








54

Don't Just Roll the Dice | Neil Davidson

Just before Christmas 2006, Threshers (a UK wine merchant) offered its
suppliers and friends a 40% discount if they turned up at any store with

a special voucher.

When this voucher was “accidentally” leaked onto the web (on the
Stormhoek web site — we've already met them - and promoted by Hugh
MacLeod), word spread like wildfire. Eventually, millions of people
downloaded it. Threshers felt obliged to honor the voucher. Their
customers felt smart and got cheap wine while Threshers made a killing

and promoted their brand.
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Different ways of pricing

The amount you charge for your product isn’t the only decision you >

have to make. You also need to decide how you want to charge. There

are plenty of models:

Subscription Most SaaS companies use this. As with any model, this
one has its pros and cons. The cons, obviously, include less money up
front. But there are surprising benefits beyond the obvious recurring

revenue stream:

« Paying lots of small amounts is psychologically easier than paying
one large amount. That’s why people buy cars with credit cards and
pay it back at 20% interest, or place the cost of a holiday that’s over
in a week on top of a mortgage that will last 25 years. Although the

total amount paid is larger, it somehow feels smaller.

« Ifyou're selling to businesses, then your end user will find it easier
to justify a small, regular payment to his boss then a single large,

one-off payment.
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o Recurring payments promote regular usage. Take members of health
clubs. Those who pay a one-off annual fee tend to use the club inten-
sively for a few weeks after their hefty payment, but then stop using
it. The usage pattern of people who pay quarterly displays a sawtooth
pattern, peaking shortly after payment and then declining until the
next payment. People who pay monthly show a steadier, higher,
usage. Importantly, since they are more regular users, they are also

more likely to renew membership and stay members longer.

I've already covered the Freemium model, where a small number of
paying customers subsidize the majority of freeloaders. The Gillette
model is a twist on the Freemium model. Gillette famously sells their
product in two parts: the razor and the blades. The razor is cheap,

but they make their money on the blades. This strategy is surprisingly
common. Adobe follows a similar strategy with Acrobat. It’s free to

read documents, but you need to pay to create them. Hewlett Packard
loses money on its printers, but makes it back on the ink. The first Ford
Fiestas were sold at a loss, but Ford recovered the money on spares and
finance. Microsoft and Sony lose money whenever they sell an X-Box or

PlayStation, but make it back on royalties for games.

There are many ways of pricing per user. Common schemes include
licensing per named user, or concurrent user. At Red Gate, we license
per user. 1f you have a team of ten people, all of whom want to use our
software, then you need to buy a ten user licence. If you can’t count the
total number of users, or if only a few use it at a time, then pricing by
concurrent user can make sense. This model is often used for server-

based software, such as databases.

Another common licensing model is per processor or per proces-

sor core. The obvious drawback of this model is that processors get
faster, and get more cores, quickly. If, say, you're selling a bug tracking
system that’s tied to the physical power of your customers’ hardware
then Moore’s law dictates that they will get double the benefit of your

software every two years, without paying you a penny.



Chapter 4 | Advanced Pricing

The per physical / virtual server licensing model has the same draw-
backs as the per processor model. As more processors are crammed into
physical boxes, your customers get exponentially increasing benefit for

a fixed cost.

The per usage model involves charging users based on how often they
use your software. This could be per megabyte stored, transaction
processed, gigabyte transmitted, or many other options. Historically,
this has been less common than other models but will become more
usual as cloud computing takes off and people expect to pay for com-
puter usage on-demand. One disadvantage of this model is that it can
discourage people from buying since it is unclear, up front, how much

the user will need to pay.

Charging your end user isn't the only way of pricing software. You can
choose to give it away for free and then make money by, for example,
charging for consulting, installation and training; or selling advertis-
ing. The latter, although a common model for web sites, is extremely
hard to make work. CPM - the cost per thousand impressions - can

be as low as a dollar. In other words, to generate one thousand dollars
of revenue you might need to serve up as many as a million pages. To
generate enough revenue to support a team of three or four people, that
means having ten million page views per month. Most web applications

simply aren’t going to attract that sort of traffic.

Giving your customers a choice of licensing models can make sense.
For example, if you're buying Microsoft’s SQL Server 2008 then you can
choose to license per processor, or buy a server license and then pay per
client who connects. The first model will cost you $5,999 per proces-
sor. For the second option, you'll need to pay $885 to run it on a single

server, and then $162 for each additional user to access the database.

