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Abstract

As the stainless steel industry continues to grow, so does the environmental impacts generated by the various
production processes. Such impacts not only affect the environment but pose great health concerns for humans and
other living things. Therefore, it is necessary for all stakeholders to continuously improve their sustainability work.
Metal recovery is one of the ways this can be done.

There exists different organisations within the stainless steel industry, all of which are likely to benefit from metal
recycling solutions. However, it is not obvious what models for value capture are most appropriate regarding such
new technology. Adopting an appropriate value capture model is crucial for any organisation offering a service or a
product. It is what ultimately determines an organisation’s revenues, profits as well as the amounts reinvested in
the organisation’s growth for its long-term survival.

By considering a case company offering a metal recycling solution, this study investigates how such a company may
best leverage the value created by their technology. This is achieved by implementing a qualitative approach
consisting of an extant literature review, accompanied by empirical findings through interviews with potential
customers. Different factors affecting the formulation of an offering, as well as a value-based pricing model for that
offering, are analysed.

The study proposes a framework for how organisations can efficiently and effectively implement a value-based
pricing model for a certain offering. This framework is put into context in regard to the empirical findings. Moreover,
the empirical study identifies the potential customers’ perceived value as a result of the metal recycling solution as;
opportunities for material reuse and circular economy in production, enhanced waste management, improved brand
and the corporate image, and increased operational efficiency. Lastly, identified key determining factors of value
realisation from the customer perspective were; payback time, operational aspects, organisational and operational
size, type of offering of a metal recycling solution, regulations and public process surveillance and views on pricing
strategy.

Keywords: Stainless Steel Industry, Metal Recovery, Sustainability, Material Reuse, Circular Economy, Customer
Value, Pricing Management, Pricing Models, Value-Based Pricing
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Sammanfattning

Medans den rostfria stalindustrin fortsatter att vdxa okar daven miljopaverkan fran dess olika produktionsprocesser.
Sadana effekter paverkar inte bara miljon, utan utgér dven stora halsoproblem for ménniskor och andra levande
organismer. For att minska dess miljopaverkan ar det nédvandigt for alla parter inom industrin att kontinuerligt
forbattra sitt hallbarhetsarbete. Ett alternativt satt detta kan géras pa ar med hjalp av metallatervinning.

Det finns olika foretag och organisationer inom den rostfria stalindustrin, som alla troligen kan dra nytta av
metallatervinningslésningar. Det ar dock inte uppenbart vilka modeller for vardefangst som ar mest lampliga for en
sadan teknik, vilket ar problematiskt for de som erbjuder en sadan I6sning. Att bestimma en lamplig modell fér
vardefangst ar dock avgérande for alla organisationer som erbjuder en tjanst eller produkt. Det ar det som i
slutdndan avgor en organisations intdkter, vinster samt de belopp som aterinvesteras i organisationens tillvaxt for
dess langvariga 6verlevnad.

Genom att studera ett foretag som erbjuder en metallatervinningslésning har denna studie som syfte att undersoka
hur ett sadant foretag bast kan utnyttja det varde som skapas av deras teknik. Detta uppnas genom att implementera
en kvalitativ metod som bestar av en litteraturstudie, foljt av empiriska resultat fran intervjuer med potentiella
kunder till foretaget. Olika faktorer som paverkar formuleringen av en produkt/tjdnst och en vardebaserad
prissattningsmodell for den produkten/tjansten analyseras.

Detta arbete tar fram och foreslar ett ramverk for hur organisationer effektivt kan implementera en vardebaserad
prissattningsmodell for ett visst erbjudande. Detta ramverk satts sedan i sammanhang i samband med de empiriska
resultaten. Den empiriska studien identifierar dven de potentiella kundernas upplevda varde till foljd av
metallatervinningslésningen som; mdjligheter fér materialanvdandning och cirkuldar ekonomi i produktionen,
forbattrad avfallshantering, forbattrat varuméarke och foretagsimage och Okad operativ effektivitet. Slutligen
identifierades viktiga avgorande faktorer fér vardeforverkligande ur kundperspektivet som; aterbetalningstid,
operativa aspekter, organisatorisk och operativ storlek, typ av erbjudande av metallatervinningslosning, regler och
offentlig processévervakning och syn pa prisstrategi.

Nyckelord: Rostfria Stdlindustrin, Metalldtervinning, Hdllbarhet, Materialdteranvdndning, Cirkuldr Ekonomi,
Kundvdrde, Prishantering, Prisséittningsmodeller, Vérdebaserad Prisséttning
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1 Introduction

The following chapter gives an introduction to the study regarding the following subjects; the stainless
steel industry with regard to sustainability, metal recovery within the steel industry, as well as pricing
models with regard to metal recovery and the relevance of value-based pricing. Moreover, a problem
formulation is described followed by a description of the purpose of the study. Thereafter, the research
questions are generated, and the following delimitations and limitations of the study is presented. Lastly,
the outline and contents of the study is briefly described in the disposition.

1.1 Background

The steel industry, in general, is one of the largest industries in the world today and has played a major
role in the world’s economy. In Sweden, the Stainless Steel Industry (SSI) greatly helps the prosperity and
welfare of the country. Not only does it generate employment within the country, but it generates
earnings, tax revenues and innovations. However, like many other industries, the SSI can have major
sustainability impacts affecting both human life as well as the environment (Jernkontoret, 2019).

One of the main sustainability issues within the SSI is the contaminated toxic waste it releases. Such
wastewater discharge not only affects the environment but poses great health concerns for humans and
other living things (Wang & Ren, 2014). By recovering and reusing the metals from waste streams, the
industry could highly increase sustainability. This involves the process of metal recovery which increases
the reliance on secondary metal sources in the industry. Secondary metal sources include “all metals that
have entered the economy but no longer serve their initial purpose” (Wernick & Themelis, 1998). By
reusing metals, the industry can minimize environmental harm by conserving energy, landscapes, and
natural resources, and reducing toxic and nontoxic waste streams (Wernick & Themelis, 1998).

Although one of the main incentives for metal recovery within the steel industry today is based on
protecting the Earth’s natural resources and ecosystems, there is also an economic aspect to it. Secondary
metals are worth reusing if the cost of the process of recovery from discarded products and waste streams
is lower than the cost of using primary metals. Historically, secondary sources of metals have been highly
valuable. For instance, scrap metals in the automobile industry have a recycling percentage of 90-95% of
the 10,000,000 automobiles discarded in the United States per year. However, waste streams containing
metals are still a relatively unexploited area. Currently, about 60% of metals in municipal solid waste as
well as the value of metals in industrial waste streams go unrecovered. Furthermore, the process of
recovery can be difficult. Even so, the SSI today has found it profitable to invest in the metal recovery
process. For stakeholders in the steel industry, it can involve large capital investments accompanied by
other operational costs (Wernick & Themelis, 1998).

With said incentives, it is clear that there exists a market for new organisations to emerge with the
purpose of offering systems and solutions to cover this need for metal recovery. However, such systems
are not common and therefore it is not obvious what models for value capture are most appropriate.
Adopting an appropriate value capture model is crucial for any organisation offering a service or a product.
It is what ultimately determines an organisation’s revenues, profits as well as the amounts reinvested in
the organisation’s growth for its long-term survival. We are in this thesis particularly interested in how
value can be captured in regard to pricing. Which pricing model that an organisation chooses to employ
depends on numerous factors. For instance: the overall corporate strategy, buyer expectations and
behaviour, competitor strategy, industry changes, and regulatory boundaries (Sammut-Bonnici &
Channon, 2015). Currently, there are three main pricing models, cost-based pricing, competition-based
pricing and value-based pricing (Sammut-Bonnici & Channon, 2015).



