Taking a Value-Based Approach
and Avoiding Common Missteps

In this article, the author discusses value-based pricing from both
an organization-wide view and more specifically from the view
of the product manager. He begins by reviewing what a value-
based product strategy is, how it helps make better decisions,
and helps differentiate your products from the competition. In
the second part of the article, he explores the six common mis-
steps product managers make about value and provides best
practices for how to avoid these errors. Ed Arnold is VP, Prod-
ucts at LeveragePoint. He can be reached via www.leverage-

point.com.

by Ed Arnold

What Is A Valve-Based
Product Strategy?

Back in my consulting days, | learned
that strategy, at its core, is about mak-
ing a deliberate choice to go one way and
not another. Not deciding, like standing in
the middle of the road, is the worst pos-
sible thing you can do. Why? Because if
you stand there too long you become road
kill. You have to know where you're sup-
posed to be going.

So when it comes to products, the de-
cision is all about how you will compete
for customers versus your rivals, and there
are fundamentally just two choices here.

You can be a low cost provider, which
means that whatever market you compete
in you have the lowest cost structure and
use that advantage for best prices. Think
Wal-Mart for retail, Spirit for airlines, and
GEICO for car insurance. Now you can
certainly try to compete with these giants
on price, but without their scale, you can't
sustain it and will eventually lose.

So that leaves most of us with the sec-
ond choice - differentiation — which es-
sentially means making your products
unique in a way that customers care about,
and doing that better than your rivals. No
surprise here. Uncovering customer needs
and building out competitive advantages
are a big part of the product management
job. Now the thing about differentiation
is that it has a lot of different paths and
each of them cost time and money. And
again, you need to make smart, deliberate
decisions about where you are going and
where you aren't.

How Value Helps Make

Better Decisions
A value approach is extremely useful

for making good product strategy deci-

sions. Such as:

= Which customer segments should you
prioritize?

= Which features or services should be
part of your offer?

= How do you price your offer that cap-
tures some of the value you create?

= How do you communicate that differen-
tiation to your customers through sales
and marketing channels?

Making the right decisions delivers im-
proved outcomes in terms of sale cycles,
margins and what we product managers
want — more successful product launches.

How Value Helps You Differentiate

So value helps you differentiate, but
we need to be precise about
what we exactly mean by val-

economic business case. You quantify val-
ue explicitly and transparently — presenting
the ROI or value to customer in your val-
ue model or Value Proposition and you go
from there. It's direct and straight-forward.

Moving to right side — the emotion-
al/intuitive side — there is what | call the
“Willingness to Pay” camp that get at the
psychology and use methodologies to
translate a whole lot of qualitative customer
perceptions into a competitive pricing rec-
ommendation (in the case of value maps,
or sensitivity analysis), or the best combi-
nation of features and price (in the case of
Conjoint). This is a less direct approach.
It tries to uncover the highest price peo-
ple are willing to pay without them explic-
itly knowing why.

Those techniques are quite effective
with consumer (or B2C) products, where
there isn't much of a business case — like
buying shampoo or flat screen televisions.
| would argue (and some may disagree),
that they are less effective for B2B prod-
ucts. Precisely because economic value
ultimately drives most B2B decisions —
and a lot of so-called qualitative percep-
tions are actually tied to real, tangible op-
erating business needs.

As Tom Nagle has long argued in his
classic book The Strategy & Tactics of
Pricing, “Economic value is the primary
determinant of willingness to pay.” And not
the other way around. So in other words, if
you are a B2B product manager, you sim-
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Figure 1

ue. Because “value” is a word
that is used wide and loose in
business today. As our good
friend Mike Wilkinson would
say, “Our customers define
value, not us.” So, we need to
get inside the brain of a typi-
cal B2B customer.

Based on my experience,
companies approach this in
two different ways that roughly
correspond to a left brain/right

brain analogy, see Figure 1. 15 3.7
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ply cannot afford to ignore the left-side of
your customer’s brain.

Where Do Product Managers
Go Wrong On Value?

