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Abstract

Pricing strongly relates to successful business. It influences competitiveness, sales
volumes, growth and especially profitability. Although pricing is so important for
economic success, in many companies the issue of pricing often plays just a

subordinate role.

Even experienced companies make their pricing decisions on the basic pricing practice
cost-plus, which does not sufficiently support the above mentioned points. But if
looking at start-up companies which are just about to access the market with their new
product the pricing issue is mostly not dealt with professionally. This is even
understandable because many entrepreneurs do not have any experience in pricing

because it is a highly unique and special field of economic research.

This master thesis deals with the issue of pricing a new product with looking at an
example from the EM.tec design GmbH, which is just about to enter the market with
their licensed ennobling technology valure™. Since the pricing issue is even difficult
in big companies which have especially trained people on that, this master thesis is
focussing on the pricing issues for start-up companies. Especially for start-up
companies pricing their new product is very important in order to enter the market

successfully.

The master thesis strives for a very practical way for start-up companies to price their
products. It deals with the basics of pricing and sets up a pricing circle which can be

helpful in many pricing situations.
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2 Introduction

2.1 Motivation

Coming from the automotive industry, the author has often been confronted with the
so called cost-plus pricing practice, which will be described later on. This pricing

practice is very popular but not usable all the time to gain the maximum of profit.

The author started his own business EM.tec design GmbH® in 2014 by licensing a new
technology exclusively for Europe over the next ten years. The technology has no
adequate direct comparable competition product and is therefore unique on the market.
This leads to a situation in which the pricing issue came apparent and showed that the
pricing of a new product in a new start-up company is very important in order to access
the market. Especially since the product is facing completely new branches the author

Is not familiar with, the pricing decision must be made with the most professionalism.

To look for help was not possible because the new product will be exclusively sold by
his founded start-up company, which will be described later. Therefore comparisons
to other areas are not easily assessable. Additionally, the new product faces a market

where a lot of products have similar but not comparable benefits.

After intense time of planning and thinking about production, purchasing or sales
strategies, he ended up with his cost calculation and asked himself, how much should
be the margin on the costs to set the price? It was impossible to find a guideline in
literature that explained how to deal with the issue of building up a pricing strategy for

a new product and for a start-up company.

Since many start-up companies want to sell something new, and not just me-too
products? on the market, there must be a high demand for the topic of practical pricing
for new products. Because in the end, the product has to have a selling price and this

price has a high influence on the success of the company.

1See5.1and 5.2
2 Me-too products are products, which have no additional feature to comparable products, which are
already on the market (Markgraf)



Considering the fact that pricing is complex even for experienced companies, how hard
must it be for a start-up company? Start-up companies have besides the pricing
decision many other problems to tackle under lack of time with less experienced

employees in pricing.

With the start of an own business, every entrepreneur has to face the process how to
set up prices for the service or the product which will be offered to the customer. Since
probably not many entrepreneurs have experience in a controlling, pricing or product
management department, for the entrepreneur it is a completely new field of
investigation. Especially because pricing is so extraordinary and is differently dealt

with in companies.

Bad pricing can ruin a business more quickly than bad costs. To prevent a stat-up

company from this result, the master thesis wants to support the prevention.

2.2 Structure

The master thesis will concentrate on the basis of pricing strategies and on how to set
prices. So it describes tools that assess prices and how to feel satisfied with the set

prices.

The master thesis will not concentrate on price theories, price demand curves, or price
elasticities. It will also not concentrate on distribution ways where different pricing

strategies can be used either.

The master thesis will start with the introduction of a start-up company called EM.tec

design GmbH which is the sample case for this master thesis.

Based on this situation a way how to set up prices should be formed. Therefore the
master thesis has its first main part in the study of prices. The study for this is done
with basic research in literature looking for special information on the different basic
topics, pricing practices and pricing a new product. The information is supported by

intense research in journals and on the internet.



The master thesis will follow its way from the basic line of defining the meaning and
impacts of a price itself to the goals of pricing. To underline the importance of pricing
the master thesis will then focus on the role and importance of pricing with detailing

it with a view on prices in the market situation.

When the basic information about the task pricing is set, the master thesis will inform
about the different pricing practices. It starts with a fundamental research on the costs,
which play a vital role when pricing products because without covering the costs, the
sale of products will not be profitable. But profitability plays a major role for every

business.

Continuing with the view on the different pricing practices and analysing them the

main part will end up with price differentiations which play a vital part in pricing.

The upcoming part is then concentrating on pricing new products, which is the most
difficult level when it comes to pricing. And the way how to price a new product is
one of the main goals of this master thesis.

After that and knowing the basics of pricing, the master thesis will work on suggestions
for start-up companies which do the pricing for their new product under consideration

of the special area in the B2B-market.

The final section of this master thesis will then show the results of the analyses for the

EM.tec design GmbH which is the origin for this master thesis.

2.3 Target

The master thesis has its main target to deliver a guide for pricing for start-up
companies which deal with the market access situation of their new product in a B2B-
market. They have to know which basic pricing strategies and pricing practices are

applicable in their situation.

In the author’s opinion, it is very important for start-up companies to have a very clear,
but short and practical process in order to set prices. It must be understandable also for

entrepreneurs who do not have a fundamental economic education.



The process of pricing must be very short and compact, because especially for a start-
up company, which usually does not have any turnover in the beginning of their
foundation, the phrase: “Time is money” perfectly fits. So every additional day in the
pricing process costs the company money, because without prices, turnover cannot be

generated.

As a result of this practical suggestion, it will be used to determine the pricing of the
company EM.tec design GmbH.



3 The start-up company EM.tec design GmbH in the interrogation
of pricing strategy

3.1 Introduction of EM.tec design GmbH

The EM.tec design GmbH was founded in May 2014 by the author of this master thesis
as a start-up company. It was a result of long negotiations and to become sincerely
acquainted with each with the world-leading chemical company BASF?® which then

started to be a partner.

Around six months earlier to that milestone of EM.tec design GmbH, with some
coincidences the founder coincidently learnt about a technology which is exclusively
licensed by the BASF.

The technology which gets used to produce products by EM.tec design GmbH is based

on a relatively new reverse coating technology.

To sum up the history of the technology, in its basic idea, it was originally invented by
a German inventor called Philipp Schaefer — in the meantime 80 years old. He was
very open-minded and summed up in total more than 150 patents which were named
after the inventor. He was very familiar with leather coating processes which led him

to get the idea of this reverse coating technology.

Because of his ongoing age, he wanted the idea of his invention to grow further and
survive him, but unfortunately he did not have a descendant who would have been able

or willing to continue his idea.

Therefore he decided to look for a company that was willing to continue his story and
found it in the chemical company BASF, with its headquarter in Ludwigshafen,
Germany. Thus the BASF bought his patents and the idea. At this time the BASF
already saw the great potential, which the technology was going to have. (BASF, 2007)

In 2007 The BASF commenced with its pilot plant the advancement of the technology.
After important years of improvement of the technology, the BASF has started to

8 Further information about the BASF: http://www.basf.com



http://www.basf.com/

license the technology to companies which can bring the technology with its products
on the market.

The reason for the BASF not to market the product itself is, that the BASF is a supplier
for chemical products and not a producer of reversed coating products. But for using
the technology of the product, it is necessary to use BASF chemicals and its know-

how.

With that idea, BASF supports its licensed partners in concern of improvements,
technical support and even marketing support and still has earnings with the value-
added chain of its technology through their partners.

Finally in April 2014, the BASF started its second partnership* with the founded
company EM.tec, which was the kick-off to introduce the technology with its products

to Europe.

To use the technology, the young company needed a big machine with additional
smaller machines and therefore many costs arose with its start. With these big
investments, the question was how to cover the annual fixed costs and the variable

costs when producing with reaching a certain profit after some time.

To cover these costs, the answer to this question must be answered over the price which
must match the customers’ ability and willingness to pay the price for the product.
This was by that time the starting point of negotiating different pricing strategies,

which was quite new to the founder and author.

3.2 New technology product
3.2.1 Description of the technology

The new technology is called valure™. valure™ is a reverse coating technology with
the aim of creating a big variety for surface coatings on diverse carriers, with the focus

on design.

4 The first license was contracted out to an Indian company.

10



The biggest benefits are the huge design features and the breathability of the coating.
The design features are constituted through the optics and haptics which can be created
through the patented ability of the tooling process. The breathability of the coating is
particularly important in those areas where humans have temporally longer contact to

the coating or its substrate, for example in shoes or when sitting in a car seat.

To give a short introduction to the process the author wants to explain the process with

a comparison.

Please imagine a cake where one uses a silicone form, with a design which impresses
a flower. If you put the liquid batter into the form and put it afterwards into the oven,
the batter takes the shape of the silicone form. After one is getting the cake out of the
oven he has to turn it in order get out the cake. As a result, the cake has the exact

positive picture of the negative picture of the silicone form.

Figure 1 - silicone baking form (Unknown)

The technology of valure™ is somehow comparable to this process, but in a scale of

some micrometres.

