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Introduction

In arecent speech a the Société de Chimie Indudtrielle, David D’ Antoni, Vice
Presdent and Group Operating Officer of Ashland Chemica’s specdty chemicas and
distribution operations discussed the environment chemica firmsface. Noting the
current operating environment was indeed gloomy, D’ Antoni suggested firms will not be
able to count on economic changes to rescue them from declining price and profits.
Offering severd suggestions on how to ded with this, D’ Antoni proposed companies
“could 1rnake money the old fashioned way — by creating vaue and capturing some of that
vaue”

This series of articles focuses on that “old fashioned approach,” describing the
process for creeting value and using pricing strategy to get paid for vaue cregtion. Inthe
first ingalment of this series, the concept of value ddivery was introduced. This
ingalment dedl's with implementing a vaue based pricing process, utilizing the “5C”
process:
=  Comprehend vaue delivery to target cusomers.
= Create products and services that deliver vaue to target customers.
= Communicatethe presence of these value ddivering products and services.
= Convince target customers to pay for the value delivered through using these products

and services.
= Capture aportion of this vaue with congstent pricing and competitive Srategies.

Segmentation and Targeting

In part one of this series, value hierarchies and Economic Vaue EstimationO (or
EVEO) wereintroduced. A key function of the value hierarchy and the EVEO isto
alow managers to comprehend how vaue is created for customers as they use their
suppliers products and services. But there is more information generated as managers
use these tools.

Ancther key notion is captured in the EVEA : different groups of cusomerswill
be able to achieve different benefits (and hence different value) in using the supplier’s
offerings. Customers who achieve greater benefits and vaue can often be charged higher
prices — and these customers may be the best targets for the supplier. To drive
profitability, managers should develop marketing and pricing strategy targeting
customers where price sengtivity is lower (customers can be convinced to pay for
delivered vaue) and the cost to serveislower.

Customers who receive different benefits and value condiitute different segments.
These different segments of customers are characterized by the differing cost reduction
and/or differing revenue enhancement components identified in the EVEO. Some of

! Quoted in Chemical Week, April 25, 2001, p. 3.
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these segments of customers will be good targets for creation of products and services,
because vdue ddivery will be higher and, in theory, managers will be able to charge
higher prices when serving these customers 2 Other customer segments will receive
much less value and be more price sengtive; these ssgments may be less attractive
targets.

The objective of the segmentation and targeting process is to recognize
differences among customers, and determine which cusomerswill be served (the
targeting decison). The following process describes how offerings (combinations of
products and services) are created for customers, and how the value customers receive
through using these offerings can be effectively communicated to target customers. This
materid assumes the customer segmentation and targeting processis complete.

Creating Offerings — Building Packages of Productsand Services

The objective of the offering creation process is to assemble a package composed
of those products and services that will create unique value for each target segment.
These offerings will then be priced basaed on the vaue customers receive in usng the
offerings (see Figure 1).

Figure 1: Creating Offerings for Multiple Customers
The “Unique Value” Concept
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When targeting more than one segment, managers should creete offerings with the
gppropriate value for each targeted segment. In an attempt to achieve economies of scale,

2 Of course, much morewill be necessary in order to realize higher prices; see the following paragraphs on
communicating value and convincing customersto pay for the value.

3 Being able to charge higher prices does not ensure the business will be profitable. Not only arewe
interested in the price level achievable with delivery of higher levels of value, but we must also consider
the cost necessary to deliver the value.
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managers are sometimes tempted to serve multiple customers with the same
product/service offering (see Figure 2).

Figure 2: Creating Offerings for Multiple Customers
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This creates a market in which customers are asked to pay very different prices for the
same offering. Unless customers can be prevented from migrating to the lower price
offering,* multiple price points often create higher price senstivity and customer
resentment as higher priced customers discover the existence of lower prices. In
addition, when firms charge different prices for the same offering, the sales force often
has no rationd explanation if customers question why they pay higher prices.

A better gpproach isto design unique offerings for each target segment (see
Figure 3).