Now | won't go into the mechanics of
Value Models in this article. Instead, | want
share with you the 6 major ways where I've
seen Product Managers go wrong on val-
ue. These are the misconceptions or be-
haviors that get in the way of creating a
viable value product strategy. So by rec-
ognizing these common traps, you can be-
gin to remove these barriers.

1. Avoiding the Issue. Product manag-
ers are very busy people. Usually when a
new strategic initiative is thrust upon them,
such as value, the defensive instinct is to
run to the beach and wait it out. Particularly
with value, there is a fear factor. The most
frequent objection is, “We don't have time.”
To which I say, “No time to think about cus-
tomers? No time to think about your dif-
ferentiation!” This is what you already do.
Why not frame this in a value approach? It
will help you make better decisions. Oth-
erwise, you are just moving down the road
without a clear map. You may eventual-
ly still get there, but you've lost time and
money. Each day you delay could be cost-
ing your company millions of dollars in lost
opportunity. The only way to overcome this
obstacle is by personal leadership. If you
can't do it for your company, do it for your
Strategic Business Unit. If you can't do it
for your SBU, do it for your product line.
If you can't do it there, then try it for one
project. But just do it — and start ASAP!

2. Lacking critical knowledge about
the customer. | confess that | get this look
sometimes. We product managers know
a lot about our products, the technical re-
quirements of our B2B customers, and
probably something about their procure-
ment practices, and so on.

But | would bet you that your biggest
knowledge gap is about your customer'’s
operations. For example, do you know
what the impact of your product is on your
customer’s cost of manufacturing? Or on
downstream customer service costs? Or
inventory? Or regulatory compliance or
risk? Etc.? Or do you know any details
about your customer’s go-to-market strat-
egy for their products? For example, does
your product help your customer expand
into new markets? Or increase their differ-
entiation to their customers? Or, for that
matter, do you really know what your cus-

tomer's best competitive alternative is? In
other words, what would they do if they
didn't buy your product? Do you know if it's
another company or perhaps an in-house
solution or just buying nothing at all? Hav-
ing good answers to these questions are
major pieces to your value strategy.

3. Death by Data. Sometimes when
companies get over their inhibitions about
value estimation, things can get out of
hand and you get death by data. Usual-
ly the weapon of choice is a spreadsheet
— often created by some long ago anony-
mous expert. They are loaded with tabs,
pivot tables, and complex what-if sce-
narios and other gizmos. One of the root
causes for the complexity is that they try to
do too much and mix in a variety of prod-
ucts, customers and competitors together.
By trying to create the mother of all value
models, you lose clarity. It's better to start
with a simpler use case of just one type
of customer and competitor. Chances are
that 80% of the value will be common to
all the other cases and you'll save time and
have better output.

Sometimes | find that the complexity is
caused by a lot of technical information
that doesn't relate to the customer op-
erations or go-to-market strategy (as we
just discussed). The complexity actually

ue. For example, if | were to give you two
numbers: 9.875 versus “around 10" — you
think 9.875 is more accurate because it
sounds precise. But that'’s a fallacy. With-
out the clear, transparent logic of where
that number comes from, “around 10" is a
much more practical and honest number.
A best practice when building models like
this is to make them fully transparent and
understandable. A competent value anal-
ysis need not be this complicated. It can
be done with just a clear understanding of
the competitive reference cost and just 2
or 3 solid value drivers. That's it!

4. Assuming that value is a single &
timeless number. One misperception |
often encounter is that value is a scientifi-
cally proven number. Many product man-
agers who have scientific or engineering
backgrounds may assume this is the case.
Their product'’s technical specs are scien-
tific, therefore they naturally assume that
quantified value is similar. Probably pric-
ing consultants have unwittingly promoted
this notion because of statistical price op-
timization analysis and software. There is a
thing called “Pricing Science,” but that has
nothing to do with customer value. Rather,
pricing science is about transactional anal-
ysis. It's different from value. You need to
appreciate the fact that value is based on

The value of your product changes whenever your customer’s

business changes, when new competitive alternatives appear,
and so on. So you should review your value at least once a year.