The technical process looks as follows:

11



Structuring Coating
(struciured mould) (valure ™ coating)

=

Luminating valure™ product
(carrier)

Figure 2 - valure™ reverse coating technology

1)

2)

Picture 1 shows a structured mould (cf. the silicone cake form), which is the
negative picture of the design which should be on the product in the end. Thus
the stars etc. are design figures which can vary from technical structures over
naturally leather grains and even letters and writings. It does not matter if the
customer wants its initials, logos or a leather grain structure on the product.
The design gets displayed through higher or lower engraved structures in
micrometre sizes in the matrice in order to have the refraction working to show

the design and to influence the haptics of the product.

In the second picture, the structured mould gets coated with a special chemical
dispersion on water basis (cf. the batter) which fully covers all the heights and
depths in the structured mould. After the coating is finished, the structured
mould is transported into a drying process to release the water out of the
chemical dispersion. As a result a thin film of valure™ lasts on the structured

mould.

12



3) Then a carrier substrate is placed on the structured mould, which is already

covered by a thin film of valure™. A carrier can be

- tanned animal skin like from cows, lambs etc.
- cardboard
- textiles or

- others.

4) This carrier is laminated onto the thin film of valure™. After the laminating
process, the laminated film carrier product is released and now the carrier is
covered with the thin film of valure™ which has the positive picture of the

matrice.

The technology can cover every colour. Therefore there are no restrictions in order to

adapt the technology to current products.

In terms of the design variety almost endless possibilities are reachable. They are just
restricted by the mind of the designer and can end in unimaginable designs. Thus the
design does not just affect the influence on the optical aspect of the product but very

much also on the haptic feel of the product.

3.2.2 Targeted markets

With the cover of different substrates, the product can be used basically for four major

categories: automotive, fashion, packaging and furniture.

3.2.2.1 Automotive

The possibility to introduce it to the automotive industry and thus into the car are quite
good. There are many opportunities where the coating technology valure™ can be

used to ennoble the surfaces of different parts of the interior in the car.

13



It starts with the seats in a car. Because the technology can be used on different
substrates, it can be used for leather seats, but also for textile seats. Additionally, as
already described, the breathability of the coating keeps a very good climate of the car

seat.

An example of a car seat covered with valure™ can be seen in the following picture.

Figure 3 - Car seat with valure™ coated material

Besides the possibilities to use valure™ to ennoble a car seat it can also be used to
cover columns and dashboards, headrests and armrests. Since the technology can also
be used when producing interior plastic components with injection moulding, it can be

directly implemented with no adjustments to the current processes.

14



Figure 4 - B column of Audi Q5 with valure™ coated material

3.2.2.2 Fashion

In fashion the valure™ ennobling can be used for a big variety of products. Actually
valure™ can be used for all products which have currently leather, artificial leather or

other textile in place of the products.

The variety starts from shoes, over bags up to mobile phone cases and other

accessories.

15



Figure 5 — Bag and shoes with valure™ coated material

3.2.2.3 Furniture

As we have already seen in the use for the automotive branch, the ennobling
technology can also be used in the furniture branch for couches, chairs and many other

things in the furniture area.

Figure 6 — Chair with valure™ coated material

But besides its possible use for chairs, it can also cover acoustic-active-panels, which
can be used in the private as well as in the commercial sector.

16



3.2.2.4 Packaging

Since the technology can also be laminated onto paper or card board, the packaging
industry can also benefit from the variety in design and haptic opportunities of the
coating technology.

In fact it is possible to create a real leather feeling haptic on card board. These aspects
open up possibility in the luxury packaging business, for example for watches and
jewellery.

Figure 7 - Packaging with valure™ coated material

3.2.3 Competition

The competition situation for the EM.tec design GmbH is not quite easy to overlook.
The reason for this is that the ennobling technology can be used for big different

branches, as named with automotive, fashion, furniture and packaging.

Furthermore these branches are all much consolidated and the step in to these branches
iS not easy.

17



When just looking at the automotive industry there are just in this branch again
different sub-supplier-branches which deliver to the automotive industry. One of these

sub-supplier-branches deliver real leather for seats, arm- and headrests or dash boards.

So one of the sub-branches is the leather industry. The leather industry is not easy to
overlook, because besides some big players there are also many small leather tanneries

which also influence the supplier sector for leather.

One more sub-branch in the automotive industry is the field around the artificial
leather. Artificial leather is also used for seats, arm- and headrests and dashboards.
There are some big German players which strongly influence the German OEM-
market. Besides those, many Chinese artificial leather supplier are trying to enter the
market. But they often fail when the material is tested on emersions and when looking
at the raw materials they use for production which have different effects which are not
accepted by German OEMs.

A third sub-supplier-branch is the complete textile sector. Textiles can be used for the
complete interior of a car starting from the carpet, over the seats up to the roof linings

of the car.

With this overview of the competition situation, one can imagine that it is hard work
to get detailed information about the different competitors. Beyond doubt, there are
many competitors who do not deliver a high-end ennobling product like valure™, but

in the end the price plays an important role for the OEM.

So when looking at the different branches it does also make sense to look at the
different product types valure™ competes with. These are basically the just mentioned
different material types such as leather, artificial leather and textiles. Looking at leather
the valure™ ennobling technology has special features, especially the breathability of
leather, which others cannot deliver. That is why valure™ enables a new feature for
this type of material. In the areas of artificial leather and textiles, valure™ competes
with products which have a high quality level. Therefore the competition is restricted

by their product quality.
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4 The basic study of pricing

4.1 Definition of a price

According to Plinke & Sollner (cited by (cf. Kleinaltenkamp & Saab, 2009, p. 137)
and Simon & Fassnacht (2009, p. 7) a price is the contracted remuneration shown in
monetary units of a customer for a contracted quantitative and qualitative service or

product.

Many times you can read that prices are designed by the demand of the product and
therefore through the market. But prices are also a result of the customer’s needs and
of pricing decisions in a company— which can be good or bad — and procedures within
a company. (cf. Sodhi & Sodhi, Why Pricing Operations and Six Sigma Pricing, 2007,

p. 1)

Thus the price shows the value the customer is willing to pay for a service or a product.
On the other hand, the seller expression with the price is for how much money he is

willing to sell the service or the product.

The result of this combination is the pricing discretion model, which points out the
costs of a product for the seller, the maximum value of the product to the market and

the scope where the price can be set.
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Value to buyers

Low 1 (Price ceiling)
volume
v
Units r3|t|al ;?rlcmg Fl.nal prmlng
discretion discretion
A
High
volumey A 4 (Price floor)
Costs

Figure 8 - Pricing discretion model - Adapted from Monroe (2003) and Winter (2005) cited
by (cf. Ingenbleek & van der Lans, 2013, p. 31)

The model shows that every price scope for a product has a price ceiling. The price
ceiling shows the highest price for what a buyer would evaluate the product and would
buy it. Most likely, if the price is at its maximum range the volume of units is

comparably low.

On the lower side of the model is the price floor, which indicates the minimum price
the seller is willing to sell the product for. Most likely, with the lowest price the seller

achieves the highest volume.

In between the two just mentioned price limits can be set the final price, which is

negotiable between both parties.

4.2 Goals of pricing

Besides new distribution channels, new products, decreasing costs or increasing the
turnover, pricing has one of the major impacts on revenue. (cf. MaGrath, 1991, p. 27)

“Of course, the most compelling reason for a company to improve its pricing and

20



revenue optimization capabilities is to make more money” (Phillips, 2005, p. 13) Many
CEOs see pricing as one of the major tasks and make pricing a priority. (cf. Simonetto,
2005, p. 31). Prices can also be adjusted much faster than creating new products or
open up new distribution channels. (cf. Homburg & Krohmer, 2006, p. 669) So pricing
has besides it long-term character an influence on the short-term strategy.

Pricing strategies have influences on market share. Therefore the goals of pricing are
highly dependable on the goals of a company. If a company wants to increase its

market share dramatically, most likely it cannot be done with raising the prices.

In literature pricing gets separated in pricing strategies and pricing practices. Pricing
strategies are more based on marketing research, which help companies solving
problems of pricing decisions, when facing certain situations. The pricing strategies
thus offer ways to reach pricing goals. (cf. Ingenbleek & van der Lans, 2013, pp. 28-
29) On the contrary, pricing practices are “the set of activities executed by an
organisation’s managers that lead to a price decision”. (Ingenbleek, as cited in
Ingenbleek & van der Lans, 2013). Thus pricing practices offer the manager more of
atool to come to pricing decisions and because of that are more secret in each company
than pricing strategies, which can be observed on the market over a period of time. (cf.
Ingenbleek & van der Lans, 2013, p. 29)

Pricing strategies can also help to differentiate to other products on the market. If a
price of a product is high, consumers suggest that it has additional advantages

compared to the competitive product.

4.3 The role and importance of pricing
4.3.1 View on pricing

Prices do not only influence demand, but prices also influence the way customers use
the product or service. From a macro economical point of view prices “determine what
shall be produced and the distribution of this production”. (Diamantopoulos &
Mathews, 1995, p. 5).
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In times of economic downturns, pricing decisions win a great competitive importance
for many companies. (cf. Piercy, Cravens, & Lane, 2010, p. 38) “Price offers a
powerful strategic capability” (Piercy, Cravens, & Lane, 2010) But when dealing with
an international market, companies notice, that “prices are extraordinarily different

across countries.” (Sinclair, 1993, p. 15) As a result, products have a big pricing scope.