According to Dolansky, cost-based and competition-based pricing are often used by organisations because
they are perceived as the easiest approaches. However, he suggests that by understanding how much a
customer values a product or service, and basing the pricing model on that, is what organisations should
strive towards (bdc, u.d.). To do so, organisations can pursue a value-based pricing model. As the name
suggests, this model is based upon the value that a product or service offers to the customer. The biggest
advantage with this approach is the obvious fact that it takes customers into account. However, the main
disadvantage is that gathering and interpreting data based on customer value is rather difficult
(Hinterhuber, 2008). Additionally, by relying on customer value-driven pricing, it is also likely that prices
are set too high without taking long-term profitability into consideration. Even so, value-based pricing also
has the potential to improve differentiation, profitability, and value creation for organisations and their
customers (Toytari et al., 2017). Therefore, it is increasingly being recognised as the most effective pricing
model by academics as well as practitioners (Hinterhuber, 2008).

As previously mentioned, metal recovery creates value for many within the steel industry. Thus, opting
for a value-based pricing model can be relevant for organisations with the purpose of offering various
metal recovery systems and solutions. However, although the incentives of metal recovery are generally
high for many within the steel industry, needs and expectations of a new technological solution can vary
depending on the organisation. Thus, this study will investigate what factors are most important in order
to determine how value-based pricing can best be implemented for organisations offering a metal
recovery system.

1.2 Problem Formulation

Metal recovery is a process that is becoming crucial within the SSI. It is necessary for stakeholders in the
SSI to take advantage of efficient technologies in order to recover and reuse maximum value from metals
in their waste streams. In this way, they are able to increase sustainability in numerous ways such as
material recycling, lower environmental harm and preservation of the Earth and its inhabitants (Wernick
& Themelis, 1998).

However, modern metal recovery systems are quite innovative solutions and the process is also a rather
difficult one that can be done in many ways. The SSI is comprised of all sorts of companies and
organisations, all of which are likely to benefit from metal recycling solutions. What these benefits are,
and the value that they generate, can differ depending on the different organisations as well as other
factors. Organisations within the SSI are likely to differ in production, size and the products and services
that they offer. Thus, companies offering and managing metal recycling systems and solutions have a hard
time implementing an efficient value-based pricing model for their services.

Currently, a lot of existing research covers the importance of metal recovery and how it can be done.
However, it is evident that research is lacking in how to enroll recycling solutions with regard to pricing.
Thereby, this study will aim to consider this aspect with a gap-filling approach. By considering a case
company offering a metal recycling solution, analyses can be made regarding the perceived value of metal
recovery for customers and how these can affect a value-based pricing model.

1.3 Purpose and Research Questions

Currently, the case company’s metal recovery system is being tested in a pilot project at one of the case
company’s customers and has not yet been offered to other potential customers. Therefore, the purpose
of this study is to investigate how a company offering solutions for metal recovery may best leverage the
value created by that technology in order to help the case company move forward with their technology.
Furthermore, the purpose of this study is to propose a framework for how to implement a value-based
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pricing model that will later be used in the analysis of the empirical findings. The purpose of this study will
be achieved by implementing a qualitative approach consisting of an extant literature review,
accompanied by empirical findings through interviews.

In the empirical findings, a case company and its customers will be studied. The aim of the empirical study
is to create an understanding of the potential market, customers, competition and existing solutions in
the steel industry in relation to the case company and their metal recovery solution. In addition, the
perceived value for the customers as well as key determining factors of their value realisation are studied.
With this approach, different factors affecting the formulation of an offering and a value-based pricing
model for that offering can be analysed. In order to fulfil the purpose of this study and be able to
investigate the problem, two research questions have been set to guide the empirical study:

e What factors can be perceived as value from a customer perspective within the stainless steel
industry as a result of sustainability work and recycling implementing a customised metal recycling
solution?

o What factors can be perceived as key determining factors of value realisation from a customer
perspective within the stainless steel industry as a result of implementing a customized metal
recycling solution?

1.4 Delimitations

This study will have certain necessary delimitations. By setting these early in the study, it will help keep
the scope narrow enough so that the essential research can be gathered, analysed and presented in the
most focused demeanour. Firstly, the empirical study will be delimited to investigating the research
question with regard to potential customer organisations within the Swedish SSI. Thus, the literature
review, as well as further discussions, will have a more generalizable global approach. Furthermore, only
one case company, Scanacon, and its customers will be considered during the empirical study. Thus, this
study will be conducted in a business-to-business (B2B) context, with the potential customer organisations
being referred to as the customer. Additionally, the findings will specifically focus on the metal recovery
system as presented by Scanacon.

1.5 Limitations

This study was conducted during the time period February - September 2020. Unfortunately, during this
time there was an outbreak of the coronavirus (COVID-19) pandemic. This pandemic has affected the
study in a way where it has caused certain limitations. From March 2020, many of the companies around
the world were forced to close their offices and work from home. This caused the interview phase of this
study to suffer as on-site interviews and observation were impossible. By not being able to conduct
observations or on-site interviews, a lot of the information gathered is instead based on online research.
Thus, it is possible that beneficial information for the study was missed out on. Interviews were instead
held on online platforms, which limits the interviewees reactions and responses, and thus the results may
not show a true reflection of the individuals and companies interviewed. Furthermore, all companies had
to somewhat restructure their work due to the coronavirus pandemic, causing them to have less time to
voluntarily help with the study. This resulted in a limitation in the communications as well as a lower
number of interviewees in the qualitative study than intended.



1.6 Disposition

The structure and contents of the study are described below.

Chapter 1

The study begins with a chapter that gives an introduction to the different subjects brought up in this
study. Thereafter, a problem formulation is described followed by a description of the purpose of the
study. Lastly, the research questions are generated, and the necessary delimitations and limitations of the
study are described.

Chapter 2
In this chapter, a review of the literature regarding customer value and types of offerings are presented.
Different definitions, aspects and challenges regarding each concept are explained.

Chapter 3
The fourth chapter presents a review of the literature regarding pricing management, pricing models, and
value-based pricing is presented.

Chapter 4
The chapter concludes with a proposed framework for implementation of value-based pricing, based on
chapter 2 and chapter 3, that will be put in context during the analysis of the empirical study later on.

Chapter 5

In this chapter the methodology of the study is presented consisting of the research design, data collection
and data analysis. Here, the research quality is also discussed with the intention of portraying the
transparency of the study.

Chapter 6
This chapter covers the research context of the study presenting the industry of the case company, current
sustainability factors within the industry as well as a description of the stainless steel manufacturing
process. This is made in order to create understanding for the reader of the environment for the product
that the investigation is based on, which is necessary to comprehend in order to understand the rest of
the study.

Chapter 7
This chapter gives an insight in the case setting and the case company that the study is based on.

Chapter 8
Firstly, the findings of the empirical study with regard to the two research questions are answered.
Thereafter, an analysis in relation to the proposed framework is presented.

Chapter 9
Finally, the study is concluded and key takeaways and suggestions for further research are made.



2 Customer Value

This chapter aims to give an overview of the existing literature regarding ideas and concepts surrounding
customer value. These include a conceptual definition of customer value, how it is perceived and measured,
as well as types of offerings that may affect customer value.

2.1 A Conceptual Definition

In the first stages of the marketing process, organisations aim to create value for the customer. By creating
this value, organisations themselves are rewarded value from the customers at the final stages of the
marketing process. Hence, defining a relevant and appropriate definition of value is necessary. Definitions
that are somewhat unclear may not specify the object of consideration of the value and therefore have
no real practical implementations. Furthermore, such definitions can confuse both customers and
company managers (Netseva-Porcheva, 2011).

While the term “value” is one of the most used terms in regard to business as well as academic
publications, the definition of value can be somewhat unclear. Often, the definition of value being used is
not specifically related to marketing or economics in any way. Since value can have different meanings
depending on different contexts, consequently it can be difficult to measure, analyse and find ways of
adding value to a product or service (Netseva-Porcheva, 2011).

However, customers often know what their requirements are in a given offering, but do not know what
value they will receive by fulfilling them (Anderson & Narus, 2017). Value-based pricing relies on
understanding the value it will bring the customer, even though it is difficult to define value and its
relevance while setting prices. A shared understanding of what value is will be crucial in order to measure
and capture value in business markets. It can also result in creating a better relationship between the
customer and the organisation (Anderson & Narus, 2017).

