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1. The Ultimate Guide to SaaS Pricing Lars Lofgren Marketing Analyst - February 2013
2. @larslofgren #KISSwebinar
3. We’ll cover…1 Right and wrong ways to pick a price2 The two stages of pricing3 7 rules to give
your pricing the edge
4. Price has a MASSIVE impact on your business.
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6. 1. Product cost + X% You’ll undercharge some customers and overcharge others.
7. 2. What does the customer want to pay? People have no idea until you ask them for their credit
card.
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10. Why does this work? People cannot perceive absolute value, only comparative value.
11. Some value is easy to calculate…
12. Other value isn’t…
13. Pricing - Stage 1 1
14. Stage 1 is all about the unknown. Customers don’t understand your product and you don’t
understand your customers.
15. This is before product/market fit.
16. The price you pick won’t be the best.
17. Your goal = prove that the product can be sold.
18. Pricing - Stage 2 2
19. This is your growth stage.
20. Time to optimize your price. You’ll need a deep understanding for how your customers use
your product.
21. Interview your customers
22. The ideal price is… Just high enough to need consideration but low enough to still provide
plenty of value.
23. What if you have different customer segments?
24. Separate segments with features. Price sensitive customers get limited plans, value sensitive
customers get the VIP plan.
25. For this to be successful… You need to talk to your customers and understand the benefits they
need the most.
26. Capture the full value from each customer type.
27. Bidsketch Case Study - Old Pricing
28. Bidsketch Case Study - New Pricing
29. Bidsketch Case Study - Results1 Doubled average revenue per customer2 Only a slight drop in
conversions3 No impact on churn Google “bidsketch pricing post”
30. Seven Rules for Pricing 7
31. Rule 1: End with a 9 $39 or $37?
32. Rule 2: Make Your Price Short $1,000.00 or $1000?
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33. Rule 3: Anchor Your Price 1 That product is $100, this is only $10 2 Was $150, now only
$80 3 Value of $1500, selling for only $150
34. Rule 4: Offer Multiple Prices
35. Rule 5: Double your Price People tend to UNDERvalue their services.
36. Rule 6: Be Careful With Freemium Plans Very difficult to make it work outside of mass
markets.
37. Rule 7: Grandfather Old Customers In As long as you don’t raise prices for old customers, you
won’t get any complaints.
38. These are rules, not laws.
39. Your 3 Tools for Getting It Done
40. 1. The Customer Interview
41. 2. A/B Testing
42. 3. Customer Analytics
43. KISSmetrics helps you find the right price 1 Know who to interview 2 Get A/B results from
your whole funnel 3 Track WHO’s doing what
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Pricing in reverse: use a product's price to figure out what you need to build. by Nathan
Kontny
ninjasandrobots.com

 

April 17, 2012

wrong: build something and then figure out how much you can charge. right: choose your desired
price, then figure out how to justify it.
— Amy Hoy (@amyhoy) March 5, 2012

Amy brings up a great point and motivates me to finish a post I’ve had sitting around for awhile.
Most folks try and make something and then they slap a price on it. Often folks then discover some
nasty things about their product. Either the market can’t bear a product at that price, or they aren’t
sitting on a profitable business.

One tool in your arsenal which I rarely ever see used is to use a product’s theoretical price to frame
what you need to build. So how do you come up with that theoretical price ahead of time?

If you plan on making a big part of your living from selling something online, I have a very
interesting strategy for you.

The too long; didn’t read of it is this:

1. Look up the cost per click of a term from Google Adwords that you conceivably will use to
advertise your product.

2. Take that cost per click amount and divide by 0.015.
3. You’re done. Build something to justify charging that amount.

Steps 1 and 2 above will give you a number that is a pretty decent ballpark of what you’d need to
make on average from a single customer so that you can at least break even on Google Adwords
expenses.

Let me show you how valuable this can be by telling you a story of a product/business I’ve
considered starting, and then I’ll show you how this formula is developed.
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I love reading. I especially love speed reading. You can’t speed read everything, because it takes
some of the fun out of reading things like fiction. But for business books, blog posts, and magazine
articles, it’s a huge time saver.

So I’d like to distill my speed reading knowledge into a product and sell it. I think I want to make a
short ebook on speed reading and maybe sell it for $20. Sound good?