Despite the importance of pricing, companies feel they have the least control over the
pricing. Clearly, given that the lack of control on pricing is mostly within the company,
pricing operations is an area where companies should assert control to bring about
price improvement. (cf. Sodhi & Sodhi, 2007) Simon and Fastnacht see the reason for
that in the lack of education on the field of pricing. They see the education as too
theoretical, where too less praxis is taught to help the later on managers to adapt their

knowledge on their current pricing circumstances. (2009, p. 10)

4.3.2 Pricing as an instrument

Prices are one of those instruments a company has, which are extraordinarily fast
adaptable to new circumstances or to decisions made by the company. Changing prices
can be done much faster than changing or innovating a product, planning and executing
marketing campaigns, or to set up a strategy of heavy cost-cutting in order to receive
a better result. (cf. Simon & Fassnacht, 2009, p. 7).

Moreover a price change has a very big effect on the results of a company. What we
can see in the following table are the different growths of Earnings Before Interest and
Taxes (EBIT) when reaching different situations of 1% change.
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A B C D E
Amount projected Amount projected with Amount projected
Income Statement ltem Actual Amount with 3% decreased 3% increase of annual with 3% increase in

costs volume prices

Sold products 100 pcs 100 pcs 103 pcs 100 pcs
Price of a product 1.00€ 1.00€ 1.00€ 103€
Revenues 100,00 € 100,00 € 103,00 € 103,00 €
Costs of goods sold 80,00 € 7760 € 8240 € 80,00 €
Fix costs 10,00 € 10,00 € 10,00 € 10,00 €
Earnings before Interest

and Taxes (EBIT) 10,00 € 12,40 € 10,60 € 13,00 €
Percent increase in o 0 0 o
EBIT 0% 24% 6% 30 A‘

Table 1 - Change of EBIT by increasing different items (Sodhi & Sodhi, 2007), (cf. Simon &
Fassnacht, 2009, p. 4)

In row A the different income statement items which are needed to express easily the
effects of changes are listed. In row B there are the values of the starting point before

changes get applied.

In row C we can see that the EBIT changes of +24%, from 10,00€ to 12,40€, when
reaching a cost decrease of 3% (reduction of costs from 80,00€ to 77,60€). So we can
see that costs can have a big impact on results, when other income statement items
remain the same. But to generate a 3% decrease of costs may bring along a lot of work
to reach that goal. For example cost reduction programs — which often cost money —
habe been a main target in many companies for years. Because it has been processed
for years the potential of cost reductions might be at a very low level. Also in very
saturated markets or markets for certain commaodities the potential for cost reductions

might be low.

In row D it is constituted what happens in our case to the EBIT when reaching a 3%
higher annual volume (sold products increased from 100 to 103 pcs). When reaching
that goal of a 3% increase of annual volume the EBIT just increases by 6% from 10,00€
to 10,60€. So compared to decreasing costs it has a very low impact on the EBIT
although such a goal may also bring along a lot of costs. So using instruments like
marketing campaigns, improving the product or increasing the number of sales people,

it requires to spend costs at first before generating the cashflow.

But to have an instrument which does not cost anything in the first step we can show

the major importance of prices which we can see in row E as the result of increasing
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the price by 3% (price change from 1,00€ to 1,03€). By just increasing the price by 3%
and keeping the other items constant, the price change increases the EBIT by
tremendous 30% from 10,00€ to 13,00€. This shows drastically the impact prices have
on the result of a company. Since price adjustments do not cause any costs in the first
step, it can also be performed when a company has financial bottlenecks, for example

a start-up or young company. (cf. Simon & Fassnacht, 2009, pp. 7-8)

When looking at the effects on the positive side with price adjustments, we must also
see in table 2 vice versa that a price decrease of 3% also has the biggest negative effect
on the EBIT. Price decreases might be generated through discounts, special payment
terms or just through the negotiation of the price. When decreasing the price by 3%,
we can see in row L, that it is necessary to sell 6 pieces (+6%) more in order to generate
the same EBIT as when increasing the price by 3% and keeping constant sold volumes.
Therefore it is important to look at the price and not changing it without thinking on

the consequences.

G H J K L

Amount projected with 3%
Amount projected Amount projected with Amount projected decrease in prices and
Income Statement ltem Actual Amount with 3% increased 3% decrease of annual with 3% decrease volume target to reach the
costs volume in prices same EBIT than with a 3%
price increase

Sold products 100 pcs 100 pcs 97 pcs 100 pcs' 106 pcs
Price of a product 1,00 € 1,00€ 1,00€ 097 € f 097 €
Revenues 100,00 € 100,00 € 97,00 € o7.00€ " 103,00 €
Costs of goods sold 80,00 € 8240 € 77,60 € 8000€ [ 80,00 €
Fix costs 10,00 € 10,00 € 10,00 € 10,00€ " 10,00 €
Earnings before Interest and i

Taxes (EBIT) 10,00 € TB0€ 940€ T00€ 13,00 €
Percent increase in EBIT 0% -24% 6% -30% 30%

Table 2 - Change of EBIT by decreasing different items

4.3.3 Prices in the market situation

When looking at this simplified example in 6.2.3 we may think that it is an easy way
to increase EBIT just with increasing the price. But this may only work in a monopoly
situation with no other influences from the surrounding market and can be expressed

in the following figure.
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Figure 9 - Interdependencies in pricing (cf. Simon & Fassnacht, 2009, p. 13)

The figure shows that the way from price to profit, which is in the end the most
interesting point about pricing, is affected by some items in between. The dashed lines
show the effects and definition equations of the above tables with their results in a
changing profit, which are not the problem. The thick lines however show the
behavioural equations price distribution and cost function. This results in a very
important point, that the price distribution function is vital to generate a rational pricing
decision. The thin line shows the back coupling of the pricing decision with its profit

result to the management (cf. Simon & Fassnacht, 2009, p. 13).

Figure 5 only shows the effects without any competition on the market and just within
one time period. When looking at more periods and more competition on the market

the interdependencies on the price will rise and gains more complexity.

4.4 Pricing practices
4.4.1 The role of costs for pricing and the price cost bases

Costs play a vital role when talking about prices. Prices get set after knowing the cost

of the product. But what are the costs of a product?

In accounting there are basically two major components which are in total the cost of

a product. It is on the one hand the variable costs and on the other hand the fixed costs.
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Variable costs are the costs of producing one unit of a product. (cf. Govender, 2000,
p. 48) So it includes at least the needed material costs and production or employment
costs (including production labour) of one unit. Variable costs, or also called marginal
costs, change with the degree of employment or with de- or increasing turnover (cf.
Kailing, 2014, p. 90). So with one unit more or less produced, the variable costs change
directly. In the following table we can see the effects of the changes simply described:

MATERIAL TOTAL
EMPLOYMENT

Effect QUANTITY A COSTS PER VARIABELE PRICE TURNOVER

UNIT COSTS
Starting base 1000 5.000€ 20€ 25000€ I0E 30.000€
Higher employment costs 1000 7500€ 20€ 27 500€ EIES 30.000€
Less employment costs 1000 4000€ 20€ 24 000 € 30£ 30.000€
Higher turnover 1200 5.000€ 20€ 29.000€ I0E 36.000 £
Less turnover 900 5.000€ 20£ 23000 0E 27.000 €

Table 3 - Change of variable costs through growth of employment costs and with effect on

turnover

The table shows that with increasing employment costs, the total variable costs also

increase. With decreasing employment costs, the total variable costs also decrease.

Equal effects can be seen with rising or sinking turnover while constant employment
costs and constant material costs. When turnover increases, the quantity of units must
change due to steady conditions of the two other components. Also when turnover

decreases, the less produced units lower the total variable costs.

What has not been taken into account yet is that variable costs may consist of different
elements in a cost calculation. From company to company different costs may be
considered as variable costs depending on for example their payment terms for
production employees. For instance a company pays its production employees a fix
salary for each unit each employee produces, then the company has full flexibility and
control over this part of variable costs. But a company which has its fix employee
salaries and cannot adjust the employee salary depending on the employment rate may
put the costs for labour into the fix cost element.

On the contrary fix costs are basically costs which do not change automatically when

the produced quantity of units change. Fix costs are also called costs for standby (as
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mentioned above for example fix staff) or costs for provided capacity. (cf. Kailing,
2014, p. 89) This includes for example the rent of manufacturing shops, the costs of
machines for example for amortisation costs or the overhead including the

administration of a company.

So principally the price of a product with the quantity sold must cover all costs of a
company because if not, the company would not have any profit. (cf. Kailing, 2014, p.
92)

But since there are companies which have a huge number of different products with
different prices there are several different approaches to set up the costs and after that
to set up the prices. So it is very important to know how to set costs bases and which

system may be used to identify and allocate the costs onto the product.

4.4.1.1 Full cost bases

The full cost bases is an easy way for companies with a low number of different

products.
At first we have to decide what the full costs are.