Many businesses end up with a mixed model. For example, Red Gate
combines a one-off fee with an annual 10% - 25% support and upgrades fee.

That way, we get both up-front revenue and a recurring yearly income.
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However, if you choose to do this, you need to be aware of the pitfalls.
Support and upgrades fees aren’t just a cheap way of generating cash,
and they can pressure you into releasing software just for the sake of it,
at times that are not right for you, your customers or your product. If
you're going to charge your customers regularly, then you need to make

sure they get — or perceive - value regularly.

Shortly after launching Windows XP in 2001, Microsoft introduced its
‘Software Assurance’ program. For an annual fee, enterprise customers
could get guaranteed upgrades to next versions of the operating system.
In theory, everybody would win: Microsoft would get a guaranteed rev-
enue stream to fund future development and customers could spread
costs and would get a cheaper upgrade to Microsoft’s new operating
system, code name Longhorn, when it shipped in 2003. But Longhorn
didn’t ship in 2003. Or 2004. Or 2005, It didn’t reach the market until
the end of the 2000, largely neutered, as Windows Vista. And even then

most enterprises refused to upgrade.

Choosing the right model

When choosing your pricing model, here are two recommendations.
Firstly, be boring. Secondly, license your software as your customers

expect it be licensed - fit in with their business model.

Red Gate’s first product was Aardvark, an online bug tracking system.
When we launched this in early 2000, we decided to follow a usage
model. We charged per bug raised. This made sense from our perspec-
tive since the cost of providing the service was linked to how much

our customers used it, but it didn’t fit in with the way our customers
worked or expected to be charged. That was our first mistake. Our sec-
ond mistake was to forget to be boring, and to call the usage units ‘cans
of worms’ We thought it was pretty cool. Our customers had a different
opinion, and we quickly moved to per-user pricing.

There are even worse ways of getting price models wrong. In the late

1990s, The Dialog Corporation was formed through the merger of
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Knight-Ridder and MAID plc. It was in the business of selling data to
corporations and government bodies. Users logged on and searched for

information in the six billion pages of information that Dialog stored.

Dialog decided to implement a per-usage model. Subscribers bought
‘DialUnits’, and different actions cost different amounts of DialUnits,
depending on how much resource the action took and the value of the
data being accessed. Want to sort your results? That would cost more
than saving them. How much more? It would depend on the type of
database you were searching, and the intensity of your search. Ranking,
or removing duplicate results, was especially resource intensive so cost
more DialUnits. Some actions were free. It took four pages of instruc-
tions to explain the pricing model to customers, and that was after a

round of simplification.

In 2001, Dialog then introduced multiple pricing plans and expected
users to choose whether it would be cheaper to use pricing based

on usage, or on time. Then there were different platforms - Dialog
Transact, Dialog Advantage and Dialog Enterprise. Throw in discounts,
multiyear options and differing interfaces such as Dialog Classic,
DialogWeb and DialogClassic Web and, as one user put it, thinking of
anumber, doubling it and adding your mother’s age would have been a

clearer, better pricing strategy.
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Chapter 5:
What your price says about
you (and how to change it)

Prices are never neutral. They send signals. For example, a high price

can signal that you have a quality product. Consumers assume that
expensive perfumes and wine are better than cheap ones, even in the

absence of much evidence.

Alow price can tell customers that you're value for money, or that
you're special. If your competitors are selling software at $10,000 a seat,
and you're selling yours at $100, then that says something about you. Of
course, you might be saying ‘game changing’, but your customers might

be hearing ‘toy.

Copy your competitors and you could be indicating that you're just a
‘me too’ product. If you're a me-too product, with me-too features and
a me-too price, why would people buy from you, especially if there’s

already a strong, dominant product in your market?
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Whatever price you choose, the signals it sends need to fit in with your
brand, and your brand needs to fit in with your reality. There’s no point
using a high price to signal that you have a quality product if you're

not willing to spend marketing dollars sustaining that brand, develop-
ment dollars making that quality a reality and customer service dollars

providing the level of service people expect from a quality brand.

