Build strong pricing organization
with clear authority

* Align sales force incentives to
reduce discounting

* Create tools to give pricing and

sales groups fact-based
29 comparison to other successful
26 deals in similar situations
23
10
6 7
No discount 0-20% 20-40% 40-60% 60-80% 80+%

Discount band

11

McKinsey&Company



SoftSummit-100703Baker

BEWARE OF ASSUMPTION THAT MARGINAL COSTS ARE ZERO  DISGUISED

. . . . EXAMPLE
Percent, indexed to configured list price —
Standard
customer
100 volume/ Competitive
Professional 10 tier/usage negotiated
services 15 discount discretionary
discount
Installation/ -
maintenance 20 Giveaway Rebate/ Payment
services o5 profgssmnal old version delays
services/ or credit/ (e.g., AR
customization peripheral acceptance
o giveaways criteria)
Application/ _T |
feature S | / / COGS/
functionality 40 S5 | 5 effective
Sw L2s l—[ 251 _ transfer
Feature price*
functionality
stuffing/ 55 20
giveaways Giveaway install/
integration and 40 -
Core _ 30 maintenance/ 10
operating SW support services _
/\ 10
. . 7/
Configured Invoice Pocket Actual Pocket
list price price price service margin
costs** 12
Includes sales costs, allocated R&D acquisition/goodwill, royalties, license fees Mcanscy&.Company

** Including professional, installation/integration, and maintenance/support services



LACK OF ENFORCEMENT AGAINST DISCOUNTING

Approval/rejection of discount for deals

Number of deals

Discount
rejected

Discount
approved

105 5
2 2
53
100
70
50
Sales Area VP VP Sales
manager

SoftSummit-100703Baker

DISGUISED
EXAMPLE

* Managers rarely reject deals
due to discount level given to
customer

* Sales reps are not afraid to
request high level of discount

* Sales reps do not suffer any
consequences from offering
excessive discounts

Quotes from sales force interviews

“Managers are no deterrent, they approve everything”

“We never walk away from deals”

“These big deals with huge discounts only get done because of
senior management approving them”

13
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BUNDLING OF NEW PRODUCTS INTO CAPACITY UPGRADES DISGUISED

Distribution of deals by type
Percent of deals with product list >$50,000

100% = 500

Standalone

new

product
Capacity
upgrade
only

Capacity

upgrade with

new product

Weighted average discount of deals
Percent of deals with product list >$50,000

55
30
Upgrade New
with new product only
product

EXAMPLE

* Wrapping new products into capacity
upgrades often results in heavy
discounting and lengthens sales cycle

* Many reps believe they can sell new
products standalone at much lower
discounts and more quickly...

* ...but, new products are often wrapped into
upgrades because of desire to maximize
product revenue

* Bundling new products with upgrade may
compromise true market value of new
products

14
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IMPACT OF IMPROVING END-OF-QUARTER BEHAVIOR

Initial situation
Percentage of total deals
100% = 220

After 1 year

Percentage of total deals
100% = 263

14% gross profit

Impact

~~ -

72 improvement
56
44
) ”
First 11 Last 2 First 11 Last 2
weeks weeks weeks weeks
(a5% ) { 37% ) (43w ) { 28% )

~————

* Shift in deal volume away from end-of-quarter
* Reduced discounting on largest deals
* Improved profitability (on higher deal volume)

SoftSummit-100703Baker

DISGUISED
EXAMPLE

——_——

’

\.___. Average discount

Short- and long-term initiatives
were used to affect change

¢ |Internal and external communication
strategy

* Marketing role expanded to include
— Competitive intelligence
— Price negotiation support

* Sales incentives
— Mid-quarter quota targets
— Price realization incentives and
penalties

* Commitment to change behaviors

— CEO approval for EOQ deals over
Area VP discount authority

15
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DISGUISED

END-OF-QUARTER BEHAVIOR CAN BE MUCH WORSE ISGUISEL
Weighted average discount by month [ ] Quarter-ending
Percent months

20 20 80 75
50 iy 50 iy 50 50 00
40 40 40
30 20 25

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May

2001 2002
Steep discounting
List price volume by month and heavy loading
$ Millions at EOQ
86 100
60

5 10 10 15 5 4 5 10 10 o 5 4

—— [ ] I I — —
Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May
2001 2002

16
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CHOOSING WRONG PRICING PARAMETER CAN SACRIFICE DISGUISED
VALUE AND REDUCE COMPETITIVENESS