2.1.1 What is Value?

As mentioned above, value is a term that can be difficult to define as it is considered to have many
attributes. For instance, value can be rather subjective and therefore perceived distinctive by different
customers (Ramirez, 1999; Vargo & Lusch, 2004). Moreover, value is also context specific. Customers
define value in their specific use context or based on a specific situation (Kowalkowski, 2011).
Furthermore, the perception of value is usually dynamic, and a customer’s perception of value is likely to
change over time (Flint et al., 2002). Additionally, value is also multifaceted, which is evident from the
multiple definitions of value seen in literature (Wilson & Jantrania, 1994). The source of value can also
vary from a product or service to a relationship, or even the relationships network (Lindgreen & Wynstra,
2005). Due to the numerous attributes of value, a customer's perceived value can alter, thus influencing
a value-based pricing model (Toytéri et al., 2015).

2.1.2 How the Customer Organisation Perceives Value

Anderson et al. (1993) define customer value in business markets as “the perceived worth in monetary
units of the set of economic, technical, service, and social benefits received by a customer firm in exchange
for the price paid for a product offering, taking into consideration the available alternative suppliers'
offerings and prices”. In other words, what the customer perceives as value is the difference between
what they perceive as the benefits they receive and the perceived sacrifices they made. Based on this
definition, what the customer perceives as value is divided into four dimensions. These are the
operational, strategic, social and symbolic dimensions described below (Toytari et al.,2015).



Operational Value

The operational value refers to the operational performance of a company. It can affect the processes
within an organisation on different levels possibly affecting people inside the organisation, the customers
as well as partners. Suppliers are a main part of increasing operational value. They can contribute directly
by improved products and components featuring fitness for purpose, conformance, performance and
reliability (Ulaga & Eggert, 2005). Relationships can also contribute to operational value through
knowledge, process development, process outsourcing, process integration, cooperation efficiency and
risk avoidance (Hunter et al., 2004). In order to achieve organizational value, organisations must first make
adaptation sacrifices, including process changes, competence development, installation, and integration
(Ravald & Grénroos, 1996). While operational value may result in improved processes, lower operational
costs or higher output value, there is also a risk of not receiving the benefits due to delays, failures, false
promises, and other factors (Toytari et al., 2015).

Strategic Value

Strategic value refers to organizational change and survival. This can be achieved by leveraging existing
capabilities or developing new capabilities through learning and innovation. By developing new
capabilities from external sources, organisations can support innovation for the future. Similar to
operational value, relationships are an important aspect of this dimension. However, there are numerous
risks that may result due to relationships. These include limiting own capabilities (Ritter & Walter, 2012),
inadequately adopting inputs (Cohen & Levinthal, 1990), unhealthy dependency (Williamson, 1991) and
even potential leakage of proprietary knowledge and intellectual property rights. These risks may lead to
rising costs and lost competitive advantage instead of economic benefits as a result of increased value
(Toytéri et al., 2015).

Social Value

By participating in different networks, organisations can increase their social value. For instance, they can
influence the external status of a customer in a wider business network by inclusion in a high-image
network, prestigious community or strategic alliance (Kothandaraman & Wilson, 2001). The bigger the
social network, the more a company has access to information that can support learning and innovation
(Ritter & Walter, 2012). Advantages of social value includes acquiring customers at a lower cost but also
an improved retention of existing customers as a result of increased market access (Ritter & Walter, 2012),
as well as improved legitimacy (Suchman, 1995). However, managing the network that comes as social
value can also have a reputational risk, where the wrong choices can harm a company (Toytari et al.,
2015).

Symbolic Value

According to current research in the field of sociology of culture, customers can experience symbolic value
through products and services that allow them an outlet to express their individual identity, as well as
possibilities to gain social status (Ravasi & Rindova, 2008). Thus, a main part of symbolic value can be
social. All of the previously mentioned factors such as products and services, business relationships and
networks can also create symbolic value. When an organisation gains symbolic value, it is usually shown
in their internal motivation, pride and job satisfaction. As a result, it can lead to increased productivity,
improved retention, and a better overall workforce performance (Ritter & Walter, 2012).



2.1.3 How the Supplier Organisations Measure Value

A large portion of the value of the shares of companies in the stock exchange market contains a high
percentage of intangible capital (Bermejo & Rodriguez-Monroy, 2010). Customers are one of the main
intangible assets that companies have and therefore would benefit from evaluating their customer value.
Although important, this is outside the scope of the empirical study.

The dynamic nature of a customer’s perceived value makes it more difficult to collect, interpret and
understand value in order to use in pricing practice (Liozu & Hinterhuber, 2012). Weir (2008) suggests that
customer value can be measured in three stages. The first one is an analysis of the customer profitability.
The second one pursues the analysis of the customer lifetime value. Lastly, the third one involves analysing
the customer equity.

Customer Profitability

Customer Profitability (CP) can mean different things. Van Raaij (2005) defines CP as “the process of
allocating revenues and costs to customer segments or individual customer accounts, such that the
profitability of those segments and/or accounts can be calculated”. It is possible to analyse CP with a set
of calculations that combines costs with business activities and the customers that consume those
activities (Holm, 2012). CP can arithmetically be calculated by taking revenues minus costs for a specified
period of time (Pfeifer et al., 2005). It is usually only calculated on a single period basis and does not
necessarily consider long-term factors for the organisation (Estrella-Ramon et al., 2013).

An analysis of CP helps organisations to identify and understand the source of their profits, expenses,
customer costs structure, revenues, and customer profitability (Cokins, 2015). Thus, it is a crucial
measurement that enables companies to grow as well as make fact-based decisions that are necessary
for organizational development and enhance market productivity (Holm, 2012). According to Bellis-Jones
(1989), analysing CP isimportant for an organisation as it can help to determine profitable customers from
the unprofitable ones (Horngren et al., 2003).

Customer Lifetime Value

Customer lifetime value (CLV) is quite obviously the long-term value of customers for the company (Wu
et al., 2005). More specifically, it can be defined as the present value of the future cash flows associated
with a customer (Pfeifer et al., 2005). It can be measured by the sum of the discounted cash flows that
the customer generates during their relationship with the company (Berger & Nasr, 1998). This is done by
calculating the net present value of benefits each customer brings once they have been acquired, after
subtracting the incremental costs associated with each customer, over the entire customer lifetime.
Examples of such costs include everything in relation to marketing, selling, production and service
(Blattberg et al., 2008).

There are many advantages to measuring the CLV rather than other traditional financial metrics. For
instance, since CLV is measured over long periods of time, it can provide important insight about the
future health of a company. It also measures the value that each individual customer brings to the
company. Moreover, CLV can also provide a more structured approach to forecast future cash flows that
could be better than other more common methods of extrapolation (Estrella-Ramén, 2013).

Customer Equity

Customer Equity (CE) is related to, and often interchangeable with, CP and CLV in existing literature.

Therefore, definitions of CE can vary. For instance, some authors define it as the average CLV minus the

acquisition cost (Berger & Nasr, 1998). Other definitions describe CE as the CLVs of all the current and

potential customers. The latter description can be considered more appropriate as it also takes acquisition

costs into account. Basically, CE is a macro-level metric that can measure the equity market reactions as
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a result of marketing actions (Zhang et al., 2010). Furthermore, CE is also based on customer relationships,
which should be viewed as investment decisions and customers as generators of revenue flows (Stahl et
al., 2003).

Since CE can be summarized as the value of the whole base of customers for the organisation, Stahl et al.
(2003) suggest that customers should be treated as assets for the company. Customers are what can lead
to an increase in shareholder value by accelerating cash flow, reducing volatility and vulnerability and,
ultimately, increasing the residual value of the firm. Based on this reasoning, CE can be considered the
best approach to measure customer value as it is clearly linked with shareholder value. This is due to the
fact that shareholder value can be a relevant expression of the concept of “value” that is created in an
organisation (Stahl et al., 2003).