Brenner’s view is “that full cost should include production, marketing and
administrative costs that are expended to get the product to the point of sale.” (cited
by Govender, 2000, p. 47-48) Therefore Brenner looks at all costs which are necessary
to build the basis on which the company adds its striven profit. That is an easy way, if
the company has only one product and has not to decide on which product it has to
distribute the marketing and administrative costs, which can also be named as

overhead costs.

Having more than one product, overhead costs are not any more exactly distributable
on the product costs because it is likely that the overhead works for both products. (cf.
Kailing, 2014, p. 93). That view on full costs by Brenner therefore is not very practical

for companies with more than one product.
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So we have to consider full costs with the view of Hammer, Carter and Usry, who see
full costs “as a system in which all manufacturing costs are allocated to the product.
For the manufacturer... this approach is to calculate the cost of producing a unit of
each product at the normal capacity level of the existing plant, and to add to this unit
cost an acceptable level of profit.” (cited by Govender, 2000, p. 47) This leads to a
contribution margin accounting or marginal costing, where the addition of an
acceptable level of profit should at least cover all overhead costs, which do not relate
directly to manufacturing costs. If the added profit covers more than all overhead costs,

the company has gained profit. (cf. Kailing, 2014, p. 97)

The full costs pricing in this way is more useful, if a company has more than one
product. The company knows its costs to manufacture one unit and every price higher

than the manufacturing costs supports to cover the overhead costs.

But it also includes a risk. The company does not know if the added level of profit
really covers all overhead costs and therefore really generates profit. (cf. Kailing, 2014,
p. 103) Reasons might be seasonal trends or different growth of products. The
following tables show an affect, when a fixed added level of profit is used for all
products with its result after a seasonal change of sold quantites of two products:

FIXED 1. Quarter 2015

MANUFACTURING ADDED LEVEL TOTAL
HHERLET COSTS OF PROFIT e OUE(I:E{H)E;_K}‘[S) MANUFACTURING COMTRIBUTION TOTAL,
QUANTITY TURNOVER COSTS MARGIN  PROFIT

A 60 20% T200€ 10.000 720.000 € §00.000 €
B 10 20% 12,00€ HRILDE 25.000 300.000 € 250.000€ TOLIDE | SUENE

FIXED! 2. Quarter 2015

MANUFACTURING ADDED LEVEL TOTAL
e ELET COSTS OF PROFIT e OUEE{H):?‘[; MANUFACTURING CONTRIBUTION TOTAL,
QUANTITY TURNOVER COSTS MARGIN  PROFIT

A G0 20% T200€ 7.000 504.000€ 420.000€
B 10 20% 1200€ HDELDE 27.500 320.000 € 275.000€ ERLIDE = e
TOTAL CHANGE OF PROFIT -31.000€

Table 4 - Effect of seasonal trends on products with a fixed added level of profit

We can see in the table that in the 2" quarter of 2015 less units of product A were sold,
but even more units of product B. Nevertheless, the added level of profit is in this case

not enough to cover all fixed overhead costs with its contribution margin.

So, in this case, a distribution of overhead costs on the different products would have

been a solution.
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4.4.1.2 Variable cost bases

“While accepting the dominant use of full cost in determining normal or target selling
prices, a study by Bruegelman, Haessly, Wolfangel & Schiff (1985) shows, that there
are circumstances in which the use of variable-cost pricing would be more appropriate.
In a manufacturing company, variable costs would usually include direct materials,
piecework labour, some items of manufacturing overheads, sales commissions and
billing costs.” (Govender, 2000, p. 48)

The difference to the full cost pricing is that the system of variable cost pricing tries to
distribute all direct costs on to the product in order to find the most exact cost value of
the product. Direct costs are costs which are unambiguously distributable to one
product. On clear direct costs are raw material costs and manufacturing labour costs.
It can also be purchasing labour costs, patent costs, marketing and merchandising
costs, which are especially for this product. It also might be warehouse costs for the
finished goods or sales costs of a sales manager with its office costs. The last cost
segment is then the overall administration costs like financing, the costs of a generel
management etc.. (cf. Kailing, 2014, p. 98)

So what we see is that all overhead costs are somehow distributable onto the costs of
one product. But the higher the stage goes, the more difficult it is to distribute directly.
An example of difficult distributable costs are IT costs, because IT is needed at very
different stage and may be used by all departments but not definitely allocatable to one
product. So there might remain some kind of overhead costs which have to be covered

by an additional margin.

The just mentioned way of distributing costs in order to find the right cost basis to
price a product can be visualized as a cost flow path model. It shows the costs as a cost
liquid running through different cost cans. The sum of it ends up in a big total variable

cost can, which expresses all direct costs to produce, sell and administrate a product:
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Figure 10 - Cost liquid flow path model

In contrast to the full cost bases system the variable cost base system gives the
company a more detailed picture of the cost allocation over various products or product
groups. A company has to decide if it is reasonable to unify overhead costs and not
trying to distribute them on single products. The clearer a cost factor is the more useful
it is to distribute to the direct costs of a product.

4.4.2 Cost-informed or cost-plus pricing

4.4.2.1 Introduction and implementation of the cost-plus pricing

We have just seen what the basic cost components of a product are. On this basis one
of the major pricing practices is built up. It is called the cost-informed pricing or the

cost-plus pricing, which is a completely product-orientated pricing practice. (cf. Nagle
& Hogan, 2007, p. 20)

For sure, to set up prices it is important to know its costs. About 75% of the companies

are processing the cost-informed or cost-plus pricing. (Graumann cited by Simon &
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Fastnacht, 2009, p. 190) According to Phillips, it is seen as “perhaps the oldest
approach to setting prices and still one of the most popular.” (Pricing and Revenue
Optimization, 2005, p. 23) This gets also underlined by Nagle and Hogan, who see the
cost-plus pricing as the historical most distributed pricing practices (2007, p. 18).

Since the costs play the major role in these pricing practices we have to take a second

look at the development of costs how it is processed in many companies.

The research and production department create and do research on a new product until
the departments say it is a good product to sell. So the departments start to cause costs
and undertake investments. After they have finished all that, they know how much the
production and research costs are and the finance department starts with the pricing.
(cf. Nagle & Hogan, 2007, p. 20).

The cost-plus pricing seems to be objective and defensible against customers. Since it
is describing the way how to cover the costs a company has, including the targeted
return on capital, it may be accepted by all parties who deal with this topic. (cf. Phillips,
2005, p. 23)

When looking at the cost-pricing now, there are two differences to set up the cost

bases: the full cost bases and the variable cost bases.

4.4.2.1.1 Full cost bases

To start the cost plus pricing with the full cost bases it is necessary to know all fix
costs a company has. After knowing or at least assuming the fix costs, it is necessary
to assume a volume which can be sold in a certain period with getting information
from marketing and sales. So this is the first time in this pricing practice when the

customer view of the company is taken into consideration for the pricing process.

Getting the volume assumption from the marketing and sales department the fix costs

are then divided by this volume to receive the fix unit cost element.
fix unit cost element = total fix costs + assumed total volume of a period

So the cost of unit can be calculated as follows:
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cost per unit = variable unit cost element + fix unit cost element

Since the company now knows the product’s costs per unit, the cost-plus pricing can

start with the following formula:
Price = (1 + percentage surcharge) * cost per unit

The percentage surcharge includes an allocation of unknown fixed costs plus the
targeted return on capital. (cf. Phillips, 2005, p. 23) The surcharges can be usual in
trade, in the company or just habitual. (cf. Simon & Fassnhacht, 2009, p. 190)

4.4.2.1.2 Variable cost bases

The cost plus pricing on the variable cost bases is quite equal to the full cost bases.
The difference is that not all fix costs are allocated on the product’s costs.

The formula remains the same:
Price = (1 + percentage surcharge) * cost per unit

But in this case, the surcharge is also relevant to cover the fix costs, which are not

distributable on the costs per unit.

So how high the percentage surcharge is set is highly important for the financial result

of the company.

4.4.2.2 Critics on the cost-plus pricing
4.4.2.2.1 Problems in the cost bases

Philipps sees a problem in the fact that “costs used as its bases are often nowhere near
as “objective” as they seem. The calculation of the variable and fixed costs involved
in the production of a complex slate of products involves innumerable subjective
judgments.” (2005, p. 23)

Simon & Fastnacht see difficulties when using the full cost bases to price the product.
The higher the fix costs are, the more the fix costs are allocated on the costs per unit.
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This may result in lower unit volumes which then have to cover the stable fix costs.
This ends up in the need to demand a higher price from the customers. This results in
lower volumes which again brings along a higher price. (cf. Simon & Fassnhacht, 2009,
p. 190) This effect is even described by Nagle and Hogan as the “death spiral”. (2007,

p. 19)

Nagle and Hogan also critize the cost bases in this term. They say that it is not possible
to determine the variable costs of a product, because the variable unit costs are
dependable on the volume which is sold. Being able to sell a higher volume of products
to the market leads to lower variable costs because of economies of scale. But selling

a lower volume will lead to higher unit costs.