In 1996, McDonalds launched the Arch Deluxe in an attempt to create

a burger for a more sophisticated, adult consumer. To recoup the extra
cost of the higher quality ingredients and the $200 million dollar mar-
keting campaign, McDonalds priced the new sandwich 32 cents higher
than a Big Mac. But the product they tried to create (high quality,
premium) conflicted with the McDonalds brand (cheap and convenient)
and the Arch Deluxe flopped. One argument could be that they priced
the burger too low, and that a 32 cent premium did not send enough of

a quality signal.

Your business model and your strategy have to support your pricing
model. If you have expensive sales people driving expensive cars, taking
your customers’ CEOs out to golf, and end users who expect plenty of
hand-holding and customization of the software you sell them, then
you can't sustain a low price point. Similarly, if you're selling shrink-
wrapped, mass-market software over the web then a high price point

will be counter-productive.

When Red Gate tried to get into the automated web load testing market
one of the reasons we failed (there were plenty of others, including a
product that wasn't up to scratch) was that we attempted a low-price,
high-volume approach in a market dominated by high-price solutions.
We figured that consumers would love a product that they could just
download, try and then buy, but it turned out that our customers
wanted much more handholding than we were able to provide. For the
most part, they didn’t want a product, they wanted a people-intensive

service and the reassurance that a big-name, expensive vendor could
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provide. Our load testing tool was moderately successful, but it

achieved nothing like the success we had dreamed of.

The dotcom boom and bust contains plenty of illustrations of com-
panies who failed to align their pricing with their business model. For
example, Kozmo.com’s business was built around delivering snacks,
DVD rentals and Starbucks coffee, within an hour, to city dwellers.
Unfortunately, the low price, high volume business model it chose
clashed with the reality of the expense of delivering small items by bike
courier. This could have worked as a high price, low volume business

model, as the butlers of English aristocrats will testify.

Switching strategies can be hard. For example, when Intel introduced
the 8080 processor, it priced it at $340. Ultimately, it was selling for $2
a unit, but Intel found it very hard to shake the initial imprinting of the

high cost in people’s minds.

Practice trumps theory

You've read a lot of theory here. Wherever 1 can, I've based it on my
experience and sound research (you can find some of my sources in the
bibliography later on). But your own circumstances are different to any

of those described here, so never forget that practice trumps theory.

Product pricing is as much art and craft as it is science. Sure, it helps
to understand the economics and psychology of pricing, but theory
can only tell you so much. At some point, you need to make a decision
and do it. Use the information in this handbook to make an informed
stab at what a good price would look like, and how your customers
will react, and try it out. The exact price almost doesn’t matter - get it

broadly right, don’t screw up totally - and you can tweak it later.

You're never going to know if you've chosen the exact right price or
not, but you should experiment once you've set your initial price; not

experiment in the scientific sense of forming a hypothesis, changing
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a single variable, and accepting or rejecting the hypothesis, but in the

sense of changing something and seeing what happens.

Scientific experiments are simply too hard to do, and the results too
ambiguous, to be much use in pricing. Too many variables change.
When you change your prices, you'll probably do it when you release
anew version of your product, or it will coincide with a big marketing
push, or some other variable you cannot control, such as the state of

the economy or the reaction of a competitor, will interfere.

Although scientifically purer, it often doesn’t make sense to change a
single variable at a time. Theoretically, you shouldn’t change the price
of your product, your discounting strategy and the types of bundle that
you sell, all at the same time. But practically, it can be the right thing

to do. It’s more useful to fix the problem than to understand why it’s
broken. When a scientist goes on a blind date that doesn’t work out
then, in theory, he should fix one variable at a time, and re-run the date.
First, he should change the partner but go to the same film and buy the
same flowers. Next, he should keep the partner the same, vary the film
and keep the flowers the same, and so forth. But the pragmatist in him
will, or should, change the girl, the film, the flowers, and buy some new
clothes and shave too. If it works, he might not understand why, but at

least hell have a girlfriend.

In the old days, experiments were easy to run. You'd A/B test, splitting
your customers into random groups, post each group a different leaflet
with a different price and measure the outcome. Nowadays, this is risky.
The Internet makes it easy for people to figure out what other people

are paying.

You might be tempted to first run a survey, testing how customers
might react to a proposed new pricing model, or change to an exist-
ing one. However, surveys rarely work. There is always a disconnect

between customers’ words and their actions. When McDonalds
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launched its Arch Deluxe burger (see above), consumers in focus groups
loved it, and 80% said they'd buy it. Few of them did.