* These different prices can only be sustained if customers can be prevented from finding out about lower
prices— arare event. Even when customers do not physically communicate with each other, brokers often
reveal different pricelevels by creating secondary “gray” markets.
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Figure 3: Creating Offerings for Multiple Customers
A Well Designed Offering Portfolio
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In this approach, vaue and price are adjusted to each target segment. When customers
question why they pay higher prices, this gpproach gives the sales force a reasonable
explanation: customers who pay higher prices get more than customers who pay less.

Some managers argue it is too expensive to create unique offerings for each
segment. This argument may be true, but it should only be accepted after comparison
with the “cost” of customers demanding lower prices when they discover they are paying
more for the same offering (i.e,, the“cost” of lowering price to the lowest price in the
market®).

Firmsin the more mature process indugtries are often not able to tailor the core
product to customer segments — sulfuric acid is the same molecule everywhere, for
example. Frequently, however managersin the processindustries are able to create
unique offerings through the tailoring of vaue added services and/or complementary
products. For example, offerings can be tailored for different target ssgmentsthrough
adjugting times when firm order commitments must be made, or ddivery cycle
adjusments, or environmenta services. Technica serviceisastaple of many process
indudtry firms; offerings can be tailored on the availability and response time for
technica service. In short, process industry firms often provide many services that can
be tailored to deliver more or less vaue to target customers, generating the opportunity to
creste unique price points for each target segment.

A dgnificant danger managers face is an attempt to build differentiation through
adding product and/or service features that are different than competitive offerings, but
not necessarily differentiated. Asdiscussed in thefirst part of this series, festures cregte

® Many customersinsist on a“favored nations” clausein their purchase contracts. This guarantees them the
lowest pricein the market for the same offering— ensuring their price must be lowered if their supplier

grants alower price anywhere elsein the market. Firms employing aone offering for all customers and
agreeing to favored nations clauses automatically build price concessionsinto their marketing strategy.
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vaue only when the customer redlizes benefits while using offering features. In order to
be differentiated, the customer must redlize unique benefits in using the offering.
Frequently, though, managers ignore the distinction between being different and being
differentiated, and provide lots of undifferentiated — but different — offering feetures. The
problem, then, is that customers refuse to pay for these differences, and in essence
receive them for free. These undifferentiated offering features drive up costs but not
vaue ddivery, and negatively impact the profitability of the supplier. Managers should
build their offerings to create differentiated vaue, and avoid the temptation to provide
undifferentiated but different features they will not be paid for.

The primary tool for developing offerings for different segmentsis the Product-
Price Menu (see Figure 4).

Figure 4: Product-Price Menu
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Economic Vaue EstimationO provides insghts into each customer segment’s business
needs and the value ddlivery provided through the supplier. The EVEO then becomes the
foundation for building combinations of products and services for each customer
segment, and for sdecting price points. In developing the menu, the management team
must determine:
The core offering, or the base offering that each customer will receive. The minimum
leve for the core offering is the reference v ue e ements — those offering dements
(and corresponding benefitsivalue) supplied by the next best compstitive offering. In
addition to the reference, however, the management team may decide to include some
elements of differentiation value in the core offering. There are two reasons for
incdluding differentiation vaue dementsin the core
- Some offering dements that cregte differentiation value may beinseparable. For
example, aparticular qudity parameter may create differentiation value for
customers, but the supplier may not be able to produce alower qudity offering.
In this case, the supplier would want every customer to take the offering at its
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higher qudity level and redize the benefits and vaue of this higher qudlity.
Some offering dements cannot be physcaly separated from the core.

- It may be advantageous — from a supplier cost perspective— for al customersto
take some offering eements providing differentiaion vaue. Although the
supplier might be able to physicaly separate these offering dements, it is not
advantageous to do so. Therefore, dl customers receive these offering eements —
and their subsequent benefit and value — as part of the core offering.

The packages of offering dementsthat will be congtructed for each segment of

customers® The EVEOQ is used to define what offering elements are most important

to each customer segment, and this then becomes the basis for deciding package
eements.

Price points, as described in the following section.