This leads Nagle and Hogan to the conclusion that the problems of cost-plus pricing
are fundamental. (2007, p. 18)

4.4.2.2.2 Ex-ante volume assumption

To generate a price with regarding the different price elements it is important to know
the volumes of the future sales since the turnover out of this sale must cover all costs
of a company. Despite the fact of economies of scale in production and purchase, the
price is in a function with the volumes in the price-demand curve and in the cost-plus
pricing, it does not take into account the interdependencies between the price and costs

shown in the following price-demand curve®:

S For further information on the price-demand curve look in (Simon & Fassnacht, Preismanagement,
2009, pp. 91- 109)
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volume per period

100

50

price per unit
2€ = A€

Figure 11 - price-demand curve

What we see is that the volume is in a connection with the price. Shown in the example,
the volume sinks from 100 units to 50 units if the price is increased from 2€ to 4€. It
Is a very simple example to show the interdependencies of price and volume, but it
reflects many situations on the market when it happens as shown in this example.

So coming back to the cost-plus pricing and the allocation of fix costs we must look at
a major problem of this pricing practice. If the demand of the product is not definitely
known before the period, it is quite possible that the company does not calculate the
market relevant price. (cf. Simon & Fassnacht, 2009, p. 190) Nagle and Hogan even
see it as impossible in most branches to use the cost-plus pricing due to the uncertainty
with predicting future volumes. (cf. Nagle & Hogan, 2007, p.18)

Even when using the variable cost bases and allocating the different fix costs at most

precise, there are subjective decisisions due to the determination of the volumes.

4.4.2.2.3 Inward focused pricing practice

Besides the problems of allocating the fix costs on the product prices, the cost-
informed pricing has an additional problem: this pricing practice is completely inward-

focused and does not consider the market in terms of competition and customers. Not

34



to recognize the ability of customers, what to pay or not to pay for the product in order
to achieve an advanteage with buying is “an obvious folly”. (Phillips, 2005, p. 23)

We have seen in 6.5.3.2.1 that there is a high risk when the sales volumes are weak
and higher prices “should” be the solution for the sinking financial results. The
consequence is that higher prices may lead to lower volumes. But a result of low
volumes might be again a higher price to cover the costs, which then cause higher
prices again and so on.

Somehow the same can happen with strong products. If the company sets the price for
a new strong product the same way it prices all other products it may lose a lot of
money. The price might be set too low, and the company does not get response from
the market that the price is too low, even if the market would be willing to pay more.
It is even seen as a “killer for rentability”, because if it is applied on a strong product
of a company, the company might miss financial success because the company does
not notice the success of the product and might therefore demand a too low price. (cf.
Nagle & Hogan, 2007, p. 19)

4.4.2.2.4 Summary of the critics of cost-plus pricing

As shown in the examples above and described by the problems coming along with
the cost-plus pricing, the prices should not strictly and alone be based on “costs” plus
a percentage surcharge, because it can lead to lower-than-expected results. (Phillips,
2005, p. 23)

That is also underlined by Nagle and Holden (2007, p. 20) decrying the cost-plus
pricing with “cost-plus delusion” and state that the problem with cost-driven pricing
is fundamental. Their opinion is that in weak markets and low volumes the cost-plus
pricing leads to overpriced products (as seen in the “death spiral” example) and on

strong markets with a strong product to crash prices with lost potential.

Moreover, building up the price bases is very challenging due to the uncertainty of

volumes.
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4.4.2.3 Example of cost-plus pricing

In the automotive supplier industry cost-plus pricing plays a major role. The reason
for this is very easy to find for products, which are not innovative, but which are
important to manufacture a car. And this fact is justified through the high
professionalized automotive business itself, which is always looking for better — thus

— lower prices.

Over the years, the automotive industry has become an industry which is highly
seeking for methods and ways to reduce costs all the time. Therefore the purchasing
skills have been developed very much to reduce the costs on the side of incoming
goods. This led to a situation, where purchasers ask for highly detailed information on
the products, on the process and even for the raw material of the product.

As a result, purchasing departments ask for cost breakdowns which show in a very
detailed way the costs of a product. Because the data has been analysed over the years,
many comparisons can be taken to each offer. This reveals exactly when an offer of a

company is not competitive compared to another company’s offer.

Since this has been rising over the years, the cost aspect is the most determining fact
of the price. Because the purchasing companies just “allow” a certain mark-up on the
costs to cover overhead costs and to gain some profit, the cost-plus pricing is all

overwhelming in this industry.

4.4.3 Value-informed pricing

4.4.3.1 Introduction of value-informed pricing

The value-informed pricing is also called value-based pricing or just value pricing.
Phillips differentiates the value-informed pricing in a broader and a narrow sense.

In the broader sense the value-informed pricing is decribed by Philips as an

“unexceptional proposition that price should relate to customer value.” (cf. Phillips,
2005, p. 24)
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Describing the value-informed pricing in its narrow sense it is used as a desciption of
a personalized or one-on-one price meaning a different price relating to the value of
each customer. (cf. Phillips, 2005, p. 25) Meaning that every single customer pays the

price for the value which only this individual has when using the product.

In the context of this master thesis, it is seen in the broader sense that the value-
informed pricing is described as the key driver of a price must be the value of the

product to the customer.

Many companies noticed that only focussing on a cost-informed pricing may lead to a
loss of profit because price potentials were not used. These companies have moved
their pricing decisions from the financial department to the sales- and product
management because these departments evaluate the value of the product to the
customer the very best within the company. (cf. Nagle, Holden, & Larsen, 1998, p. 9)
The goal of the value-informed pricing is to maximize the rentability of a product
through setting a price, which offers in combination with the product a higher value to

the customer.

The value of a product can be devided in two parts. One part is the value which is
delivered by the seller to the customer, which is called the value delivery. The second
part is to get an adequate equivalent back from the customer, which is called the value
extraction. A good pricing is therefore defined by a good ratio of the value extraction

to the value delivery. (cf. Simon, 2010, p. 31)
But how are prices built on a value-informed basis?

Value-informed prices are built after doing classical marketing methodologies® like
customer surveys, interviews, using focus groups or conjoint analysis in order to
estimate the value of the product to the customer compared to its possible alternatives.
Having the value of the product, the company can start to determine the price. (cf.
Phillips, 2005, p. 25)

® The author does not want to go in detail on the different types of marketing methodologies. For further
information see for example (Homburg & Krohmer, Marketingmanagement, 2006)
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Setting the right price is just possible if the customer’s value through the product is
analyzed in detail. (cf. Simon, 2010, p. 32) And in the end the price should at least

cover the variable costs of producing and selling the product.

4.4.3.2 Critics on value-informed pricing
4.4.3.2.1 Experienced purchaser

In order to investigate the value of the product it is necessary to talk to the customer
in the mentioned ways through surveys etc. Since the focus of the master thesis is on
the B2B-environment, we have to see the fact that the customer is represented through

the purchaser.

The purchaser has the internal goal to pay the lowest price for the product which the
company needs. Therefore purchasers are trained to lower the price as much as

possible.

As a matter of fact, when asking a purchaser what value he sees in the product for the
company, the seller cannot expect that the purchaser tells the truth about the product.
So the purchaser would most likely not tell the real price the company he is working
for is willing to pay for the product. As soon as the purchaser realizes that prices might
be flexible, it is even possible that information on the value of a product are
intentionally restrained or the purchaser leads the seller on a wrong track. (cf. Nagle,
Holden, & Larsen, 1998, p. 10)

4.4.3.2.2 Customer’s understanding of value

Another problem using the value-informed pricing is the approach of the company to
retrieve the information of the customer how much the customer is really willing to

pay for the product.

Especially for new inventions it is a major problem that the customer does not see or
understand the value (added) of a product. Nagle, Holden and Larsen (2007, p. 10)
describe it through the example of copiers and computers, at the time these products

38



were firstly released on the market. In these cases, many customers did not see the
value added by these products. At the beginning this led to a lower price of the
products, because the companies were listening to the customers — performing value-
informed pricing — which then led to a lower profitability of these products. Just after
performing some major marketing and communication actions, the companies were
able to show the customer the value added and therefore the products could be sold

with higher prices.

4.4.3.2.3 Competition restricts value-informed pricing

Another aspect of the value to the customer is the fact that the value of a product does
not mean automatically that the customer would really buy the product. The customer
may value the product as high, but the customer has also alternatives. Phillips (2005,
p. 25) describes this fact with the following example:

Consulting companies discussed already many times to switch from a cost-informed
pricing to a value-informed pricing under the premise that a good consultant is worth
that much money, he saves the customer. But as Phillips states, just 5% of consultants

use the value-informed pricing.

This is described through the alternatives the customer has. If consulting company A
is able to bring a higher profitability to the customer of 2 million €, the consulting
company A could be worth for the company 1.95 million €, leaving the customer
50.000€ of higher profitability.

But what if there is a consulting company B which is not as good as A but could bring
a higher profitability of 1.5 million € while just costing 1.4 million €, leaving the
customer with a plus of 100.000 €. Then for sure the customer would strive for
consulting company B.

Another example for this is coming from a Dutch customer who wants to buy a
machine. There is a German mechanical engineer who offers his product with a price

40% higher than his Italian competitor. The Dutch customer highlights that the
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German machine is better, but not 40% better. So the customer decides for the Italian
machine. (Simon H. , 2010, pp. 31-32)

These examples symbolically show that competition restricts the “ability of a company
to “value price” even when the competition is offering an inferior product. Even the

existence of an inferior substitute will mean that a company cannot charge full value.”