How to change your pricing

You might be worried about how your customers will react when you
change your prices. Don’t be. For most of us, our customers have better
things to worry about. If we shift our prices from $100 to $150 then
most people won't notice, and of those who do notice very few will care.
If you bought a copy of SQL Compare from the Red Gate web site in
2000 it would have cost you $50. Do the same thing now, and you'll find

the price is $395. Buy the full suite of tools and expect to pay $1,595.

Of course, at Red Gate we've reached that price over the course of
almost a decade. We've spent millions of dollars developing the soft-
ware, and tens of man years. The increase in value that our customers
get from our software vastly outweighs the increase in its cost. But, of
the hundreds of thousands of customers we have, only a handful have

ever commented when the price went up.

It's not what your customers say that’s important, it'’s how they behave.
Whenever you make a price change, pay close attention to what your

customers do. 1f they stop buying, rethink.
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Product Pricing Checklist

Wrapping up, here’s a checklist to help you decide your pricing:

What's your strategy?

Are you going to price low and sell lots, or price high and sell a few?
How does this fit into your brand, the product you have and the image

you want to project?

What's your product?

Don'’t forget that it’s not just the software that you're selling. It’s the

entire package around it.

How will your customers judge the fairness of
your pricing?

What reference points will they use? How will they determine what seems

right? Will they baulk at the price you choose, or will they accept it?

Who are your customers?

How does their business work, and how do they expect to be charged?
How much money do they have? Do they prefer a one-off fee, or a

monthly subscription? Get under their skin.

Who are your competitors?

How will they react to your pricing? How much more, or less, valuable
is your product than theirs? What is their business model? What are
their prices? If you undercut them, will you trigger a price war? If you
do, are your pockets deep enough for you to win it? Do you want to

co-exist with your competitors, or destroy them?
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How are you going to sell your software?

Do you need to send out sales people to take customers golfing? Or
are you planning low-touch sales over the internet? Will you require a
telesales team? How much will each sale cost you? Do you need to sell

via a channel or reseller? What cut will they take?

Can you segment your customers, and create
versions?

Is your software worth different amounts to different people, and can
you create pricing that reflects that? Students and business people
for example, or normal and power users, or maybe you can split by

geography or taste.

How can you bundle your software?

Can you create a larger package that contains more than one software

product?

Make an informed guess at your price

Despite all the psychology and economics, you ultimately just have to

pick a price. Some price - any price - is better than no price.

Try it out

Practice trumps theory. Try out your pricing and see what happens.
If you've got your pricing broadly right - and if you've got this far you

should do - then you can tweak it later.
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Afterword

1 hope you've got something out of the past 70 pages. If you have, then
please forward the eBook onto your friends and colleagues, tweet about

it, buy a copy of the physical book or write a review on Amazon.

You can find information on how to do that at
HTTP://WWW.DONTJUSTROLLTHEDICE.COM.

If you think I've missed something out, or got something wrong,

then drop me an e-mail at NEIL.DAVIDSON@RED-GATE.COM.

HTTP://BLOG.BUSINESSOFSOFTWARE.ORG
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About Red Gate

You know those annoying jobs that spoil
your day whenever they come up?

Writing out scripts to update your
production database, or trawling through
code to see why it’s running so slow.

Red Gate makes tools to fix those
problems for you. Many of our tools are
now industry standards. In fact, at the
last count, we had over 650,000 users.

But we try to go beyond that. We want

to support you and the rest of the SQL
Server and .NET communities in any !
way we can.

First, we publish a library of free books on .NET and SQL Server.
You’re reading one of them now. You can get dozens more from
www.red-gate.com/books

Second, we commission and edit rigorously accurate articles from
experts on the front line of application and database development.
We publish them in our online journal Simple Talk, which is read by
millions of technology professionals each year.

On SQL Server Central, we host the largest SQL
Server community in the world. As well as lively
forums, it puts out a daily dose of distilled SQL
Server know-how through its newsletter, which now
has nearly a million subscribers (and counting).

Third, we organize and sponsor events (about
50,000 of you came to them last year), including
SQL in the City, a free event for SQL Server users
in the US and Europe.

So, if you want more free books and articles,
or to get sponsorship, or to try some tools
that make your life easier, then head over

to www.red-gate.com


http://www.red-gate.com/community/books/
https://www.simple-talk.com/
http://www.sqlservercentral.com/
http://sqlinthecity.red-gate.com/
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