Pricing parameter

Alignment with
perceived value

mm

Client Key competitor
Capacity Ports
Poor High

Ratio between client and competitor list prices

Number of ports

EXAMPLE

Competitor price
lower

[ ] Client price lower

Perceived Com- Client
value petitor

Client undercuts competitor and
does not fully capture value

Capacity 8 16 32 64 128 2/5/
1 1.2 1.0 0.8 0.6 0.4 /ﬂ///‘
2 1.4 1.1 0.9 0.6 0.4 0.2
4 1.7 1.4 1.1 0.8 0.5 0.3
6 2.0 1.7 1.3 0.9 0.6 0.3
8 2.3 1.9 1.5 0.7 0.4
10 2.6 2.2 1.7 1.2 0.7 —
15 3.3 2.8
20 4.1 37 77 1.9 1.2 0.7

Perceived Com- Client
value petitor

Client price far exceeds competitor
price and perceived value, forcing
sales force to discount heavily ,

McKinsey&Company
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IMPACT OF UNBUNDLING SOFTWARE SUITES DISGUISED
EXAMPLE
Percent EXAMPLE
120
11 T
100 1—8—|J: ]
15
20 I
20%
Increase
Current  Want Want Convert Price Func- Expected
revenue base only func- losses sensitive tionality revenue with
(80% tionality towins mid-tier seekers base/module
existing) (20% price structure
existing)
Current customers New customer
~ ~— ~ segments
Assumptions 0 20 10 10
Percent change in number
of deals
Module* Base Base+2 Base Base Base+1 18
only modules only only module
McKinsey&Company

* Base nhow priced at 75% of original price; incremental modules each priced at 30% of original base price
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ECONOMIC VALUE ANALYSIS METHODOLOGY TO ESTABLISH

APPROPRIATE PRICE POINTS (1/4)

Step 1: ldentify value created by new
solution relative to next best alternative
and develop pricing model

Step 2: Quantify expected value
creation and develop supporting
materials to convey the message

— Capital savings —

Operational
savings

Total

value =—

creation Revenue
enhancements
Intangibles

— (flexibility and
risk mitigation)

Value

argumentation D

Spreadsheet/
analytic model

19
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IMPACT ACROSS CUSTOMER BUSINESS SYSTEM (2/4) DISGUISED
) . . EXAMPLE
Impact of client product on customer segment (network service provider) EE—
Netwqu Procurement ) Operations Sales a_nd Delivery Service
planning marketing
Key * Designing Identifying * Managing * Advertising * Installing * Managing
customer network suppliers network * Pricing and setup customer
activities ® Forecasting Certifying/ * Maintaining  * Sales force of product service
bandwidth testing equipment * Product * Handling
* Capital equipment * Operating packaging warranty
budgeting Handling of facilities * Branding information
* Capacity RFPs * Serviceability * Training
planning and * Billing/invoicing
network
overbuilds
Potential * Decreased Decreased * Quicker * Increased * Shortened * Heightened
client network testing time provisioning optical install and customer
impact design time Improved * Decreased networking delivery satisfaction
on * Simplified RFP equipment market time * Diminished
customer network response maintenance perception * Integrated training time
topology time * Minimized * New and network ® Customer
* Increased Lessened footprint improved elements network
bandwidth expansion * |Less test product management
utilization needs equipment offerings * Performance
* Reduced time * Multi-vendor monitoring
to revenue provisioning 20

environment

McKinsey&Company



QUANTIFYING ECONOMIC VALUE OF SOLUTION (3/4)
Percent, 100% = 6 year NPV, incremental to legacy technology

100
40
Revenue
enhance-
37 ments
Operational
23 savings
Capital NPV to
savings customer
(excluding

Investment in
new solution)

SoftSummit-100703Baker

DISGUISED
EXAMPLE

Detailed economic impact
analysis showed that new
solution yielded 6-year NPV
incremental to next best
alternative that was more than
12 times investment cost (at
originally proposed list price)

21
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ALIGNING SOLUTION PRICE WITH VALUE CREATED (4/4) DISGUISED
Percent, indexed to originally proposed list price

Software 100% = 100 100
feature <1- o
packages (3) '-
64
Harplware/ 99
basic OS
36
Initial Relative
pricing value
created

100% = 124

20

80

Revised
pricing

EXAMPLE

Client increased price of
3 software feature
packages by as much as
50X, increasing overall
solution price by 24%
and software component
of total from <1% to
roughly 20%

22
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OVERALL PRICE-BENEFIT ANALYSIS SHOWED PRICING WAS DISGUISED
ROUGHLY CONSISTENT WITH VALUE (1/4) EXAMPLE