(cf. Phillips, 2005, p. 25)

4.4.3.3 Example for value-informed pricing

The introduction of the Apple iPhone was probably one of the latest big innovations
presented in the world. The iPhone was a completely new product which has not been
on the market in a comparable way. But since the introduction in 2007 the iPhone has

been released now in the 6™ version and is still price leading.

Today Apple’s pricing is still on a high level as it was in 2007. An assumption of the
cost for an iPhone 6 by analysts of IHS Technology (cited by Kirst, 2014) says that an
iIPhone 6 with 16GB memory costs 153€ for material and 3€ in the production.

Compared to the selling price of it with 699€ in Germany, there is a quite high add-on
onto the variable costs of the product. Even the product does not bring along so many

advantages of its first version in 2007.

The first version of the iPhone was the first mobile phone on the market which had
basically no buttons — besides for volume, home button and lock button. It was also
the first mobile phone with a big touchscreen. And last but not least it was also the first
mobile phone which enabled a quite easy access to the internet via a mobile phone.

So the iPhone had many advantages compared to the mobile phone market of 2007
and could offer really new benefits to the customer. Assuming that in 2007 the iPhone
already cost Apple the price of today for production Apple must have taken the pricing
decision on a value-informed basis. So it probably measured the benefit of being online

all the time and estimated for it the value in price for the customer.
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A sign that they did not use some other strategy is that there were no competitive
products which had the features of an (almost) button free control and the easy access

to the internet, a competition informed pricing was not feasible.

It also does not seem that Apple used the cost-plus pricing either, because an add-on

of almost 450% does not seem realistic for a cost-plus pricing.

4.4.4 Competition informed pricing

The competition informed pricing is also called ‘competition based pricing’ or ‘market
based pricing’ (cf. Phillips, 2005, p. 25). Since market based pricing would also
describe other circumstances as just the competition informed pricing, we use the term

‘competition informed pricing’.

The competition informed pricing describes the pricing practice a company sets its
price of a product in relation to an already offered product and its price of a competitor.
It is a one-dimensional pricing practice which uses no other information than the prices
of the competition. It is very common on especially homogeneous markets, such as
oil, gas or electricity market. It is even quite common in retail business, where a
general manager said to Simon and Fassnacht that hundreds of product prices are set
after the prices of the competition. (2009, p. 192)

Phillips (2005, p. 25) sees many small companies using the competition informed
pricing often as far as the prices and competitors on the market are clear. He uses the
example of a small cola beverage company which might set its price based on the

product price of Coca-Cola or Pepsi, being the leader in this market field.

The competition informed pricing is also used in commodity markets, where products
of different companies do not differentiate or do not have any other features, which
would differentiate the products. Examples can be seen in the chemical industry, where
standard chemicals are sold. Here the companies do not have to make pricing
decisions, because price is given and set through the competition. (cf. Phillips, 2005,

p. 25 and cf. entrepreneur.com, 2014)
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The competition-informed pricing can also be a relevant strategy for start-ups or
companies which seek for really fast growth with a me-too product. In this case it is
necessary that the product does not differentiate to the competition products in order
to ensure to the customer that it is an adequate product. If now the company offers its
product to just a bit lower price as the competitor, the customer would most likely tend
to use the other cheaper company.

Phillips shows an example for that by examining the market start of the US car rental
company ALAMO Car Rental. This company started with the goal to set its prices at
least 1$ below the prices of Avis and Hertz. This lead to this result that rental agents
saw all the time the Alamo price as the cheapest and therefore booked cars over Alamo.
This strategy worked out very well on this high price sensitive rental market to gain
fast growth and penetration. (cf. Phillips, 2005, p. 25)

The competition informed pricing also enables a niche strategy. The niche strategy
aims on pricing areas of comparable products where no price is already set. (cf. Simon
& Fassnacht, 2009, p. 193)

With continuing the example of Philipps with a cola-company, there are currently four

different cola brands on the market offering the following prices.

A B C
Cola company Price Category
A 0,50 € low-price-segment
B 1,50 € premium-price-segment
C 0,80 € 2nd market leader/ middle-price segment
O 0,890 € market leader’ middle-price segment

Table 5 - Example of cola companies

For a new company different pricing segments are possible now. The company could
go in a segment between the current prices, so between company A to C&D or between
C&D to B. The fourth option would be to go even under the price of Company A or

the fifth option to go above the price of company B.

This strategy is even more interesting if it is known that quite a lot customers would
be able to go in the focussed pricing segment concerning their purchasing power and

their product ideal. On the one side the distance to existing products can lead to the
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situation that a buying market segment is now attracted and therefore is stimulated to
buy the product because of the price. This can even lead to the situation that current
market competitors are not affected by the new product. (cf. Simon & Fassnacht, 2009,
p. 193) This can be especially the case in the luxury sector, where customers just look
at products which have a high price, even if there is no concise difference to existing

products.

This niche strategy can be also used if the new product should avoid competitor

reactions.

If using the competition informed pricing, two problems must be dealt with. On the
one hand it is that competition prices are incorrectly evaluated in the different markets.
On the other hand the performance packages are not equally comparable. So the view
only on the competition prices can lead to wrong decisions. (cf. Simon & Fassnacht,
2009, p. 193)

4.4.4.1 Example for competition informed pricing

The competition informed pricing is a usable pricing strategy if products are very well-
comparable. This leads to result that product information are well-known and therefore
not hidden for the competitor. This enables the competitor to set the prices with

knowing the price of the product.

The airplane manufacturers Boeing and Airbus have practiced this type of pricing
practice many times and it is still ongoing. Since purchasing actions of big airlines are

often reported by the press, this example is well-known.

It even becomes a price war when it comes to airplanes which are in the same
passenger seat volume area, which makes the airplanes very much comparable.
Looking at an example of 1995, when ValuJet was just about to order airplanes, the
price war started (Raju & Zhang, 2010). The first bid of Boeing was the list price of
$35 million for a Boeing 737. The comparable airplane on Airbus’ side was the A320.
Since the purchasing strategy was based on open information, Boeing answered the

prices of Airbus with down-drops from $35 million to $22 million, which was the
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rock-bottom-price for the airplane. But that was not enough and Boeing fell? Even
below this point to $19 million.

Looking at this examples makes clear that selling companies might lose profit when
proceeding this way. As a result of this price war, Boeing had the first annual loss in

1997 since 50 years.

4.45 Price differentiation

4.45.1 Foundation of price differentiation

As we have seen before, the value of a product is significant for a buyer to purchase a
product. But there is also the fact that a product may have different values for different
customers. (cf. Simon & Dolan, 1997, p. 135) So if the value estimation and value
expectation of each customer varies, it might make sense to introduce price
differentiations, which means to offer the product with different prices to different
customer groups or even single customers. (cf. Diller, 2008, p. 227) Nagle, Holden
and Larsen call the price differentiation segment price politics (1998, p. 265) which
meets the same content as described by Diller, Simon and co..

Price differentiation are described as multidimensional, because for one product more
than one price is offered to different customers. The multidimensional price decision
comes with a higher complexity because many price decisions have to be made. (cf.
Simon & Fassnacht, 2009, p. 251, cf. Phillips, 2005, p. 74)

Pepels describes price differentiation as high art, to sell one identical product with

different prices namely to the highest possibly price. (cf. 1998, p. 89)

As an example of price differentiation can be named the analysis by Simon and Dolan
(cf. 1997, pp. 135-136) who found out about the different customers’ behaviour buying

Coca-Cola, which is in the author’s opinion also relevant in B2B markets.

Simon and Dolan found out that a can of Coca-Cola has at six different sales places in
one city six different prices. The prices started from 0.64 DM in a big supermarket, up
to 2.20 DM in a kiosk in the entrance hall of a train station. With the tests in 2009 by
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Simon and Fastnacht (p. 252) they could even determine a pricing range for Coca-Cola

from 0.89€ in a supermarket up to 5.00€ in the minibar of a hotel.

The explanation for this case is quite easy. The customers are willing to pay more
money, if they need the Coca-Cola in a situation of time pressure or in special
situations. If the customer has time to go in a normal supermarket and does not need
to hurry or is cozy in the situation in the hotel room, the customer would probably not
be willing to pay such a high price.

This example out of the B2C market shows the difference of values of one product
quite well. This is also transferable to the B2B situation. Different customers are able
to pay different prices and their willingness to pay high prices is also different. (cf.

Diller, 2008, p. 227) It depends on different situations the customers are in.

Using the price differentiation may lead to higher sales volumes and rentability,
because the different needs of customers are recognized. (cf. Nagle, Holden, & Larsen,
1998, p. 265) Philips sees the price differentiation as “one of the most fundamental
concepts in pricing and revenue optimization.” (Phillips, 2005, p. 74) Diller sees the
price differentiations as one of the most intense applied and most creative applied

pricepolitical instrument with big marketing political influence. (cf. 2008, p. 228)

4.45.2 Different grades of price differentiations

The segmentation of customer groups must be seen as a starting point for price
differentiation. In B2B-situations it might be possible to use the price differentiation
even for every single customer, but if the number of customers exceeds some certain
point, that makes it impossible to manage any more, customer groups or segments
support the idea of price differentiation. The segmentation can be classified into
different grades which will be described now. As a basis can be used different aspects,

which will be described in the following chapter.