2.2 Forms of Offerings

There are mainly two ways of offering value to the customer, either by providing a product or a service
for the customer. When creating a revenue stream for a new innovation, a decision of whether it should
be a product, or a service must be made. It is also common that organisations offer a combination of a
product and a service. A description of products and services are given below.

2.2.1 Products

Because of the variety of the nature of products, it is often classified in order to recognize the various
properties of the different products. However, there are different perspectives on what a product is and
has therefore been classified in several different ways (Sousa & Wallace, 2006). Presented by Krishnan
and Ulrich (2001) are four of the different perspectives on what a product is, within different product
development decision frameworks:

Marketing, where a product is seen as a bundle of attributes.
Organisations, a product can be seen as an artifact resulting from an organisational process.
Engineering Design, a product the complex assembly of interacting components.

Operations Management, the product is the sequence of development and/or the production
process steps.

The different perspectives should be handled differently when considering development and
management, as they have different focuses (Krishnan & Ulrich, 2001).

As mentioned in the previous section, understanding the customer's perceived value is critical in order for
organisations to succeed with value-based pricing. The value of a product can be measured in money,
which reflects on the customers desire to obtain and retain the offering product. This value is often equal
to the cost of production of the product in addition with a subjective marginal value depending on the
owner and current market (Neap & Celik, 1999). In addition to this does the product also have a functional
value, which is the value that the utilitarian functions can perform. When the product has additional
functions and features, apart from the main function, will the perceived value for the product increase
(Creusen & Schoormans, 2005).

2.2.2 Services

A satisfactory definition of service, and what services are, is hard to find in existing literature as it is mostly
described of what it is not rather than what it is. For example, it is often described as intangible, non-
transportable and not storable. Combined with the fact that a service can be so many different things,
makes it even more difficult to define (Spring & Araujo, 2009). Even so, Djellal et al. (2003) describe a
service as a triangle, where they combine three elements together as a definition of service. The three
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elements are; the customer, the service provider and the service medium, which together creates the
corners of a triangle. Thus, a service becomes the set of actions carried out by the service provider for the
customers benefits to solve a problem in the service medium. The different mediums can vary greatly
from information to tangible goods or knowledge, etc. The provision of it can therefore be considered as
a combination of different processing and/or problem-solving operations or functions related to the
different mediums (Djellal et al., 2003).

According to Olivia and Kallenberg (2003), management literature suggests that product manufacturers
should integrate more services into their offerings. The usage of services can benefit the organisation and
holds profit potential within three main areas; the economic, customer demand and competitiveness.
Firstly, the economic argument for a service offering is its resistance to the economic cycles, that for
example drive the investment rate and purchases for companies. It can provide a more stable revenue
stream compared to products, and generally has a higher margin as well (Olivia & Kallenberg, 2003).
Secondly, customers are also starting to demand more service offerings. The driving force for the rise of
service outsourcing is the increasing technology complexity that creates a higher product specialization
(Lojo, 1997). Lastly, companies can use services to gain a competitive advantage as services are less visible
and more labour dependent and therefore, more difficult for others to imitate (Heskett et al., 1997).

Although services may have great profit potential, not all organisations choose to employ strong service
strategies. There are also some obstacles to overcome in order to make the transition from offering
products to providing services. For instance, organisations have to believe in, and trust, the economic
potential their service has. It can be difficult for a company, that has invested a huge amount of resources
in development for a product, to then be satisfied with only a contract of maintenance for the product
that is worth far less. Moreover, organisations tend to have difficulties integrating a service strategy in
the core competence of the company, and instead get stuck in the “this is not what we do”- mindset.
Thus, sometimes companies just decide that providing services is out of their scope of competencies.
Lastly, if an organisation is able to overcome the previous obstacles, they then face the hardship of
implementing a service strategy successfully (Olivia & Kallenberg, 2003).

Given the challenges described above, transitioning from a product manufacturer into a service provider
is @ major managerial process. Organisations and products manufacturers must consider other
organisational principles, structures and processes that are better suited for services rather than products.
This could also result in changes to the business model as companies transition from a transaction-based
model of products, to a relationship-based model for services.



3 Value-Based Pricing and its Alternatives

The following chapter will present theoretical perspectives on pricing models found in existing literature,
with a specific focus on value-based pricing. On the basis of an overview of existing literature, which
includes strategic and operational aspects, a comprehensive framework is proposed for implementing
value-based pricing. The proposed framework will later be put in context with regard to the findings of the
empirical studly.

3.1 Pricing Management

Pricing is considered to be a complex process that requires extensive analysis regarding different aspects.
These are a company’s cost structure, the changing market supply and demand situation, the competitors’
pricing schemes and the customers’ perceived value of a product or service (Davidson & Simonetto, 2005).
Thus, it is clear that pricing is an essential factor for organisations looking to increase profit margins as
well as improve shareholder value. However, for most companies it is difficult to invest time and money
in each individual pricing decision. Therefore, it is necessary to have a clear and defined pricing
management process in place in order to effectively and efficiently obtain value and receive appropriate
returns (Sodhi & Sodhi, 2008).

3.1.1 Pricing Management Levels

According to Hwang et al. (2009), pricing management can be divided into two levels; the planning level
and the operational level. The planning level is on a macro perspective and is market-driven, strategy-
oriented and evolves over years (Marn et al., 2004). On an industry level, price planning can be quite broad
since numerous factors such as supply, demand, cost, regulations, technological shifts and competitor
actions are considered and can affect industry-wide prices. Therefore, the main goal here is to accurately
predict industry price trends and to effectively respond to them. However, on a product level, price
planning focuses more on the values of specific customer segments. Thus, here the goal is to understand
how to manage price in a way that produces the greatest monetary reward (Hwang et al., 2009). On the
other hand, the operational level is more on the micro perspective as it is sales-driven, detail-oriented,
and focuses gravely on individual transactions (Marn et al., 2004). It is performed on a daily basis and its
main consideration is the customer (Hwang et al., 2009).

3.1.2 Pricing Management Process

Evidently, pricing management exists on many levels within a business. Therefore, it is important that the
pricing management process is done efficiently and accurately. By clearly defining an effective execution
of pricing management, companies are likely to see high benefits. Specifically, in competitive industries
where business models frequently change and where complex pricing requirements exist (Desisto, 2005).
In order to follow an efficient pricing management process, organisations need to follow a set of business
rules and operating procedures that will ensure a suitable pricing strategy, while allowing the organization
to monitor the pricing performance. For this purpose, Hwang et al. (2009) suggest a framework that is
divided into three phases; planning, execution and analysis.

Planning Phase

Obviously, the planning phase consists of the undertakings at the planning level mentioned above.
Essentially, it starts with a corporate business plan development with focus on the corporate financial
target. For instance, sales revenue, profit margin, earning per share and return on equity, as well as
execution plans for pricing, capacity, product development, customer segmentation and more (Hwang et
al., 2009). The corporate business plan development starts with a pricing objective, which is an
organisation’s ultimate pricing goal in which they strive to achieve (Lancioni, 2005). This could for example
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be to achieve a certain targeted gross margin, market share or sales volume. It could also be that the
organization wants to create a certain image or to maintain price-leadership (Avlonitis & Indounas, 2005).
After a pricing objective is set, the next step is to choose an appropriate pricing model that can assist in
reaching the objective. Lastly, organisations can create pricing programs, which can be described as a set
of action items, that will achieve the pricing objectives (Lancioni, 2005).

Execution Phase

Once the planning phase is complete and a pricing plan is set on a corporate level, the execution phase
can begin. This phase covers the key activities of the operational level, also explained in the previous
section. This stage is important in that if not done properly, it is prone to price discrepancies and revenue
leakage. Here, field sales representatives and other support teams are in charge of making numerous
business transactions and associated pricing decisions. The first step is for sales representatives to make
an initial price assessment during the first contact with customers or prospects. This can be challenging
due to the fact that companies often have multiple product lines, complex price structures and large
customer bases. Thus, sales representatives may find it difficult to accurately deliver a price assessment.
Moreover, even if an appropriate price assessment is made for one customer, it may not be consistent
with other customers within the same industry (Hwang et al., 2009).