We’ll let’s just cool our jets before making this book and see what Adwords can tell us.
If you go over to Adwords you can use their Keyword Tool (you’ll need an Adwords account to get

price data). Let’s look up the exact phrase “speed reading”
[speed reading] gets:
8,100 searches a month in the US on Google. $1.53 per click
Knowing this data we can start making some assumptions.
Let’s pretend I took an Adword out to my speed reading landing page or online store.
Let’s pretend my ad gets a 1% click through rate. That means 1 out of 100 people who might see my

ad in Google click it. That’s a pretty conservative estimate, but not a bad place to start.
So how many clicks (visitors) will we get per month:
8,100 * 0.01 = 81 clicks
How much will we end up spending on ads then to reach all 81 potential customers?
81 clicks * $1.53 per click = $123.93
Now let’s pretend we can convert 1.5% of those visitors to customers. 1.5% is fairly average

conversion rate that we could hope to achieve.
81 clicks * 0.015 = 1.215 customers per month
So to figure out our product revenue, we’ll make:
1.215 * $20 = $24.30 per month!
Woah, hold on. Am I reading this right?
Yep.
It’s going to cost you on average $100 a month to make $24.30 in revenue a month.
Well my intention of selling an ebook on speed reading was to make money not lose $100 a month.
So what can we do?
We can raise the price of our ebook!
How much would our ebook have to cost for us to at least break even in Google?
1.215 customers per month * X = $123.93
Since we want to make at least $123.93 in revenue to cover our Adwords expenses, and we know we

can maybe get 1.215 customers per month.
Solve for X.
X = $102
$102 just for my ebook!?
Exactly.
If you want to start making money selling some kind of “speed reading” product on Google, you

need to be charging your customers at least $102 a shot.
So a 40 page ebook doesn’t sound like it’s going to cut it. As Amy pointed out at the beginning, we

can use this price to justify what kind of product we need to sell. This might dash our dreams of selling
an ebook, but now we know we have to think bigger.

I can’t just sell an ebook for $102. I’m going to have to create some kind of online video course
perhaps. Maybe I could create a software program to help speed readers practice. Etc.

Knowing the minimum price I’ll need to charge actually helps me craft what it is that I need to create
in order to make money. This is the reverse of how many people approach creating a product.

This thinking was inspired by Tim Ferris’ Muse Math.
You can boil this whole post down into the simple formula above to find the price you need to

charge people.
(Searches per Month * Click Thru Ratio * Conversion Ratio * Revenue per Customer) =
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(Searches per Month * Click Thru Ratio * Cost Per Click)
(Conversion Ratio * Revenue per Customer) = (Cost Per Click)
so…
Revenue per Customer = (Cost per Click)/(Conversion Ratio)
And it’s not too far out of whack to assume a conversion ratio of 0.015.

Frequently Asked Questions or Made Arguments

But my product is going to spread virally. I won’t need Adwords.

Ok. Great. But it took more than 2 years for Pinterest to “spread virally”. And then there’s
companies like 37signals? They have hundred of thousands of blog readers and fans. And they still use
advertising on places like Google to reach out to new customers.

Ok, this is for an ebook; I make web apps.

It’s the same logic. For example, you plan on charging your customers per month? Figure out what
what kind of revenue you need to make per customer with the formula above and divide by 12. 12 being
the assumed lifetime of one of your customers in months. Then you’ll roughly have a monthly price
you’ll need to charge to break even on Adwords.

This isn’t the holy grail of helping you figure out what you need to make. And Adwords isn’t the
end-all be-all of how you’ll market your product. Maybe word of mouth will really be your best move.

But for a lot of ideas out there, this isn’t a bad place to start to consider whether you’re thinking big
enough to be able to charge customers what you’ll need to charge to make a living for yourself using
something like “conventional” pay per click advertising.

P.S. You might dig following me on twitter.

  653
Kudos

  653
Kudos

Fragile

On July 13, 2012, Alex Okrent died from a heart attack. I didn’t know him personally, but we both
worked on President Obama’s 2012 re-election campaign, and I was in the office the day he collapsed.
He was only 29. Many… Continue →

How to price something by Jason Fried of 37signals
signalvnoise.com

Lately I’ve been spending some time with local entrepreneurs who are looking for business advice.
Inevitably, the topic of pricing comes up. “How do I know how much to charge?”

