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Introduction

Prices for awide variety of materias supplied by the process industries are
declining as economic growth dows. Customersincreasingly pressure their suppliersto
lower price, claming their suppliers provide “commodities” And, often these customers
suggest competing suppliers are more than willing to cut pricesin order to get an order.

How can managersin the process industries dedl with the pressure to constantly
lower prices? What defense do managers have againg the charge they sdll acommodity?
The answer liesin cregting and positioning vaue ddivering offerings targeted a specific
segments of customers. In addition, managers must develop aset of selling tactics that
convince cusomersto pay for these vaue ddivering offerings. Vaue based marketing is
aprocess designed to help managers understand their markets, create products and
services that provide value for specific target customers, and sell these products/services
in away that alows the firm to be rewarded with price for the vadue it ddlivers.

The objective of vaue based marketing processes is to optimize the profitability
of thebusiness. The operating environment for firmsin the process industries makes the
development and implementation of vaue based approaches a necessity. Process
indugtries are characterized by high capital investments; the desireto “sdll out” this
capital investment results in challenging competitive environments and customers who
actively encourage price competition. Further, many firmsin the process industries
operate in markets well removed from ultimate customers, if they want to be rewarded
for the full vaue of their products, managers of process industry firms must understand
how their products and services create value beyond their direct customers. Findly, in
many cases the core product supplied by many process indudry firmsisacommodity; in
order to avoid the price competition common with commodity products, managers must
find ways to ddiver value beyond the core chemica product.

Thisisthefirst ingalment of athree part series deding with vaue based
marketing processes. In this part, we will develop the concept of vaue and describe tools
and processes for the creation of vaue delivering products and services. In the second
ingtallment, tactics for sdlling these value ddlivering offerings will be developed. Inthe
third ingtalment, we will explore how to define competitive srategies thet dlow the firm
to manage more profitability in intensdy competitive arenas.

What is Value?

There are many definitions of vaue. For the purpose of building effective pricing
palicy, however, the best definition of vaueis:
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Valueisthe economic impact of the supplier’s
offering on the customer’s business.
In order to understand economic impact, it is useful to start by defining the “vaue
hierarchy” (Figure 1).

Figure 1: The ValueHierarchy
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Value « Economic impact on the customer.
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The vadue hierarchy gives usingght into a very important point: customers do not
buy what suppliers sdll. Suppliers sdll festures, while customers buy benefits. Customers
do not want what suppliers sdll; instead, customers want what happens when they use
what suppliersdl. To illugtrate, when a business person takes an arline flight, they do
not want to take the flight — they want to be able to meet other business people at their
dedtination. It isnot the flight they are buying, it is the ability to personaly communicate
with other business people after they have taken the flight.

The value hierarchy helps us keep a perspective on what customers buy. The
hi erarchy hasthree levels

Features— Thisiswhat the product or serviceis, and it iswhat the supplier sdls.
Features include the physica product and service atributes, packaging, quality,
ddivery terms, financing, branding, etc.

Benefits— Benefits emerge from the interaction of the customer with the product or
sarvice. While features are what the product is, benefits are what the product/service
does for the customer. Customers buy benefits.

Value — Vdue s the economic consequences the customer receives from the benefits.

I n turn, there are two types of benefits:

1. Cost Reduction — The customer’s costs are lower when they use a specific supplier’s
offerings. This might come from lower materid costs, reduced |abor inputs, eeser
handling, etc.

2. Revenue Enhancement — The customer is able to generate higher levels of revenue
from the use of a pecific supplier’s products. This might occur because the customer
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is able to charge higher prices, or because the customer is able to sl to customers
they can not reach when they use another supplier’s products/services.
Our experience is that managers are often aware of their impact on cusomers costs, but
they are lessfamiliar with their impact on customers revenue generating capabilities.
While cost reduction is certainly important, it is often much lower than a supplier’s
impact on customers revenue generation potential. 1n order to price for al the vaue
customers redlize, suppliers must understand both cost reduction and revenue
enhancement impeacts.
WEe veintroduced the term differentiation, but have not yet devel oped the
differentiation concept. Differentiation does not mean different offering features.
Instead, differentiation means the unique benefits and value that customers can only get
when they use a specific supplier. Theimportant digtinction isthat differentiation implies
customers receive unique benefits from using a specific supplier’ s offerings. Suppliers
may have very different offering features, but unless these create unique benefits for
customers, the offering is not differentiated.
A very ussful tool for cagpturing differentiation iswhat we cal the Economic
Vdue Edimationa , or EVE& for short. Figure 2 showsthe layout of atypicd EVEA

utilizing three components:

Figure 2: Economic Value Estimation®
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Reference Value — Reference vaue is the vaue customers receive from the next best
competitive dternative. Reference valueisincluded to recognize the appropriate
competition, and to establish differentiation (see the discussion in the following
section).