Furthermore, sales representatives also have a certain amount of pricing authority (Hwang et al., 2009).
While they believe that their position allows them to assess the market and propose the most appropriate
offers to secure business (Sodhi & Sodhi, 2005), it can be difficult for a sales representative to accurately
determine the pricing decision required. In some cases, things such as complex cost analysis, competition
analysis, demand forecast and capacity allocation assessment are required (Ng et al., 2008). Things which
are better achieved by upper management at headquarters. This can cause tensions between
headquarters and field sales representatives and consequently result in inefficient price adjustment
(Hwang et al., 2009).

Analysis Phase

The final phase of the pricing management process is the analysis phase. In this last phase, companies are
encouraged to observe and monitor pricing performance and pricing trends throughout all phases. In
doing so, they are also able to find and solve potential pricing problems, but also discover new pricing
opportunities that can be implemented in the previous planning and execution phases (Hwang et al.,
2009).

Such analyses can be done in numerous ways. For instance, in the planning phase, it is common to
simulate possible pricing trends based on different business assumptions. The simulations can then be
compared in different customer regions, industry segmentations or product groups for further analysis.
After comparison, different scenarios can be analysed and it is possible to adjust the pricing programs set
in at the beginning of the planning phase if necessary (Hwang et al., 2009). In the execution phase,
however, pricing performance is analysed on the individual transaction level. In this way, it is possible to
track down a problem and notify the corresponding management who in turn can take immediate actions
to improve the pricing performance (Hwang et al., 2009).

3.1.3 Pricing Management Implementation

The pricing management process can be quite extensive, especially since it needs to be analysed and
improved continuously. However, companies should also be certain that the pricing process they are
about to implement will be the most effective one. Some factors to consider are (Hwang et al., 2009):

e Ensure that clear goals are defined in the planning phase
® Pricing execution is consistent with the pricing objective
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e Pricing decisions are based on a factual foundation in the execution phase
® Appropriate data is acquired during the analysis phase
e Data is obtained consistently and correctly in all phases

To ensure that above factors are considered, Hwang et al. (2009) have devised a set of principles that
organisations can use to check the effectiveness and efficiency of their pricing process. These include
accuracy, completeness, responsiveness and flexibility. Firstly, an organisation needs to make sure that all
pricing information being used during the entire process is accurate in order to minimize any price
discrepancies and maximize profit margins. Secondly, an organisation needs to have complete insight
that considers internal and external data that impact the pricing decisions. Furthermore, organisations
should have the ability to respond to market changes quickly. This involves communication between
management and frontline sales representatives. Lastly, even though everything may turn out perfectly,
chances are that factors such as government regulation, market competition and customer price
sensitivity may change along the way. Thus, organisations should practice flexibility in order to be able to
adapt to and meet such circumstances (Hwang et al., 2009).

3.2 Pricing Models

Existing literature generally acknowledges three main different pricing models, cost-based pricing,
competition-based pricing and value-based pricing (Hinterhuber, 2008; Kienzler, 2018). These three
models are not always exclusively implemented, as managers usually combine information from all areas
when making pricing decisions (Kienzler, 2018). A description of the three main pricing models is given in
the following text.

3.2.1 Cost-Based Pricing

Cost-based pricing is historically considered the most common pricing model due to its financial prudence,
where it is possible to plan well in advance in order to ensure high returns (Simon et al., 2008). This
approach determines prices by using data from cost accounting. The costs of producing a service or a
product is analysed, and prices are set so that the organisation is able to at least break even (Hinterhuber,
2008). For instance, organisations can ensure a profit margin on their costs by adding a standard
percentage contribution margin to their products and services. This is done by first determining the sales
level and then calculating the unit and total costs. Thereafter, considering the company’s profit objectives,
a price is established (Urdan, 2005).

Examples of pricing strategies of cost-based pricing include cost-plus pricing, also known as mark-up
pricing, and target-return pricing (Hinterhuber, 2008). Cost-plus/mark-up pricing may be the most
common way to implement cost-based pricing. It essentially involves adding a mark-up on the product
costs to ensure a specific margin. Retail corporations, such as Wal-Mart, are known to implement a mark-
up pricing strategy on the majority of brands retailed through their stores (Sammut-Bonnici & Channon,
2015). Target-return pricing is usually adopted by organisations in industries that require high capital
investments and is used in order to be able to reclaim the investment costs the company puts forth. The
price is set based on calculations of return on investment of different volumes of production over a given
period. Examples of firms implementing target-return pricing strategies include automobile
manufacturers and telecommunications, electricity, and gas service providers (Sammut-Bonnici &
Channon, 2015).

The advantage with a cost-based pricing model is that the data needed to set prices are readily available.
However, this strategy does not take competitors or customers into account. Therefore, overall it can be
considered a weaker approach (Hinterhuber, 2008). Furthermore, cost-based pricing has other downsides
that have already been recognised by market researchers long ago. For instance, Backman (1953) stated
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that “the graveyard of business is filled with the skeletons of companies that attempted to base their
prices solely on costs”. These downsides are also recognised more recently as according to Myers et al.
(2002) and Simon et al. (2003), cost-based pricing creates suboptimal profits at best.

3.2.2 Competition-Based Pricing

Competition-based pricing is when organisations determine pricing mainly depending on how much
competitions charge for similar products and services (Hinterhuber, 2008). Also, the behaviour of
competitors and other potential primary sources are also observed and analysed for the pricing purposes
(Liozu & Hinterhuber, 2012). Competition-based pricing may work well for medium-share companies
competing with high-share competitors or for companies with low differentiation in their products and
services. Examples of these include local hotels that compete with international hotel chains, or gas
stations selling gasoline (Sammut-Bonnici & Channon, 2015). Examples of competition-based pricing
strategies include parallel pricing, umbrella pricing, penetration pricing and skim pricing (Hinterhuber,
2008).

Parallel pricing is, easily explained, implementing competitor’s prices. Umbrella pricing occurs when a
larger organisation sets a dominant price for a product or service and other organisations are able to
compete with them by setting their prices just below. Penetration pricing is when organisations begin by
setting prices below the market price, sometimes even lower than their costs. This is done in order to
create an advantage over competitors and enter a market rapidly, and perhaps even take over a market
completely (Sammut-Bonnici & Channon, 2015). Today, this is frequently seen within the electric scooter
market, where new companies that enter the market offer lower prices for a short period in order to gain
a place in the existing market. Skimming, on the other hand, involves initially setting prices above the
market price for products and services that face a high demand. Due to the high demand, these customers
are attracted to the products with high prices. Over time, prices are lowered to gain the attraction of other
customers within the market. This is done in order to maximise profit margins and revenues (Sammut-
Bonnici & Channon, 2015). This strategy is common for companies such as Apple Inc., where the latest
versions of phones and computers are set at high prices that attract customers who are ready to pay for
them.

With this approach, the data needed to make pricing decisions is usually available. Moreover, unlike the
cost-based pricing strategy, an advantage of competition-based pricing is that it does take competitors
into account. Still, customers are not considered, making this strategy maybe a sub-optimal one
(Hinterhuber, 2008). Another downside to competition-based pricing is that creating a strong competitive
focus between organisations may lead to a price war amongst them within the market (Heil & Helsen,
2001). Furthermore, basing prices on competitors may also be dangerous for an organisation as perhaps
they are not well-informed about the competitor’s costs and profit information. For instance, competitors
may be operating based on very low margins, which could cause backlash for other companies
implementing their prices (Nagle & Holden, 2003).