There are lots of answers.
You can make up a number and see if it works. You can test a few different prices at the same time.

You can do traditional market research and see what you find. You can read pricing books and
academic papers on pricing approaches, techniques, and behavioral psychology. You can see what
others are charging.

The good news about pricing is that you can guess, be wrong, but still be right enough to build a

http://ninjasandrobots.com/fragile
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great sustainable business. Maybe you’re leaving some money on the table, but, like my dad always
says, no one ever went broke making a profit.

However, you are not allowed to ask people:

“What would you pay for this?”
“Would you buy this for $20?”
“How much do you think this is worth?”
“What’s the most you’d pay?”

And these are the questions I hear people asking over and over. You can’t ask people who haven’t
paid how much they’re willing to pay. Their answers don’t matter because there’s no cost to saying
“yes” ”$20” “no” ”$100”. They all cost the same – nothing.

The only answers that matter are dollars spent. People answer when they pay for something. That’s
the only answer that really matters.

So put a price on it and put it up for sale. If people buy that’s a yes. Change the price. If people buy,
that’s a yes. If people stop buying, that’s a no. Crude? Maybe. But it’s real.

You can dig into the why’s more deeply over time, but you have to start somewhere. And the best
place to start is with real answers. This is why we picked $10 for a Basecamp Breeze email address.

Pricing to the demand curve - Chris Dixon
cdixon.org

Many college microeconomics courses include the following exercise. The teacher offers the
students an imaginary trip to Hawaii, and asks them to write down on notecards how much they are
willing to pay for the trip. The teacher takes the notecards and graphs the bids. Here’s how the graph
might look:

The y-axis is the students’ “willingness-to-pay” and the x-axis is the students sorted from highest to
lowest bids. The line is known as the demand curve.

Now imagine you’re the company selling these trips. For simplicity, suppose you’ve already bought
the trips, so your marginal cost is zero. What’s the optimal price you should charge? If you set the price
at, say, $500, then the students who are willing to pay above $500 would buy the trip, and the rest
wouldn’t:

Your total revenue and (assuming zero marginal cost) profit will be the area of the green square
(revenue times quantity).

Notice the sections under the curve to the right and above the green box. To the right are students
who were willing to pay but were priced out. Those are missed sales opportunities. Above the green box
are students who were willing to pay more than you charged. That is lost revenue. (Since the
underpricing benefits customers, the area above the green box is called the consumer surplus).

After you have chosen the right price, the only way to make the area under the curve greener is to
charge different customers different prices. The theoretically optimal way to do this is to look at each
notecard and offer to charge each student, say, 10% less than the prices he or she bid. In real life you
can’t do this (although Priceline has gotten close by asking customers to enter their willingness to pay).
Some companies – most famously Amazon – have attempted outright price discrimination, but this
tends to anger customers and can even run afoul of the law.

So the goal of pricing is to capture as much area under the demand curve as possible. In practice, the
best way to do this is to find proxies for willingness-to-pay that are easy to observe and that customers
will accept.

For example, airlines know that business customers will pay more than vacation travelers. They
therefore look for acceptable proxies to segment business and vacation travelers and capture more of the
area under the demand curve.
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This is why flights are cheaper when you book early, stay over on weekends etc. The airline pricing
models assume you are a vacation traveller.

Book publishers would like to price their books according to customer enthusiasm. Hardcore fans
will pay more for books when they are first published, and casual readers will wait. If publishers offer
the same book at different prices at different times, their price discrimination will be too obvious
(interestingly, time windowing for movies doesn’t provoke much outrage). So book publishers offer
modestly better goods – hardcovers – to early buyers.

Enterprise software companies price using proxies for the customer’s budget. Oracle databases are
priced by the number of processors. Salesforce is priced by the number of end users (“seats”). Many
enterprise software companies obfuscate the highest tier of pricing, telling sales prospects at that level to
“call us.” What this really means is: “Call us, so our sales people can attempt to estimate your budget
and price discriminate accordingly.”

Sometimes, the search for pricing proxies can lead to absurdity. I once heard someone from a
prominent hardware company tell a story about how his company had offered two versions of a printer.
The cheaper model was identical to the more expensive one, except the cheaper one printed fewer pages
per minute. To accomplish this, the cheaper printer had the same hardware as the expensive one, except
the cheaper one had an additional chip that forced it to slow down. This made the cheaper printer more
expensive to produce. Situations where cost and price have zero or negative correlation are far more
common than most people assume.