Pepels (cf. 1998, pp. 92-93), Diller (cf. 2008, pp. 228-229) and Simon/Fastnacht (2009,
pp. 263-264) describe three different grades of price differentiation, which are all
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based on the work by Pigou (1960, p. 279). The following figure gives an overview
over the different grades.

. . L 4{ Price negotiations \
Price differentiation
st
1¥! degree 4{ Auctions ‘

Performance-oriented
price differentiation

Price differentiation | Volume-oriented
2nd degree | price differentiation

Area-oriented
price differentiation

Personalized
price differentiation

Price differentiation | Temporal-oriented
31d degree | price differentiation

Multiple person
price differentiation

Figure 12 - Types and implementation of price differentiation (cf. Simon & Fassnacht, 2009, p. 264)

4.45.2.1 First grade of price differentiation

The first grade is the individual pricing per customer which gets also called price
customization. (cf. Simon & Fassnacht, 2009, p. 265) So every customer gets the price
which he would maximum pay for the product. (cf. Pepels, 1998, p. 92) This way
achieves the maximum consumer surplus, which describes the maximum willingness
to pay by the customer which leads to the highest rentability. This price differentiation
is rarely in use, because it requires to know the willingness to pay by each customer.
(cf. Simon & Fassnacht, 2009, p. 265)

An example for this is the individual price negotiation which happens especially in
B2B-markets when dealing with projects or individualized products. The price
depends in this situation mainly on the negotiation position and —strength of both
parties. This option of price differentiation requires a personal sales process which

brings along high transaction costs. (cf. Diller, 2008, pp. 236-237)
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Another example for first grade price differentiation are auction, if for example the
same service gets sold via an auction. (cf. Simon & Fassnacht, 2009, p. 265)

4.4.5.2.2 Second grade of price differentiation

The second grade of price differentiation aims to segment the customer into groups
where segment-specified maximum prices get defined. The customer itself can switch

between the groups why the second grade gets also called self-selection.

This price differentiation is subdivided into the performance-, volume- and area-
orientation. (cf. Simon & Fassnacht, 2009, p. 264, (cf. Diller, 2008, p. 229)

The performance-oriented price differentiation describes an offer, where the same
product gets offered with small adaptions or optimizations. It gets performed for
example by airlines and their different booking classes, where little product
modification lead to different prices. Precondition for this is, that the value differences

must be well recognized by the customer. (cf. Simon & Fassnacht, 2009, p. 266)

The second differentiation in between the second grade is the volume-oriented pride
differentiation. It is based on the sinking marginal utility by rising volumes. This
describes the situation, that volume segments get created, which have different prices
depending on the volume the buyer wants. This is also based on the fact, that the
handling of a high volume for one customer is lower. Therefore customer can be
provided with better prices the more products they buy. It is also called non-linear
pricing. (cf. Simon & Dolan, 1997, pp. 187) Usually the price sinks for the customer
the higher volumes the customer purchases. This is quite common in B2B business,
where bulk prices get used. An adatption of this is, where the customer gets the lower

price for all units if a certain volume amount is exceeded.

Another strategy is the pricing system with a fixed charged the customer has to pay in
order to buy the products to a certain price. This can be explained like some license

fee in order to get the products offered to a lower price. For example a service gets

47



sold to the customer for 20 percent less all the time if the customer agrees to a fixed

annual charge.

One more system of non-linear pricing is the reduction of a price after a certain volume
for the upcoming volume. This leads to, that the price is higher for the units sold until

the first quantity limit and then get cheaper for each following unit.

The third differentiation aims on the area aspect which describes the situation if the
same product gets sold for different prices in different areas like cities, countries etc..
(cf. Simon & Fassnacht, 2009, p. 280) It is possible to charge different prices
depending on the geographical area where the product gets sold. This works in areas,
where geographical and fincancial boarders are still intact and where consumer habits,
competition situations and distribution channels varies from area to area. Methodically
this differentiation aims on the best price for an area under consideration of the area

specific price elasticities and costs. (cf. Simon & Fassnacht, 2009, p. 281)

4.4.5.2.3 Third grade of price differentiation

The third grade describes a segmentation into groups, where the decision in which
group a customer is, gets made by the seller. So the difference to the second grade is,
that the customer has no choice to select the group where he wants to be in. And the
difference to the first grade is, that groups get defined. (cf. Pepels, 1998, p. 92)

One aspect of the third grade is also the above mentioned area-oriented price

differentiation which can be determined by the seller.

The second aspect is the personalized price differentiation where the customers get
segmented after certain criteries. Such groups might be students, retirees etc.. But it
can also be used in B2B-business when segmenting the customers into the different
branches. For each segment then is defined the optimal price in order to reach the

maximum profit. This only works, if the seller can prevent arbitration, where customer
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can infiltrate the segmentation which is the reason that it is mainly used when selling
services. (cf. Simon & Fassnacht, 2009, p. 274)

The third aspect is the temporal-oriented price differentiation. If a company needs a
very short order time to react to call-offs, it is more likely willing to pay more money
for it. (cf. Simon & Dolan, 1997, p. 135) So the time of procurement can be a
segmenting factor. In the automotive industry, the time factor can be described with
the supply of frequent deliveries and the change to just-in-time deliveries. In B2B-

business can also play an introductory price a role to use price differentiation.

The fourth aspect is the multiple-person price differentiation. The description for this
aspect is highly influenced by B2C-business, which will not be focussed on. But as an
adaption to the B2B-business, the multiple-person price differentiation can be used,
when the seller offers a product with a special price to a subsidiary of a group in order
to get recognized by the group. The bigger the group is and the more opportunities the

seller sees in the group, the price can be set lower.

4.4.5.3 Conditions and limits for price differentiation

To start price differentiations, there has not to be big different customer markets or
segments. It starts to be worth it if just one or a few customers get offered different
prices. (cf. Diller, 2008, p. 227)

There are some important conditions in order to use the price differentiation, especially
for the second and third grade.

First point is that the seller is able to divide the customer into at least two segments.
To use that there must be a individual consideration of each customers price willigness
and the willingness to pay. Since this is not easy or available all the time in B2B-
sectors, the willingness must be estimated. (cf. Diller, 2008, p. 232) The most
important fact to be able to use the segmentation is therefore to know the customers
really well and to have very detailled information about them. (cf. Simon & Dolan,
1997, p. 136)
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A blocking point for this is, that it is not possible to determine the precise willingness
to pay of each customer. So there must be set some average willingness to pay in order
to reach the maxmimum profit. (Phillips, 2005, p. 77)

The second point to operate with price differentiation is some “monopoly scope”,
which hinders a customer to leave to the competition, if the offered price does not meet
the willingness to pay of the customer. Therefore there must be subjective preferences
by the customer which enable the seller a second chance. (cf. Diller, 2008, p. 232) It
must also be prevented, that a high-price customer finds a way to pretend to be a low-

price customer. This would lead to a cannibalization. (Phillips, 2005, p. 77)

The third point is, that the segmented groups must be enough isolated from each other
to prevent arbitration. (cf. Diller, 2008, p. 232) Almost all markets has been started to
globalize and therefore markets get harmonized because of their availablity through
internet or centralized purchasing departments. The so called “grey import” infiltrated
the price strategies for differenent areas. This leads to that different geographical prices
are not enforceable any more like it had happened in the past. (cf. Simon & Dolan,
1997, pp. 162-165) It might be even worth for third-party arbitrageurs to infiltrate the
segmentation in order buy the product to low prices and sell it for a higher price.
(Phillips, 2005, p. 77)
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5 New product pricing

5.1 Introduction to new product pricing

Pricing a new product, which means a product which has no direct comparable
competition products, is not a situation, where the market sets the price. Because the
market does not know, what the value and therefore what the price for the new product
is. So, pricing a new product leads to decisions, which have to be set in order to achieve

a maximum of success with the product.

Therefore the pricing strategy of a new product is very important in order to determine
and reach the volumes, which are planned for the entry situation of the product into
the market. Because the pricing strategy of the first periods of market entry determine

very much the success of the product in the future. (cf. Simon, 1976, p. 11)

The upcoming described pricing strategies have all a focus on a manageable time
period. This is very much relevant for products, when it is clear how long they can last

on the market until a new product takes the old products’ place.

5.2 Pricing strategies
5.2.1 Skimming pricing strategy

The skimming pricing strategy is besides the penetration pricing strategy one of the
fundamental pricing strategies when it comes to introducing new products.

Using the skimming pricing, products get offered at begin of their life cycle to
comparable high prices. (cf. Homburg & Krohmer, 2006, p. 671) To do that,
companies must know the willingness of their early adaptors how much they likely

want to pay for the new product. (cf. Ingenbleek & van der Lans, 2013, p. 32)

In the time of the life-cycle, the price gets most likely decreased due to pressure
coming from competition and due to the goal of higher amounts of units to be sold.