3.2.3 Value-Based Pricing

Value-based pricing is used to determine pricing from the value it will bring the customer. Using this
approach, organisations can set prices in order to maximize the value that the customer receives based
on their product or service. Examples of value-based pricing strategies include perceived value-based
pricing and performance pricing (Hinterhuber, 2008). Perceive value-based pricing is especially beneficial
for organisations where the perceived value of the products and services offered are much higher than
the costs of producing them. Thus, they can use the customers perceived value to their benefit. Perceived
value-based pricing is common amongst luxury brands such as Givenchy, Louis Vuitton, Tag Heuer
(Sammut-Bonnici & Channon, 2015). Performance pricing is essentially setting the prices of products and
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services based on what the customers gain in terms of revenues or reduced costs by using said products
or services (Tunguz, 2017).

The biggest advantage with this approach is the obvious fact that it takes customers into account.
However, the main disadvantage is that gathering and interpreting data based on customer value is rather
difficult (Hinterhuber, 2008). Additionally, by relying on customer value-driven pricing, it is also likely that
prices are set too high without taking long-term profitability into consideration. Even so, value-based
pricing also has the potential to improve differentiation, profitability, and value creation for organisations
and their customers (Toytari et al.,, 2017). Therefore, it is increasingly being recognised as the most
effective pricing model by academics as well as practitioners (Hinterhuber, 2008). Further research on
value-based pricing will be presented throughout this chapter.

3.2.4 Factors Affecting the Choice of Pricing Models

There are a variety of factors that have an effect on choosing a specific pricing model. Overall, the main
factors are those concerning the different parties involved in a business; the company, the customer, the
competitor, the industry and the government. In general, an organisation’s corporate strategy, their
customer’s expectations and behaviour, their competitor’s strategies, industry changes and regulatory
boundaries are all considered equally throughout the pricing management process. However, there are
also other factors that can affect a pricing model that may not be as common or relevant for all companies.
Examples of such factors are described below (Sammut-Bonnici & Channon, 2015).

Corporate Image

The overall perception of an organization by the different segments of the public is what is known as an
organisation's corporate image (Villanova et al., 2000). A company’s corporate image is a tool that can be
strategically valuable, giving companies a competitive advantage (Murray, 2003). Per Adeniji et al. (2015),
if the customer has a positive perception of a company, they are more likely to portray supportive
behaviour towards said company. Thus, it is understandable that organisations are highly concerned with
managing their corporate image. All organisations have an image whether it is strategically portrayed by
the organisation, or just emerges by the public (Adeniji et al., 2015).

The external image of an organisation does not only affect things such as competitive advantage and
influencing sales by improving customer loyalty (Adeniji et al., 2015). It also affects an organisation’s
ability to choose an appropriate pricing model. Depending on the corporate image that a company
portrays, they are limited to certain pricing strategies. Furthermore, an organisation’s corporate image
also involves analysing how a pricing model can impact others, such as shareholders, consumer pressure
groups, regulatory authorities, and government agencies (Sammut-Bonnici & Channon, 2015).

Geography

Many organisations exist in numerous locations globally, whether it be physically or digitally. Therefore,
geographical factors such as currency fluctuations, inflation, government controls and subsidies,
competitive behavior and market demand are likely to impact pricing strategies (Zaribaf, 2007). Due to
these factors, many companies may charge different prices for products and services in different
geographic locations (Sammut-Bonnici & Channon, 2015).

Price Discrimination

Price discrimination occurs when a company charges a different price for the same product or service
between different customers, and the price variation is not a result of a cost difference. There are different
ways in which price discrimination can occur. These can be referred to as, first, second and third-degree
price discrimination (Grundey & Griesiene, 2011). First-degree price discrimination is when an
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organisation takes advantage of the intensity of the demand, charging different prices to different
customers for the same product or service. Second-degree price discrimination is when a different price
is offered to customers who are buying a greater quantity of a product or service. Lastly, third-degree
price discrimination occurs when different prices are offered to different customer classes, such as
students, seniors, etc. (Kotler & Keller, 2006). Ultimately, price discrimination is quite common.
Organisations are able to utilise demand variations according to certain circumstances, and thus change
prices in order to increase profitability (Sammut-Bonnici & Channon, 2015).

Price Sensitivity

All individuals react and respond to changes and differences in prices for products and services. This is
because all customers want to ensure that they are getting the maximum benefits of their purchase in
relation to the price that they are paying. The extent to which individuals react to price change, is known
as price sensitivity (Monroe, 1971). For organisations to be aware of the customers’ price sensitivity can
be essential as pricing affects an organisation's profits. When an organisation chooses its pricing model,
they should keep in mind the rationality of pricing. Customers are generally well informed regarding the
products and services that they buy, including product or service alternatives, product benefits, features,
qualities and prices. If organisations do not consider this when implementing a pricing model, customers
may show sensitivity and consequently react negatively towards the product or service (Al-Mamun et al.,
2014).

3.2.5 Pricing Model and the Organisation

The pricing literature has been dominated by research that creates ways to understand how to optimize
the prices and the strategies for a specific given condition (Ingenbleek, 2014). However, pricing can also
be viewed as a foundation of resources for organisations (Dutta et al. 2003).

Revenue and Profit Margin

The importance of pricing is highly recognised in industrial marketing. Pricing can be a business’ most
sensitive factor as it can directly affect a company’s revenues and profit margins (Hwang et al., 2009).
According to Hinterhuber (2004), increasing an average selling price by 5% will increase a company’s
earnings before interest and taxes by 22% on average. Assuming that sales continue. Another study by
McKinsey & Co. showed that a 1% increase in price, resulted in a 7.4% increase in profitability on average.
Furthermore, this study showed that profitability is more likely to be affected by pricing rather than
increasing sales volumes or reducing costs (Anthes, 1998).

Despite there being grounds for higher revenues and profits through correct pricing strategies, many
companies have yet to pursue revenue enhancement through pricing management. A research survey by
Bois et al. (2005) shows that as little as only 3% of companies today exercise pricing execution
management. However, organisations should keep in mind that although increasing profits is an essential
goal, it should not be done at the expense of customer satisfaction (Bhattacharya & Friedman, 2006).

Furthermore, Bhattacharya and Friedman (2006) suggest that revenue improvement and profit increase,
while equally important, should be analysed individually. If a company were to blindly focus on revenue
maximization, they could be misled. While an increase in revenues usually results in a higher market share,
profit maximization may ultimately be a better path in the long term. Focusing on increasing revenues by
lowering prices can end up having devastating effects on profitability (Bhattacharya & Friedman, 2006).

Cost of Production

Although the main advantage of pricing correctly for organisations is that they can increase profit margins,
it can also affect the cost of production. Dolgui and Proth (2010) explain that pricing can affect costs due
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to the scale effect. The scale effect is when the average unit cost decreases as a result of an increase in
sales volume. For instance, increasing the price for a product or service also increases the profit margin.
However, it may also lead to a decrease in sales, which may increase costs. On the contrary, decreasing
the price for a product or service may increase the sales volume, and thus cost of production decreases
due to the scale effect (Dolgui & Proth, 2010). Furthermore, Hinterhuber (2004) suggests that an increase
of 12% in sales volume and a decrease of 10% in costs both result in an increase of a company’s earnings
before interest and taxes by about 22% on average.

3.2.6 Pricing Model and the Customer

The relationship between the company and the customer depends on many different variables that can
be affected by an organisation’s choice in pricing. Some of these factors are described below.

Customer Satisfaction

When a customer's needs and desires are fulfilled, customer satisfaction is achieved (Hanif et al., 2010).
The satisfaction of customers is considered to be one of the most important factors for an organisation’s
competitiveness and success (Hennig-Thurau & Klee, 1997). According to literature, pricing is an important
factor that affects customer satisfaction. This is due to the fact that customers often associate the value
from a product and service to the price in which they paid for it (Virvilaite et al., 2009). If a customer is
satisfied with their first purchase, they are likely to continue to purchase from the same company. The
more they feel satisfied, the more natural incentive they have to return to a company rather than seek
competitors (Asgarpour et al.,, 2013). Thus, with customer satisfaction, comes customer loyalty as
explained in the following section.