Pricing Experiments You Might Not Know, But Can Learn From | ConversionXL
conversionxl.com

Oct 31, 2011

Lots of entrepreneurs struggle with pricing. How much to charge? It’s clear that the right price can
make all the difference – too low and you miss out on profit; too high and you miss out on sales.

Don’t ask, can’t tell
Asking people what they’d pay for and how much rarely works. For one thing people will tell you

what they WANT to pay—which is obviously much less than what your product or service is actually
WORTH. Second, what people say and what people do are very different things.

When it comes to money, people are unable to predict accurately whether they’d pay or not. It’s
much easier to spend hypothetical dollars than real ones.

Also it’s worth remembering that people really don’t know how much things are worth, what’s a fair
price (which is the reason TV-shows like “The Price is Right” can actually exist).

William Poundstone, the author Priceless: The Myth of Fair Value says this:
“People tend to be clueless about prices. Contrary to economic theory, we don’t really decide

between A and B by consulting our invisible price tags and purchasing the one that yields the higher
utility, he says. We make do with guesstimates and a vague recollection of what things are “supposed to
cost.””

People are weird and irrational, and there’s much we don’t understand. Like why do shoppers
moving in a counterclockwise direction spend on average $2.00 more at the supermarket?

Why does removing dollar signs from prices (24 instead of $24) increase sales?
What will work for you depends on your industry, product and customer. When you try to

replicate what Valve did to increase their revenue 40x, it might not work for you, but then again, why
not give it a try?

Here’s a list of pricing experiments and studies you can get ideas from and test on your own
business.
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The Economist and decoy pricing

Dan Ariely describes this famous example in his amazing book Predictably Irrational. He came
across the following subscription offer from The Economist, the magazine (he’s also explaining this in
his TED talk here):

Both, the print subscription and Print & web subscription cost the same, $125 dollars. Ariely
conducted a study with his 100 bright MIT students. 16 chose option A and 84 option C. Nobody chose
the middle option.

So if nobody chose the middle option, why have it? He removed it, and gave the subscription offer to
another 100 MIT students. This is what they chose now:

Most people now chose the first option! So the middle option wasn’t useless, but rather helped
people make a choice. People have trouble comparing different options, but if 2 of the options given are
similar (e.g. same price), it becomes much easier.

The same principle was used with travel packages.
When people were offered to choose a trip to Paris (option A) vs a trip to Rome (option B), they had

a hard time choosing. Both places were great, it was hard to compare them.
Now they were offered 3 choices instead of 2: trip to Paris with free breakfast (option A), trip to

Paris without breakfast (option A-), trip to Rome with free breakfast (option B). Now overwhelming
majority chose option A, trip to Paris with free breakfast. The rationale is that it is easier to compare the
two options for Paris than it is to compare Paris and Rome.

A graph to describe this:
So if you add a slightly worse option that is similar to A (call it A-), then it’s easy to see that A is

better than A-, hence many people choose that.
How you can use it:  Add a decoy package or plan to your offer page, next to the offer you really

want them to take.

The magic of number 9

Go to Wal-Mart and you see prices ending with 9 everywhere. Does it really work? Surely all
intelligent people understand that $39 and $40 are basically the same.

Well, in eight studies published from 1987 to 2004 charm prices ($49, $79, $1.49 and so on) were
reported to boost sales by an average of 24 percent relative to nearby prices (as per Priceless).

In one of the experiments done by University of Chicago and MIT, a mail order catalog was printed
in 3 different versions. One women’s clothing items tested was sold for $39. In experimental versions of
the catalog, the company offered the same item for $34 and $44. Each catalog was sent to an identically
sized sample.

There were more sales at the charm price of $39 than at either of the other prices, including the
cheaper $34. $39 had both greater sales volume and greater profit per sale.

People used to download music for free, then Steve Jobs convinced them to pay. How? By charging
99 cents.

The explanation of why numbers ending with 9 work better has been much debated over the years.
Mental rounding alone can’t explain it. Seems that 9 truly is a magic number.