Positive Differ entiation Vaue— Thisis the value cusomers receive uniquely from
the specific customer. Positive differentiation value is based in the benefits
customers can only get in using the specific supplier’ s offerings.
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Negative Differentiation Value — Negative differentiation vaue represents unique
costs cusomers incur doing business with the specific supplier’ s offerings. These
costs would disgppesar if the customer purchased from the next best competitive
offerings.
The EVE&A formsthe foundation for avalue based pricing scheme by capturing the net
vaue ddivery (Reference Vdue + Pogtive Differentiation Vaue — Negative
Differentiation Vaue) to the cusomer. A portion of this net vaue delivery is captured by
the supplier in the form of price. The portion of net vaue delivery not captured by the
supplier (through price) is*“digtributed” to the customer, and is an incentive for the
customer to buy from the supplier.

The Competitor Impact

In order to build vaue based pricing policy, managers must acknowledge the
presence of competition. The reason for thisisthat customers do not think about any
supplier without also thinking about competitors — other possible solutions for the
customer’s needs.

For firmswho choose to build customer preference through differentiating their
offerings (the desirable drategy for most firmsin the market), competition is beneficid.
Competition is necessary in order to establish differentiation — a supplier needs
competitive offeringsin order to demondrate differentiation.

The chdlenge for value based pricing strategy is to assure the customer places
them in the right competitive context. If the customer compares a supplier againg a
vadly inferior competitor, they will be more price sengtive even though the supplier
ddivers subgstantid differentiated value. Using the EVE, the problem in being compared
to the wrong competitor is obvious, Figure 3 illugtrates this problem. Even when the
supplier provides high levels of vaue, if alow-vaue competitor is the reference, the
supplier will be under more pressure to lower price.
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Figure 3: Problemsin Comparisonsto the Wrong Competitor
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Successful implementation of a vaue based pricing gpproach includes
identification of the appropriate competition. Suppliers should aways communicate the
appropriate competitive frame to customers; we'll discuss how thisis done in the second
part of this series.

Delivering Value in Mature Markets

So far, we ve discussed vaue delivery through differentiation. Many managers
eadly understand the notion of differentiation when their products have unique properties
that are highly valued by customers and the ability to supply these products is protected.
In cases where products are unique, and cannot be easily be matched by competition
(either because of regulatory protection or proprietary technology), the ability to
command premium prices is more apparent.

But what about markets where products are readily matched by competitors, asis
the case in many chemica markets today? How can managers achieve differentiation
with these “ commodity” products? The answer liesin looking beyond the product to the
totd offering and the benefits customers derive from thistota offering.

As markets mature, often the core product is readily matched by competitors.
Customers frequently point to the commonality of the core product (the “commodity”)
and ingst suppliers price compete for their business. Vaue based suppliers, however,
look for waysto ddiver vaue beyond the core product. They do this through augmenting
the core with services and other products that uniquely provide benefits for target
customers. These value based suppliers must gain a degp and thorough understanding of
their target customers’ businesses in order to create packages of products and services
differentiated for target cusomers. There are two challengesin the augmentation
Process:
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1. Augmenting to create differentiation, not difference: Suppliers sometimes cregte
packages of products and services that are different than competitive offerings, but
these are not necessarily differentiated. In order to be differentiated, the
augmentation must creete customer benefits that are unique. If the augmentation does
not creste unique customer benefits, it will either increase price competition (through
mere matching of competitive offerings) or increase costs without the potentia for
higher prices (if the customer receives no benefit from the augmented
products/services, they will not pay for the augmentation).

Figure 4: Suggested Benefits Arising From Process
Industries Offerings
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2. Getting paid for the differentiation: In order to profitably provide augmentation, a
supplier must get paid for the resources used to create the augmentation. This
requires the supplier position the value delivered to the target customer and negotiate
in away that compels the customer to pay for the value created. This positioning and
negotiation processis briefly described in the following section, and is more deeply
explored in the next ingtadlment of this series.