Customer Loyalty

According to Tamosiuniene and Jasilioniene (2007), price is one of the factors that affect customers’
loyalty. Basically, price can influence whether customers choose to be loyal with a certain product or
service, and in turn a specific company (Anuwichanont, 2011).

Customer loyalty can have different meanings. Generally, it is when the customer personally identifies
with a specific product or service, and how this feeling affects the customer’s purchasing behaviour
(Barnes, 2001). It can also be considered to be a customer’s state of mind, attitude, beliefs and desires
that influence them in their choice of products and services (Zineldin, 2006). Furthermore, customer
loyalty can result in customers committing to do business with a company during long periods of time
(Uncles et al., 2003). This commitment is displayed despite the appearance of situational influences and
other marketing efforts that can potentially cause behavioural changes (Oliver, 1999). Thus, organisations
can benefit greatly by achieving customer loyalty.

Not only do organisations just receive commitment from loyal customers, they can also result in an
increase in revenues (Reichheld, 1996), as well as significant impacts on company profitability (Zineldin,
2006). Firstly, it is likely that loyal customers spend more money than non-loyal customers (O'Brien &
Jones, 1995). Additionally, they are also more likely to purchase additional services (Reichheld, 1996).
Moreover, their purchasing behaviour can help organisations predict sales and profits (Aaker, 1992).
Furthermore, customer loyalty can also result in a low customer turnover. Lastly, loyal customers are very
likely to advertise and recommend a company through word-of-mouth, and in turn generating more
business for the company (Reichheld & Sasser Jr, 1990).

Cost Transparency

It can be argued that customers only see products and prices. While product- and service-related
information is usually readily available and important for customers and their decision making, it is not
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enough. Therefore, cost transparency is necessary in order for customers to be able to determine price
fairness, and to help them optimise their choice behaviour in a market (Simintiras et al., 2015).

Cost transparency is described as the sharing of information regarding costs between suppliers and
buyers. The reason why it is not always shared is that it often includes data that is usually maintained a
secret for various reasons (Lamming et al., 2001). Price fairness is the customer’s assessment of products
and services compared to similar products and services, or those of a competitor. Ultimately, it helps
customers to identify the best alternative in the market. If customers do not have cost transparency, they
are not able to accurately analyse the value of their purchases and may be susceptible to company
malpractices or misconducts (Bolton et al., 2003).

However, cost transparency may have a bigger effect on the customers’ approach towards different
companies when they become aware of the difference between direct unit cost and price offerings. For
instance, a large difference between a product’s direct unit cost and its price may cause customers to stay
clear from such products. Whereas on the other hand, a small difference between a product’s direct unit
cost and its price is likely to gladden customers and increase their purchasing behaviour (Simintiras et al.,
2015).

With cost transparency, customers are able to know more about companies and are thus able to make
purchases from efficiently run companies. This can result in competition between companies when it
comes to the level of efficiency in operations, which can be necessary for a more efficient market
economy. Furthermore, it is likely to lead to an increase in customer satisfaction and loyalty when they
ensure price fairness (Simintiras et al., 2015).

Diffusion

Diffusion is the process of how new products and services are accepted by customers in the market. It is
considered to be an important aspect contributing to customer behaviour, which is important for the
success of all companies. The rate of diffusion is what defines the pattern and timing of diffusion.
Customers may be quick to accept or reject a new product or service depending on different factors
(Goldsmith & Foxall, 2003). According to Michalakelis et al. (2010), the price of a product or service is one
of the main factors affecting the rate of diffusion. New innovations are usually introduced with relatively
high prices, which could be discouraging for customers to adopt at early stages. However, as price
reduction occurs over time, adoption increases customers are more likely to accept new products and
services. Thus, suitable pricing can accelerate the diffusion process. Furthermore, as suppliers gain more
adopters, they are able to set lower prices closer to the cost of production of a given product or service
(Michalakelis et al., 2010).

3.3 Opportunities and Challenges with Value-Based Pricing

According to Ingenbleek et al. (2003), value-based pricing is considered to be the strategy with best
results, as it creates a better understanding of the customer. If the relative product advantage is high, it
will become difficult to compare with alternative offerings, if there are any, and the customers perception
of the value will be the only source of information to base the pricing on. Based on the advantages with
customer value-based pricing demonstrated in the study by Ingenbleek et al. (2003), they recommend
customer value-based pricing as the most appropriate pricing model.

Furthermore, as stated in the previous section, there is a great profit potential that comes with having an

efficient value-based pricing model compared to other pricing approaches (Monroe, 2002). This is stated

by numerous researchers. For instance, Cannon and Morgan (1990) recommend it to be the best pricing

strategy for profit maximization. It is also suggested as the best pricing method by Docters et al. (2004).

However, even though the approach may be superior in many cases, it does not come without difficulties.
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Understanding what creates value for the customers and creating products and services that meets the
customers’ needs is the first step. Thereafter, companies have to efficiently set price as a function of value
while implementing consistent pricing policies (Hinterhuber, 2008).

Adopting a value-based pricing model does not come without difficulties. It requires that managers accept
some degree of vague information or ambiguity, and only those managers who can tolerate this will
successfully commit to value-based practices (Kienzler, 2018). Understandably, industries are often
reluctant towards change, and are usually more focused on other factors such as daily production.
Furthermore, factors such as confidentiality, trust, ignorance and rivalry can make the customer unwilling
to share data, which in turn makes the calculation and understanding of customer value difficult or not
credible (Toytari, et al., 2015).

Faced with pricing decisions, the managers often make systematic misconceptions and are left with issues
of uncertainty, subjectivity and difficulty. Uncertainty refers to the customer’s perception of value.
Subjectivity refers to the difference in value that is perceived by different customers for the same product
or service. Both of these factors result in great difficulties for the implementation of this pricing strategy.
In addition, value-based pricing may also result in various organisational challenges. Hinterhuber (2008)
identifies several obstacles that organisations face in the process of implementing a value-based pricing
model. Value assessment, value communication, market segmentation, sales force management and top
management support are the six main obstacles found in the study.

3.3.1 Value Assessment

Value assessment is probably one of the most difficult aspects of value-based pricing. Mainly due to the
fact that defining value can vary depending on the individual and the situation. But also, if a company
itself cannot assess the value of its products and services, it will be hard to charge customers a price based
on the value they want to portray. A solution would be for organisations to implement a rigorous value
measurement (Hinterhuber, 2008). Some examples of this are presented below. However, organisations
are likely to combine methods in order to gain the best insights into customer value.

One approach would be for organisations to hold expert interviews. These experts could be anyone within
the company, such as senior representatives from the marketing, product management, pricing, sales or
finance departments. It is beneficial to hold a number of interviews from different departments, and
furthermore, for all to reach a consensus. By holding such interviews, experts can use their knowledge to
estimate customer value in different stages. However, if such experts from within the company cannot
agree on a consensus, it can be challenging for the company to implement pricing strategies based on
value (Hinterhuber, 2008).

Another approach is to do a conjoint analysis, where customers evaluate potential offerings of a company
through a survey that can then be taken into account (Auty, 1995). In these surveys, customers rank their
purchasing preferences for each of the offerings. The data is then statistically analysed to reveal what
value the customers associate with each attribute. A conjoint analysis is a popular tool used for
organisations to measure customer value. The advantages are that the value of intangible product
features can be measured. Moreover, the value of certain features where direct questioning may not have
reliable results, can be acquired. However, the survey needs to be quite extensive or the value of features
not included cannot be captured (Hinterhuber, 2008).

Assessment of value-in-use is also a way to determine customer value. Essentially, customers are analysed

in the form of observations and interviews while they are using new products or services. This way, the
customer value can be assessed in a daily use manner. It can be a beneficial approach from organisations
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as they are able to discover unmet customer needs or other problems that only arise after use. Such value
shortcomings may otherwise go unnoticed (Hinterhuber, 2008).