Is there anything that can outsell 9? 
Researches found that sale price markers (with the old price mentioned) were more powerful than

mere prices ending with the number nine. In the following split test, the left one won:
9 not so magical after all? Not so fast!
Then they they split tested the winner above with a similar tag, but which had $39 instead of $40:
This had the strongest effect of all.
I’m wondering whether the effect of this price tag could be increased by reducing the font size of

$39. Say what?
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Marketing professors at Clark University and The University of Connecticut found that consumers
perceive sale prices to be a better value when the price is written in a small font rather than a large, bold
typeface. In our minds, physical magnitude is related to numerical magnitude.

Oh yeah, when you go to Nordstrom, you don’t see any prices ending with a 9. The subliminal
message here is “expect to pay”.

Anchoring and the contrast principle

Do this test at home. Pour water in 3 bowls. Fill one bowl with cold water, the second with hot water
and third one with lukewarm water. Now stick one hand in the cold water and the other one in the (not
too) hot water. Keep them there for 30 seconds or so. Now put both of your hands into the lukewarm
bowl. One hand will feel the water is warm, the other one that it’s cold.

It’s about the contrast. The same principle applies to price. Nothing is cheap or expensive by itself,
but compared to something.

Once you’ve seen a $150 burger on the menu, $50 sounds reasonable for a steak. At Ralph Lauren,
that $16,995 bag makes a $98 T-shirt look cheap.

What’s the best way to sell a $2000 wristwatch? Right next to a $12 000 watch.
This mental process has a name. It’s called anchoring and adjustment.
Anchoring
In the 1970s by two psychologists by the names of Tversky and Kahneman theorized that suggesting

an initial figure to a test subject caused that subject to use that number as a starting point for estimating
unknown quantities.

In their study test subjects were told the number 65 and then asked to estimate what percentage of
African nations were members of the UN. The average response was 45%. They then tested a second
group but salted them with the number 10 and their average response was 25%. Amazingly the group
that was primed with the number 65 estimated nearly twice the true answer (23%) while the group
primed with the lower number estimated a lower percentage (much more accurately).

Anchoring influences prices
Poundstone describes an experiment done with real estate prices. The researchers invited real estate

experts and undergrad students to appraise a home for sale. All the test subjects were given the
information a buyers would normally have, including a list of houses that recently sold, nearby houses
currently for sale and so on + what the seller had listed the house for.

The subjects were divided into 4 groups, each given a different listing price, and were then asked to
estimate what the home was worth.

These were the results:
Listing Price Avg Estimated Worth
by Students Avg Estimated Worth
by Experts $119,900 $107,916 $111,454 $129,900 $120,457 $123,209 $139,900 $123,785 $124,653
$149,900 $138,885 $127,318

Anchoring worked even on real estate pros that had been selling properties in the area for 10+
years. Next time somebody asks you for a rough estimate or a ballpark figure, make sure it’s high!

How you can use it: Start throwing out high numbers. Add some very expensive products to the
selection (that you don’t even intend to sell). If the final price of your service / product is a result of
negotiations, start high. If you’re competing on price, state how much others are charging before
revealing your price.

Straightforward pricing

Ash Maurya, a startup entrepreneur, published an article on VentureHacks describing his pricing
experiments with a photo sharing service.
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He tested a single, straightforward $49/yr offer vs 2 plans ($49/yr and $24/yr) vs 3 plans (added a
freemium plan).

The result? Surprisingly the single price offer won. Why? His own guess:

“It does pay to align pricing with your overall positioning. Our unique value proposition is built
around being “hassle-free and simple” and people seemed to expect that in the pricing model as
well.”

It might also be that in these complex and fast times we live in, people yearn for simplicity.
Note: His freemium plan actually converted 12% more, but had the lowest retention. Be careful

when offering free plans. You might just end up with a ton of free users to support and pay for. 
How you can use it:  Consider your positioning and see if you can align your pricing to it. If you’re

offering different plans right now, experiment with a single plan.

Pay what you wish

Pay what you want is a pricing system where buyers pay any desired amount for a given product, or
nothing at all. In some cases, a minimum is set, and/or a suggested price may be indicated as guidance
for the buyer. The buyer can also select an amount higher than the standard price.

Suggested price
Suggested price can be a good idea – remember anchoring? Setting a fair suggested price gives the

customer a true sense of value. It won’t prevent low offers, but it will keep more buyers in your
ballpark.