hides the fact there isn't much customer
insight. For example, in one spreadsheet |
reviewed, | actually saw a value for supplier
reputation tucked in there being worth $1
a pound — where did that come from? And
that's another issue. Spreadsheets like this
aren't very transparent nor good for shar-
ing and collaboration. Also, it's not unusual
to find calculation errors buried deep with-
in, so | rarely trust spreadsheets at face
value. Unfortunately, there is a tendency
for companies to hold onto spreadsheets
like these for years. There's this curious
bias about spreadsheets — the more com-
plex they are, the more other people tend
to trust them. This is especially so when
people are uncertain of their understand-
ing about their customers or aren’t very ex-
perienced in thinking about customer val-

economic theory, which is a social science
not physical. Newton does not have a third
law of value quantification. This doesn't
mean that it gives you license to just make
up any numbers. Rather the burden of
proof is much like our legal system. Evi-
dence and logic. Make the business case.
Test the business case. Never assume that
avalue estimate is a “one and done affair.”
The value of your product changes when-
ever your customer’s business changes,
when new competitive alternatives appear,
and so on. So you should review your val-
ue at least once a year.

5. Using the Wrong Metrics. Anyone
who has worked with me knows this is a
pet peeve of mine. It happens when you
try to show customer value using your
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product’s pricing unit of measure. Here's
a pop quiz:

Let's say you sell paint to a large OEM
of consumer appliances. You do a value
model and find three specific ways of re-
ducing their operating costs. Question:
Which is the best unit of measure for
showing these operating cost savings, see
Figures 2 and 37

Is it a (A) Cost per Gallon, because
that's how you sell your paint?

Or do you think a better customer unit
is (B) Cost per Year, see Figures 4 and 57

Again, which do you think tells a more
compelling customer story — savings of 23
cents per gallon can of paint (A), or operat-
ing cost savings of $345,000 a year (B)?

[ think it's fairly obvious that B is a better
choice. It makes sense to talk about labor
costs or waste disposal or service costs
on an annual basis — or perhaps some oth-

Figure 2

er customer KPI, like
cost per finished ap-

Figure 4

pliance. The problem

with using per gallon is Lesz Varie Depos

that it's a pricing met-
ric that usually only the
procurement manager

cares about. Tell him Dbt
or her that you save
them 23 cents a gal-
lon, and he or she will
automatically assume
that you are giving a
23 cent discount off

the competitor brand.

And that’s probably not the case, because
all of this differentiation value costs money
to begin with — cost that your competitor
did not invest here, so unless you capture
some value in your price, your company's
bottom line will suffer. Remember: your
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Figure 5
New Specialty Material
OEM Manufacturer
customers only get val- Operating Cost Savings  $345,000

ue when they actually
use your product, not

when they buy it. So
the best value unit of
measure is one that is
aligned with the cus-
tomer's use.

6. No Validation or
Iteration. This occurs
when you think of value
as a one-time, “one and
done” exercise with-
out testing it with sales

Figure 3

New Specialty Material
OEM Manufacturer

Operating Cost Savings $0.23

per | gal 20

channels or customers.
In other words, YOU de-
termine customer value, make your deci-
sions and essentially toss the product over
the wall for the marketing and sales team to
worry about. Tossing over the wall doesn't
work, nor does holding back and work-
ing in isolation until the last minute. Don't
wait — iterate! Use an agile approach. Test
your value hypotheses as early and often
as possible before you go to market. One
reason Product Managers hold back is
because they “don’t have the right data,”

per |year v @D

but you need to test value hypotheses to
figure out what data you need in the first
place. This requires you to be pro-active
in your collaboration with colleagues, es-
pecially in downstream functions like mar-
keting and sales. Even better — find op-
portunities to test value hypotheses with
customers directly. It's amazing when you
approach a customer in a non-selling, re-
search mode to give feedback. It will val-
idate or change your thinking about, (1)
what are the customer’s major business
issues, and (2) whether your solution
uniquely addresses those. We find that
just a few iterations can make a tremen-
dous difference in how well value is com-
municated to customers and most impor-
tantly, accepted by customers.

Avoid these common missteps, and
you'll stay on the right road to a better
value strategy. <
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