Setting Price Points

Economic Vaue EstimationO is an essentia tool for determining price points.
Price should be set s0 it captures the reference value and a portion of the differentiation
vaue. Cugtomers are unlikely to buy if the price point is st so that it captures dl of the
differentiation vaue. Instead, price should be set so that there is incentive for the
supplier to provide the offering and incentive for the customer to buy the offering. This
means price is s&t such that not dl of the differentiation value is captured by price.
Setting price so thereis an incentive for the customer to buy (thet is, not al of the
differentiation vaue is captured by the price point) becomes part of the communication
process with the customer (see the discussion on communicating vaue below).

How much of the differentiation value can be captured? Whilethe EVEO
provides good quantification of the value ddlivery, setting price pointsisthe“art” part of
pricing strategy. Communicating value delivery using the EVEO helpsin capturing a
portion of the differentiation value. There are other factors that aso determine how much
of the differentiation vaue a supplier can capture. A discussion of those factorsiswell
documented.”

Communicating Value to Target Customers

Creating products and services that deliver value to cusomersisacritica sepin
getting paid for value ddivery. However, if customers do not understand the value
delivered through the products and services they buy, they will not likely pay for the
ddivered vaue. It isnot the customer’s respongbility to understand the delivered vaue,
it isthe supplier’ s job to communicate the presence of thisvaue.

Vaue communication consgts of framing the vaue delivery to target customers.
There are two components of vaue framing: framing the reference vaue and framing the
differentiation value. Economic Vaue EdimationO is the foundation for framing both
reference and differentiation value.

6 A crucial test for the management team in deciding which segments of customersto target is the ability to
deliver offering elements with competitive advantage. While afirm may deliver significant valueto a
specific segment, it will typically be unprofitable to do so unlessit has some form of competitive
advantage. Thiswill be discussed further in part three of this series.

’ See The Strategy and Tactics of Pricing, by Thomas T. Nagle and Reed K. Holden, second edition,
Englewood Cliffs, NJ: Prentice-Hall, 1995, pp. 77-94.
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In part one of this series, we defined reference va ue as the value supplied through
the next best competitive dternative. For two reasons, when communicating vaueit is
especialy important to define the competitive dterndive. Firdst, cusomers dways
compare offerings to some aternative,® so acknowledging the competition is an important
gtep to getting the customer to acknowledge the value ddlivered through use of the
supplier’ sofferings. Framing the vaue delivered by the reference offering dlowsthe
supplier to position againgt the appropriate competition.

Thisraises the criticad concept of defining the best competition. Figure 5
illustrates the issue.

Figure 5: Defining Reference Value
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When the reference competitor is properly defined, a supplier can establish a price point
that is congstent with the differentiation value. However, even when the same
differentiation value is ddivered, if the reference competitor isincorrectly framed as a
lower vdue offering, the same price point will be more difficult to justify and more
difficult to explain. At the same time, when alower vaue competitive offering isthe
reference, customers will be more price sengtive.

8 Sometimes the competing alternative is“doing nothing.” For example, the author once had a client who
provided environmental treatment services utilizing unique, patented technologies. The client argued their
customers would have to purchase these treatment services because they would bein violation of several
regulations if they did not treat waste streams— and the client’ s technology was the only available
treatment. Logically this suggests the client could charge anything they wanted for the treatment. But this
isincorrect: if the price of the client’ s technology exceeded the cost of violation fines, the customer might
choseto pay the fines. Alternatively, if both the treatment price and the violation fines were too high, the
customer might chose to do nothing, that is, go out of business.
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Suppliers should assert the appropriate reference competitor in their
communications with customers, and not wait for the customer to define the reference.®
As part of anegotiating strategy, customers may purposdly define reference competitors
whaose vaue deivery islow, using this lower vaue ddivery to force price concessions
from the supplier.

After framing the reference value in communications with customers, the next
sep is to frame the differentiation value. Here the Economic Value EstimationO
becomes the primary communication vehide. Each dement of the offering — its features,
the benefits the customer recelves, and the value, or worth of that benefit — are detailed
for the customer. Customers may disagree with the vaue assigned to each benefit; the
discussion then focuses on how the value was determined, and feedback from the
customer on the vaidity of thiscaculation. Thisisavery different discusson than a
price negotiation; the discussion has progressed to “what’ s the right value’ instead of
“what’ stheright price.” In turn, the value discussion forces the customer to reved more
about their business and operations.