What about counter-offering lowballs? The danger here would be to appear that you’re just toying
with them and it’s not really “pay what you wish”. GetElastic brings this example:

“Coming back with counter-offers is merely e-bargaining. It reveals you have a reserve price, and
instead of offering a sale, customers must “guess” how low you’ll go. At worst, customers may feel
they are being gamed into pay more than a sale price.

Ashampoo Software (that’s not a typo) gets downright insulting when you sink too low below
“regular price.” The snarky dialog box reads a condescending “This offer is much too low. Please
enter a reasonable price.” Users don’t have time to play guessing games about what is a reasonable
offer only to be ridiculed by a script.”

Gap tried a variation of this too. They offered customers a one-day opportunity to name their price
for certain styles of khaki pants on the www.gapmyprice.com microsite. Lowball offers were returned
with slightly higher prices by the Gap, which the customer had one chance to accept or decline.

Since they’re not doing anymore, it probably did not go too well.
Well-known PWYW examples
In October 2007, the British band Radiohead launched their latest album – In Rainbows – on the

Internet. The band allowed fans to download the album freely and offer, in retribution, any amount of
money they would like. Later they disclosed that the download of their new album generated more
profit than the accumulated downloads from all previous albums.

Panera Bread Co. used this same idea when it opened its first pay-what-you-want restaurant in
Clayton, Mo. The company ended up making over $100,000 in revenue in the first month alone. It
opened it’s 4th restaurant of this kind in Portland, and said at the time that about 20 percent of the
visitors to the cafes leave more than the suggested amount, 20 percent leave less and 60 percent pay
what is suggested.

But 9 months later it’s not doing so well. The Portland café is only making about 60 percent of the
revenue of a regular, full-paying location, compared to an 80 percent take in the politer climes of St.
Louis and Detroit. Also, the homeless tend to camp out there and stay all day if they aren’t shooed
away, so Panera had to hire a bouncer.
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It’s important to have fair minded customers for this model to work (homeless and hungry people
probably care more about being fed, than being fair).

Combine “pay what you wish” with charity
There’s some research that pay what you wish pricing works best when combined with

charity.  Ayelet Gneezy, a marketing professor at the University of California-San Diego, conducted a
field experiment at a theme park (sample size: over 113,000).

Customers were presented four different pricing schemes for souvenir photos: a flat fee of $12.95; a
flat fee of $12.95 with half going to charity; pay-what-you-wish; and pay-what-you-wish with half
going to charity.

At a flat fee of $12.95 per picture, only 0.5% of people purchased a photograph; when customers
were told that half the $12.95 purchase price would go to charity, a meager 0.59% purchased a photo.
Under the simple pay-what-you-wish variation, 8.39% of people purchased a photo (almost 17 times
more than before), but customers paid only $.92 on average.

The final option — pay what you wish, with half the purchase price going to charity — generated big
results: purchase rates of 4.49% and an average purchase price of $5.33, resulting in significant profits
for the theme park. This is a substantial result, especially since it came from a real setting.

Of course, the anonymity of the Internet removes the social pressure one feels after being served
personally by a human being. It’s one thing to have the amount you choose observed and another thing
to download stuff without being seen.

The book Smart Pricing suggested that successful pay what you want programs are characterized by:

A product with low marginal cost
A fair-minded customer
A product that can be sold credibly at a wide range of prices
A strong relationship between buyer and seller
A very competitive marketplace.

If this describes your business, give “pay what you wish” a go. Let us know the results.

Offering 3 options

The old truth about offering 3 pricing options holds water. Here’s a pricing experiment in selling
beer – again from W. Poundstone’s amazing book Priceless.

Image credit
People were offered 2 kinds of beer: premium beer for $2.50 and bargain beer for $1.80. Around

80% chose the more expensive beer.
Now a third beer was introduced, a super bargain beer for $1.60 in addition to the previous two. Now

80% bought the $1.80 beer and the rest $2.50 beer. Nobody bought the cheapest option.
Third time around, they removed the $1.60 beer and replaced with a super premium $3.40 beer. Most

people chose the $2.50 beer, a small number $1.80 beer and arounf 10% opted for the most expensive
$3.40 beer. Some people will always buy the most expensive option, no matter the price.

You can influence people’s choice by offering different options. Old school sales people also say
that offering different price point options will make people choose between your plans, instead of
choosing whether to buy your product or not.