“Do you get more/less/exactly

Perceived price what you pay for using
Relative measurement on a scale of 0 to 10 Company A’s solution?”
10 Percent
Share loss likely Company A
9 | ™
Lot more }4
8 | -
! — More 17 31%
7 ‘/ 'I \. > umoren
/ \
6 I ) . ’
/ STy Little ]10 )
5 | _ 1 \ more
Competitor )‘\ / .
4 | C ' . Com%etltor Exactly 55
\
3T Little }4
2 | Value less
disadvantage 7 Less ]7 > 14%
1 | 4 __________ HIeSS”
advantage Share gain likely
O | | | | | | | | | Lot |eSS i| 3 /
0 1 2 3 4 5 6 7 8 9 10
Perceived benefits
Relative measurement on a scale of 0 to 10 23
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HOWEVER, ANALYSIS OF KEY BUYING FACTORS UNCOVERED DISGUISED
DISTINCT CUSTOMER SEGMENTS (2/4) EXAMPLE

|:| Key differentiator
Normalized variation by segment

Key buying Average Segment 1 Segment 2 Segment 3 Segment 4
factors response

Percent**
Uptime 19 -0.2[ -0.4 0.7 }0.1
Performance 14 0.0 -0.1[ ]0.2 -0.5
Implementation 11 -0.5 0.4 0.0 }0.1
Interoperability 10 0.7 ]O.Z -0.4 0.0
Functionality 10 -0.1[ 0.5 -0.2[ -0.9
Upgradability 9 -0.3 -0.4 -0.3 ]O.Z

24

McKinsey&Company



SoftSummit-100703Baker

SEGMENTS HAD VERY DIFFERENT PERCEPTION OF VALUE (3/4) DISGUISED

Responses to question: “Do you get more/less/exactly what
you pay for with Company A solution?”
Percent of respondents

Segment 1 Segment 2 Segment 3

Lot more :|12

More 16 25 22

Little more 16 22

Exactly 67 63 45

Little less

Less ] 11

Lot less

EXAMPLE
Segment 4
50
17
17
16
25

McKinsey&Company



FURTHER ANALYSIS SHOWED OPPORTUNITY TO INCREASE
PRICING IN KEY SEGMENT (4/4)

Heavy
software
users

A\

V

Moderate
or non-
software
users

=
o

=
o

o = N w S (4] o ~ [e¢] ©
T T T T T

o = N w S 4] o ~ [oe] ©
T T T

No product
purchase strategy

<

L Segment 1

[ Value
[ disadvantage

Value
advantage

o
R
N
w F
IN
o
o

10

- Segment 4

| Value
| disadvantage

Value

advantage

10

=
o

[
o

O B N W b 00O N 00 ©

o [ N w s al o N w ©
T T T T

>

Clear product
purchase strategy
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DISGUISED
EXAMPLE

- Segment 2

CompetitorC . £

[ Value \
[ disadvantage

Value

Company A

N ’Cd\m.p

—

o
[
N
w
IN
ol
)
~

- Segment 3

-~
Competitgr C 7 ~,
PRUIS ¢

—

ompet

/ N\

- Value 1
- disadvantage

Value

8 9 10 26
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INDICATORS OF POTENTIAL PRICING IMPROVEMENT OPPORTUNITY

Tactical opportunity may exist if...

Product/market opportunity may exist if...

* Account profitability only understood at
gross margin level

* No review of account profitability, account
pruning, account renegotiation

* Significant negotiated discounts and off-
invoice terms exist

* Costs to serve are high and vary across
accounts

* Pricing decisions are decentralized or made
at field level

* Pricing processes are individual and based
on “tribal knowledge” rather than being
standardized and replicable

* Real-time decision tools to predict
transaction profitability do not exist or are
unreliable

* Sales measures and incentives are tied
largely to revenues or volume as opposed
to net customer/transaction profitability

* Distinct customer segments not understood
in terms of needs and buying factors

* Segments not targeted with tailored value
propositions, economically sound value
delivery systems, distinctive go-to-market
strategies, and price points

* Missing detailed understanding of customer
perception of value differential between own
offering and next best alternative

* No centralized tracking of competitor
offerings and pricing

* No post mortem reviews of win/lost bids
analyzing competitor tactics, customer
segmentation, or estimating money left on
table

27

McKinsey&Company



SoftSummit-100703Baker

A FEW LESSONS LEARNED REGARDING EFFECTIVE SOFTWARE

PRICING

Things to do...

Things to avoid ...

* Set price based on quantified, provable
economic value created for customers,
considering their next best alternatives

* Segment customers by how they perceive
software value (e.g., across channels,
geographies, industries, customer size)

* Use creative product architectures to
support different prices to different
segments and to develop an effective
ongoing revenue stream (e.g., through
versioning, platforming, services)

* Develop price architecture that links to
timing of value creation and offers future
flexibility

* Establish price floors to recapture fully
loaded development costs

* Offering a “one size fits all” package that
effectively leads to some customers
receiving more functionality than they want,
need, and are willing to pay for

* Delaying new major releases to include
customized features that most customers
are not willing to pay for

* Discounting heavily to “win every deal”

* Adding on additional services and feature
functionality to “sweeten” deal

* Giving away installation, consulting, and
other services that customers need and will
pay for

28
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