The Economic Vaue EsimationO does not have to be precisdly correct. |nstead,
it must be close enough to be credible. The purpose of the EVEO isto foster adiscussion
about benefits received ant the vaue of these bendfits.

As the communication about reference and differentiation value is concluded,
price can be introduced. Again the EVEOQ is used to position, or frame, the price point.
Price points are positioned rdative to the value determined through the vaue estimation.
Use of EVEO to position price alows the supplier to show the customer how they
receive benefits and value in excess of the price (the incentive for the customer to buy,
what economigts cal “consumer surplus).

Convincing Customersto Pay for Value and Capturing Value

Even when customers understand the vaue delivered in their purchased products
and sarvices, they may not acknowledge that vaue — and thus not pay for it. Framing for
reference and differentiation value using the Economic Vaue EstimationO then becomes
the foundation for dealing with customer price resstance. The Product-Price Menu
(Figure 4) isdso key to dealing with customer resistance.

When customers desire lower prices or more offering elements at the same price,
sales people should respond with the EVEO and the menu rather than price concessions.
The gpproach is:

- When a customer asks for alower price, the sales person should respond witha
“subtraction” technique. Sales people implement the subtraction process by
removing an offering dement and using the EVEO to show the customer how vaue
decreases with the dement removed. The customer is then compelled to make a
decison: ether accept the lower vaue to get alower price, or pay more to get the
higher vdue from additiond offering dements.

When a customer asks for more offering e ements at the same price, the sales person
should re-frame using the EVE.O  This can be done through showing the customer

% A possible outcome when the supplier does not frame the reference in communication with customersis
that the customer will not acknowledge the reference they use. The challenge then isthat the supplier is not
aware of who the competition is, and may then not be able to correctly position differentiation value.
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the benefits and vaue of the additiond offering dements, and positioning a higher
price as“far” given the additiona vaue.

Wheat offering dements to subtract should not be |eft sales person discretion. Just
as negotiating price concessions can lead to hundreds of individud prices (alarge
adminigrative burden), so individua negotiations about subtraction eements can lead to
hundreds of unique offerings that are both an adminigtrative and manufacturing burden.
To prevent uncontrolled growth of offering options, the management team should decide
in advance the structure of the Product-Price Menu. In addition, the management team
should decide menu elements sales people may subtract in degling with price resstance.

This discussion should highlight the rationae for determining the core offering
(what every customer receives). As noted above, the core offering may contain eements
of postive differentiation that the supplier either cannot separate from the offering or
does not want to separate from the offering (because there are cost advantagesin having
the customer take these ements). From a sales negotiation view, the dementsin the
offering core offering will not be subtracted.

In order to make the subtraction technique effective with cusomers, the
management team must carefully chose what offering el ements can be subtracted in
customer negotiations. The dements selected for subtraction should be of substantia
vaue to the customer, so the customer will suffer a gnificant pendty should they accept
the subtraction. Subtracting low value dements will not cause the customer to debate the
subtraction; instead, they will just accept the subtraction to get the lower price.

Just as subtraction eements should be pre-determined by the management team,
s0 should the offering combinations and price points presented in the Product-Price
Menu. Ad hoc offering congtruction in the market place often resultsin large numbers of
offerings, poor utilization of some resources, and overbooking of other resources. Of
course, decisions about which eements to offer to specific segments of customers should
aways be driven by the unique needs of the segment, and vaue delivery to the segmernt.

Next Steps

In the firg ingtalment of this series, we defined the concept of value and provided
tools for assessing vaue. The key to achieving higher pricesisto understand how a
supplier’ s products and services create an economic impact on target customer’s
businesses and then implement policies to capture a portion of that value with pricing.
The focus of this second ingtallment has been the tools managers can use to creete
offerings that ddiver value and capture value in their pricing policy.

Implementing a vaue capturing pricing policy isessentid to achieving pricing
policy, but by itsdf, these policies will not ensure the supplier is profitable. In order to
achieve profitability, managers must actively manage competition so thet their pricing
policies actudly provide adequate returns. The third ingtalment in this series will
develop tools for managing competitive interactions so managers actudly improve their
profitability.

CHIMICA OGGI / CHEMSITRY TODAY
JUNE 2001