The clear implication for value basad firmsis that as markets mature, the basis for

competition and vaue delivery evolves beyond the core product. The key to achieving

price premiumsis the ability to differentidly creste benefits cusomers highly vaue. In
more mature markets, firms that fail to create unique benefits and value are forced to sl
commodities, and cope with the price competition commodity markets demand. In these
more mature markets, as the core product is supplied by competition, unique benefits and
vaue often emerges from the augmentation of the offering. Vaue basad suppliers must
invest in renewd of offerings to continue pogtioning for premium prices.

Earlier we introduced the concept of vaue ddlivery through both cost reduction
and revenue enhancement. Figure 4 highlights some typica ways process industry
offerings impact customers economics through vaue delivery. Vaue based suppliers
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look to augment their offerings by creating benefits fitting these kinds of customer
impacts.

Figure5: The“5Cs’ of Value Based Marketing

1. Comprehend: Understand the customer’ s business and their business economics
2. Create: Develop products/services that deliver value to target customers

3. Communicate: How products and services are val uable to target customers

4. Convince: Target customersto pay for the delivered value

5. Capture A portion of the delivered value with consistent pricing and competitive
management policies
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Slling Value—The “ 5Cs’ Approach

How can managers build a differentiated strategy that provides unique benefits
and vaue? Figure 5 illugtrates the process steps. This process flow —from
comprehengon to capturing value — becomes the framework for establishing value based
approaches.

Comprehend — The process starts with athorough andyss of target customers
businesses. Note that this requires the management team carefully define appropriate
target customers. Understanding a customer’ s business includes determining their
business model and their economics. Further, understanding a customer’ s business
necessitates defining how the supplier can impact the customer’ s economics through
providing unique benefits. Criticd to profitably providing unique benefitsisthe
establishment of sources of competitive advantage; thiswill be discussed in the third
ingtallment of this series.

Create— Asthe management understands target customers businesses, the next
process step involves developing products and services (offerings) that provide
tangible benefits and value. Management should focus product/service devel opment
on the cregtion of sgnificant differentiation — providing unique benefits thet are
critically important to target customers. Any other product/service features that do
not drive differentiated benefit should not be included in offerings to customers.
Communicate— As differentiated offerings are created, the next task isto
communicate to customers the presence of these offerings. Communication includes
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mass forms of communication (for example, advertisng), and persond forms of
communication (saes scripts). The focus of the communication should aways be the
benefits and vaue customers receive, not the features of the offerings.
Communication to target customers will be more fully explored in the second
ingtallment of this series.

Convince — In the communication process va ue based firms promote an important
shift: negotiations with target customers move from price negotiation to value
negotiation. Economic Vaue Esimationd becomes the primary tool to convince the
customer the priceisfair given the vaue created in the cusomer’s use of the offering.
When cusomersresist price levels, dements of the EVEA are removed from the
offering, forcing the customer to acknowledge to give up important vaue delivery in
order to achieve lower prices. Thistechnique equalizes power in customer
negotiations, we will explore this more thoroughly in ingtalment two of this series.
Capture — In the last process step, the management team establishes a consstent set
of pricing and competitive management policies. Perhaps most important of the
pricing policiesis the inditution of a“fixed price’ policy: the price for each dement
of vaue ddlivery is clearly defined and “non-negotiable” Only the eements of value
delivery are negotiable. From a competitive view, management must establish
policies that pick competitive engagements carefully; the wrong competitive
engagements destroy the ability to capture rewards for value ddivery. Sdection of
competitive engagements will be more fully developed in the third ingtallment of this
series.

Summary

Cugtomers are increasingly forcing their suppliersinto “commodity chans’ by
aggressively denying any uniqueness in the supplier base. If suppliers cannot escape
these commodity chains, they will be forced to price compete, and find themselves
powerless, a the mercy of these aggressive customers.

Escaping from commodity chainsinvolves

Building differentiation based on value ddivery to target customers.

Communicating the vaue ddivery to target cusomersin away that is meaningful to
the customer, that is, in away that alows the target customer to see the economic
impact of doing business with the supplier.

Capturing a portion of the ddivered vaue through consstent pricing and competitive
management policies.

Next Steps

In following ingtdlments, we will first develop insghts into how to diagnose and
then ded with different cusomer buying behaviors. 1n the second part of this series, we
will define tools to communicate value and use these tools to ded with aggressive
customer negotiations.

In the third part of this series we will develop aview of competitive srategy that
will dlow suppliers to manage competitive interactions so they become more profitable.
In that note, we will explore competitive policy tools, and provide guideines for more
successful competitive interactions.
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