How to test it: Try offering 3 packages, and if there is something you really want to sell, make it the
middle option.

Price perceptions

I’m sure you know the classic “pennies-a-day” effect: “it costs less than $1 a day!”. NPR stations ask
people to donate by joining their dollar-a-day club. Framed in that manner, the donation seems quite
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reasonable—about the cost of a cup of coffee. Contrast that with what would happen if they asked
people to join their “$365 a year” club.

Neil Davidson writes this about price perceptions (in his book on software pricing called Don’t Just
Roll the Dice):

“People base their perceived values on reference points. If you’re selling a to-do list application, then
people will look around and find another to-do list application. If they search the internet and discover
that your competitors sell to-do list applications at $100 then this will set their perception of the right
price for all to-do list applications.”

If your product is more expensive than the common reference points, you need to change the
perception of the category you’re in.

How did Starbucks get away with starting to charge $3 and more for coffee, when most other cafes
were charging $1 or so? They changed the experience of buying coffee, so the perception of what
people were getting, changed. It was like a different category product.

They also changed the name. Not just coffee, but Pike’s Place brew or Caramel Macchiato.
If you’re creating a new category, there’s no price reference and people are much more likely to

accept any price you name.
How you can use it: If you want to charge more than the market average, look at the competition:

how they package their offering; what’s the user experience like, and change that. If you look like a new
category, people are more likely to pay up.

On the other hand, if you can profitably sell something much cheaper than the other guys, great. Use
their pricing as the reference point and you’ll win.

Context sets perception
You are stranded on a beach on a sweltering day. Your friend offers to go for your favorite brand of

beer, but asks what’s the most you’re ready to pay for the beer?
This was the scenario for a pricing experiment conducted by Richard Thaler.
Image credit
They tested two scenarios. In the first one the friend was going to get beer from the only place

nearby, a local run-down grocery store. In the second version, he was going to get beer from the bar of a
fancy resort hotel. The ambiance of the hotel was irrelevant, as the beer was to be consumed on the
beach.

Invariably, Thaler found, subjects agreed to pay more if they are told that the beer is being purchased
from an exclusive hotel rather than from a rundown grocery.

It strikes them as unfair to pay the same. This violates the bedrock principle that one Budweiser is
worth the same as another, and it suggests that people care as much about being treated fairly as they do
about the actual value of what they’re paying for.

Thaler considered what his imaginary grocer could do to boost beer sales. He advised “investing in
seemingly superflous luxury or installing a bar”. This would raise expectations about what the proper
price of beer would be, resulting in more purchases.

We  happily pay $80 for 6 things in Whole Foods, but would consider that way too much in a regular
supermarket.

How you can use it: Invest in seemingly superflous luxury. Use web design or packaging that says
“expensive”. 

Can I split test the price?

Technically you can, but A/B testing your price is a dangerous territory. A number of companies
(Dell, Amazon and others) in the past have been caught and got in trouble for doing just that, showing
different price for the same product to different visitors.

A better and safer approach is to test the price across objects. Don’t test the same product for $19 vs
$39. Rather you should test two different products that essentially do the same thing, but just have a
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different price tag.
Before deciding on your pricing strategy, it’s worthwhile to read Cindy Alvarez’s article where she

makes the point that price is not the only cost to consider. When customers consider “what something
costs”, they’re actually measuring three main drivers: money (cost), time  (how long will it take to
learn?)  and mental energy(how much do I have to think about this?). Take into account the profile of
your buyer.

Combine research from this article

It seems to me that you could combine a lot of the research covered here into a single pricing
experiment. How about this:

1. You create 3 different plans/packages, and intend to sell mainly the middle one. If your product is
expensive, make your website look expensive.

2. The first plan is a decoy. It’s similar to the middle plan, but offers visibly less value while costing
almost as much. Think of it as A- (as per The Economist example).

3. Second plan, the one you want to sell, offers good value for money. The price ends with 9. Maybe
it even shows that it has been reduced from a previously higher price or it’s a sale (either way, it
has to be true / ethical).

4. Third plan is to serve as a contrast to the middle one, it’s role is to anchor in a high figure. Make it
much, much more expensive than the middle plan. You don’t actually intend to sell it, but there
always the type that wants the most expensive plan – so make sure you can actually deliver on it.

If you decide to give this a try, let me know the results :)
Thanks for reading.
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