Lastly, another survey approach is to conduct importance ratings as suggested by Matzler et al. (1996). In
these questionnaires, customers respond by the importance of and their satisfaction with a product’s or
service’s attributes. The data can then be analysed, and the customer value estimated accordingly. The
most optimal results are when customers perceive a high importance of a product’s or service’s attributes
while their satisfaction is still low. This means that the customer value is very high. Thus, similar to the
other methods, importance ratings can establish whether customers are lacking in satisfaction, or in some
cases even, are over satisfied (Hinterhuber, 2008).

3.3.2 Value Communication

According to Hinterhuber (2008), effective communication of value towards the customer is the second
most common obstacle when trying to implement value-based pricing. Communication with the customer
is especially difficult since customers are overwhelmed with advertising today. Thus, society has made
customers somewhat immune to advertising and it requires huge efforts to reach and impress them.
Hinterhuber’s study (2008) shows that these difficulties have increased in the past 10-15 years. Today,
advertisement exists almost everywhere, from television advertisement to print advertisement and even
advertisement on the internet. While some advertisements may be authentic, it has increasingly become
common for advertising to use various sales tactics that cause customers to have a negative view of
marketing. Thus, organisations have to work extra hard, be uniquely creative and unusual in order to stand
out and impress customers. Hinterhuber (2008) suggests three steps to improve communication.

Firstly, the easiest step is for companies to specifically communicate the features and attributes of their
product and services to their customers. Communicating product features is a basic level of
communicating value to customers. Although, it can also be difficult in certain scenarios where customers
simply do not care about product features. However, all customers are interested in the benefits they gain
from product and services. Therefore, the second step for companies is communicating customer benefits,
and thus communicating the potential value for customers. Nevertheless, while customers are greatly
interested in their benefits, the reality is that companies themselves do not always know which benefits
that really matter to customers. Hence, the final step for companies is Communicating benefits in
accordance with customer needs. This way of communicating value to customers is appropriate since it
takes their needs into account and displays values that they are interested in knowing. Such
communication is the most sophisticated level and the most likely to stick with customers (Hinterhuber,
2008).

3.3.3 Market Segmentation

A mistake that many organisations make is to think that all of their customers simply only care about price
and that this is the only market segment (Webster, 2005). Market segmentation may be difficult, but
Webster (2005) suggests that it is one of the most important marketing variables. It is argued that
considering customer needs as the primary segmentation factor is the best approach to market
segmentation (Hinterhuber, 2008). By doing so, organisations are able to accommodate marketing and
pricing strategies to broader market segments rather than only catering to the segment that is presumed
to care only about price. Since the price-driven market segment is unlikely to be 100% of the entire
market, an effective needs-based market segmentation can help to identify various other customer
segments (Hinterhuber, 2008).
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3.3.4 Sales Force Management

Hinterhuber’s study (2008) showed that sales force management is also a difficult obstacle as value
leakage can easily occur at the level of sales teams. For instance, under great pressures to reach annual
volume targets in order to qualify for annual bonuses, they may come up with solutions such as extending
discounts to customers. The problem in these cases is that they hardly know the long-term consequences
of these discounts, which ultimately leads to an overall value leakage. As mentioned, these problems
happen mainly due to the pressure felt by sales teams. Therefore, an effective sales force management
can help to rectify these situations. This can be achieved by setting and following clear guidelines
(Hinterhuber, 2008).

Primarily, organisations should implement sales force training and development. In order for a value-
based pricing model to be effective, sales representatives need a different way of thinking and operating.
This change should come with training. They should shift towards a more customer-oriented approach
rather than a focus on the products and services. It is important to create a good and comfortable
relationship with the customers to be able to identify their subtle wishes and needs (Hinterhuber, 2008).

Moreover, as previously mentioned in the execution phase of the pricing management process, there
should be a clear level of authority for sales discounts. In certain circumstances, sales representatives are
highly suited to set prices to increase profitability and should therefore have the authority to do so.
However, this level of authority needs to be clear so that deviations don’t occur. Examples of such
circumstances include when the sales representatives have special insight as to what the customers are
willing to pay, or if there is a difference in willingness to pay amongst customers. It could also be that they
have outstanding negotiating skills, or that the products are just complex or perishable (Hinterhuber,
2008).

Furthermore, since sales representatives mainly work based on bonuses and rewards, there should also
be a clear sales force remuneration system in place. While, traditionally, rewards are given on the basis of
sales volume, for value-based pricing strategies it is suggested to have a reward system based on
profitability.

Lastly, in order to minimize price discrepancies by sales representatives, organisations can implement a
sales force monitoring system. This way, anything out of the ordinary can quickly be detected and
overseen (Hinterhuber, 2008). For instance, in order to maintain set target prices, perhaps financial
incentives can be given when prices are maintained, and financial penalties given otherwise. This could
be a way to discourage excessive discounting (Sodhi & Sodhi, 2008).

3.3.5 Top Management Support

When implementing a value-based pricing model, what brings it all together, is having the support of top
management. 50% of the participants in Hinterhuber’s study (2008) mentioned that lack of support from
top management is an obstacle they face. While difficult, there are many things that can be done to get
top management support. For instance, lobbying, networking and bargaining are just a few examples.
With their support, value-based pricing strategies are better implemented (Hinterhuber, 2008).
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3.4 Value-Based Pricing in a Strategic Context

There is a clear need for a framework that can help and provide efficient tools so that the organisation
can make better pricing decisions. As previously stated, pricing will impact many functions within the
organisation, as well as the competitors and customers. Sales, finance, marketing and operations all need
to be a part of the pricing decisions (Smith, 2016). Therefore, Smith (2016) has identified five decision
areas in a framework in order to help organisations succeed in implementing a value-based pricing model.
These are business strategy, pricing strategy, market pricing, price variance policy and price execution.
While this framework is intended to provide insight into value-based pricing, it is not expected to be
implemented in the exact same way in every organisation. It is rather supposed to act as guidance for
managers in helping them to determine appropriate pricing improvements and how to go about
improving them (Smith, 2016).

3.4.1 Business Strategy

Business strategy, the first decision area within the framework, is to align the organisation’s choices to
differentiate itself from competitors. To scan the competition is an important step in the process of
pricing, and there will always exist one, if not more competitors. This is necessary if a company wishes to
extinguish themselves from competitors when trying to meet customer needs (Smith, 2016).

The business strategy is made up of three separate strategies, including the customer, competitive, and
company strategies. The customer strategy is where the organisation identifies its target market. For
instance, a company can choose to target a specific segment of customers, where they will have an
advantage over their competitors. The competitive strategy is when a company uses its resources to
create a competitive advantage when it comes to attracting a chosen market profitably. Lastly, the
company strategy is how a company can differentiate itself from competitors by making certain
investment choices that also helps increase their competitive advantage (Smith, 2016). However, the
company strategy is outside the scope of this study as the empirical study focuses on the customer
perspective.

3.4.2 Pricing Strategy

The second decision area, pricing strategy, is based on the result from the business strategy and is how
organisations handle prices. It is where the price positioning plan, price segmentation plan, competitive
price reaction strategy, and pricing capability strategy will be devised (Smith, 2016).

Firstly, a neutral pricing position implies pricing in alighment with the offering’s competing alternatives
after adjusting for its differential benefits. Which position an organisation chooses can vary and is highly
dependent on the business strategy chosen previously (Smith, 2016). It is important to know that nothing
is set in stone. As the market position and competition changes, so should the price positioning of the
organisation (Hinterhuber, 2004).

Secondly, price segmentation refers to customers being charged differently for similar products and
services depending on their perceived benefits and their willingness to pay (Smith, 2016). A thorough
investigation of the customer, including what they value and their reference price, is needed. Additionally,
availability (how available are other options), testability (can the result be proven), commitment (what is
required from the buyer) and price sensitivity should also be considered (Jensen, 2013).

Thirdly, competitive reaction price strategy is the strategy that decides the reaction to a new competitor
on the market (Smith, 2016). For instance, sometimes it can be beneficial for a company to change their
pricing strategy depending on other competitors price changes. While other times, it is more beneficial to
ignore the price moves of their competitors. The optimal competitive price reaction strategy will depend
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