Thus companies must know the worth of the product for customers at later stages.

51



Using this strategy, there are also two modification of it. One is the rapid skimming
strategy, which uses a high communication effort towards the customer in order to
convince him of the advantages to gain really quick raising volumes in order to

decrease the price after a short period of time.

On the other hand there is the adaption of the slow skimming strategy, which does not
use the high communication effort to keep unit costs low under acceptance of lower
volumes. (cf. Kleinaltenkamp & Saab, 2009, p. 76)

The skimming price strategy gets often used when the product has a high innovation
degree and differentiates from competition products or is even unique on the market
and may even have a monopoly position. The high prices is also an indicator for the
customer for high quality, if no product knowledge is available. (cf. Pepels, 2006, p.
271)

For example, the US American company Apple followed this strategy with introducing
their iPhone on the market. It started out to be the most expensive mobile phone on the
market because it was the most innovative one having almost no buttons and using a

touch screen to control it with delivering high quality.

The goal of this strategy is to use the willingness of customers to pay a high price for
anew and innovative product. The high price also supports the feeling of a high quality
which can support the innovation level of the product. (cf. Homburg & Krohmer, 2006,
p. 671) If customer buy such a quite expensive product, they are not just aiming on the
value itself but on the value proposition. (cf. Dawar, 2013, p. 106)

With reaching that goal the company is able to realise in the very beginning of the life
cycle high contribution margins to amortise innovation costs. It has also a comfortable
price scope, where it has potential to reduce the price. Therefore the company is not as
much dependable on the future sales of this product. (cf. Homburg & Krohmer, 2006,
p. 671)

But besides of the positive effect of this strategy, the high price has also its negative
effects.
The high price may deter customers from buying the product, because the purchase

may implicate a high financial risk.
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The high price has also an effect on the number of sold units in the beginning. Most
likely, in the starting phase of the life cycle, the number of sold units is low because
of the high price. Therefore there is no high rationalism advantage to reduce the costs
of the product with better purchasing conditions for raw materials or economies of

scale in production. (cf. Pepels, 2006, p. 276)

Not many customers in the beginning of a lifecycle are able or willing to pay the high
price in order to have the latest product on the market. But because of the mentioned
price scope, the number of units can be increased when the price gets lowered and with
that more favourable to a bigger customer basis. (cf. Homburg & Krohmer, 2006, p.
671)

Nevertheless, sinking prices may also indicate decreasing quality and exclusivity. That
may end up, that the early adaptors, who were the first which bought the product, do

not see the purpose anymore and stop buying the product.

5.2.2 Penetration pricing strategy

The penetration pricing strategy follows the opposite way of the skimming price
strategy. (cf. Homburg & Krohmer, 2006, p. 671)

Over the time of the life-cycle of the product, the price level increases and the product
gets more expensive. In order to use the need of the customer to buy the product even
with higher prices. (cf. Ingenbleek & van der Lans, 2013, p. 32) Rising prices then also
suggest rising quality, which is in thinking of rising quality awareness important for
customers. (cf. Pepels, 2006, p. 274)

Also Kleinaltenkamp & Saab differentiate the penetration pricing strategy in rapid
penetration and slow penetration under consideration of a high or low communication

effort against the customer (cf. Kleinaltenkamp & Saab, 2009, p. 76)

One of the advantages of this strategy is, that the company wins really quick high
market shares. This will then lead to high unit volumes. (cf. Homburg & Krohmer,
2006, p. 671) High unit volumes will it make possible for the company to generate

economies of scale with high contribution margins. (cf. Pepels, 2006, p. 274)
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Through winning quickly high market shares with starting with a low price, the
company wins time against competition. And time is important, because it is difficult

for competition to reduce this gap over the time.

Furthermore the low prices signals to the competitor’s high price pressure and big
competition which might act as a deterrent to the competition and prevent them from
market entry. (cf. Pepels, 2006, p. 274)

In general the penetration strategy has a lower flop rate because low prices bait the

customer more for test buys in order to test the product without having a big cost risk.

But on the other hand there are quite some risks. Through the low price in the
beginning, there is a relatively low liquidity return. Correspondingly the amortisation

time for development costs etc. might be comparable long.

This also ends up in a high risk if competitors entry the market with their products.
Then the company with the penetration price strategy has almost no reaction price

scope in order to keep the volumes of sold units high.

Furthermore, increasing prices are very conspicuous for the customer and will always

lead to hard price negotiations and a bad feeling. (cf. Pepels, 2006, p. 275)

5.2.3 EXxperience curve pricing

Besides the just two mentioned pricing strategies, which are most famous in literature,
the experience curve pricing does not get recognised for example by Homburg &
Krohmer (2006).

Explained by Ingenbleek & van der Lans (2013), the experience curve pricing show
the effects of the experience curve concerning the costs of a product. Therefore, the
price starts at its very low level to cover all costs and margin and to gain volumes. So
it starts out comparable to the penetration pricing strategy. But over the time, when
production and other costs of the product can be reduced, also the price gets even more
reduced. This strategy may be forced by a high competition on the market, where every

market player tries to keep or to increase its unit volumes.
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5.3 Challenges of new product pricing
5.3.1 Uncertainty

One of the fundamental challenges of all new product decisions is the high degree of
uncertainty. The uncertainty of this decision rises with the grade of novelty. One of
the most affected fields in this situation is the price demand situation concerning the
future growth of a new product. Many times it is difficult for the releasing company to
know every competitor or to assume how the competitor’s reaction may look like. (cf.

Simon, 1976, p. 17)

Resulting out of the uncertainty the decision maker of a price may not be sure about
the validity of the price. With this insecurity the stableness of the price is highly
attackable when customers complain about the price. (cf. Sodhi & Sodhi, 2007, p. 4)

Since the company needs to sell units, the risk of giving discounts is omnipresent.

5.3.2 Degree of novelty

“A new product depends on the relative “newness”.” (Diamantopoulos & Mathews,
1995, p. 99) So how new is the product with its features? This question can be
answered in many different ways and effects very much the decision making of
companies for their pricing. There are different dimensions with which a product can

be described as a novelty.

The first point to estimate the degree of a novelty is highly depending on the horizon
of knowledge of the estimating person. (cf. Simon, 1976, p. 20) Here we can

differentiate between customers and manufacturers.

The customer view on the novelty of a product might differ very much. Customer A
might estimate the product as a big novelty, because customer A has never seen such
a product, but on the other hand customer B estimates the product as an optimization
of an existing product because customer B is an expert in this field. Thus we can see
that the estimation of the novelty of customers is flexible and therefore the estimation

is more or less useless.

55



Another estimation under consideration of the horizon of knowledge can be done on
the manufacturing side. If the manufacturing company has to estimate the novelty for

itself it can differentiate between

a) The planned released product gets offered to the market the first time or
b) The company offers the already released product for the first time on a market

which has not been provided yet.
(cf. Simon, 1976, p. 21)

The just mentioned estimation of novelty on bases of the horizon of knowledge is

subjective and therefore not very much useful in order to support pricing decisions.

A more objective criteria is the estimation of novelty on bases of the features of a
product. The estimation follows therefore the current supply situation on the market

and takes this as the counterpart to which the product gets compared.

1. New products which get named as “new brand” or “new models” and which
have no significant other or better feature than existing products on the market.
They get subdivided in

a. Functional identical new products: products with same function
fulfilment but new outward appearance. For example comparing a
white iPhone against a green iPhone.

b. Functional similar new products: products which fulfil the same
function but on a bit different — usually better — other way. For example
an optimized iPhone with 16 GB memaory space compared to an iPhone
with 32 GB memory space.

2. New products which get manufactured with a totally new technology or which
offer a new function compared to the current product offers on the market. This
kind of new product can be separated as a

a. Product, which deliver the same function but in a totally new way. In a
sense of transportation and mobility for example a Mercedes-Benz S-
class with a combustion engine compared to the same model with an

electrical engine. So the sense of mobility remains the same.
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b. Product which satisfies needs, which could not be satisfied from
compared products yet. For example the first release of the iPhone
offered (besides many other things) the first time the manageable

handling to go to the internet without a computer.

(cf. Simon, 1976, pp. 21-22)

So as we just see, the classification of novelty of a new product depends on different
aspects. But these aspects can all affect the pricing of a product and enables

possibilities but also challenges for the pricing depending on the novelty.

Simon (1976, pp. 22-23) gives on basis of the above mentioned aspects following

statements which seem to have a high degree of validity for pricing of new products:

1) When pricing new products with a high degree of novelty, there consists a price
policy range because the product raises itself from other products. Just the fact
the product is new, and the more intense one or more needs get satisfied by the
product, it offers the company a higher and longer scope in which prices can
be set.

2) The more novel a product is, the less experience of other products can be used
in order to support pricing decisions and to lower uncertainties.

3) The more novel a product is, the less is the customer able to put price and
product in a relation. Therefore the customer cannot easily find a solution
whether the relation of price and benefit of the product is justified.

4) The more novel a product is, the slower proceeds the diffusion process’ in the
first periods, because customers change their behaviour stronger with raising
degree of novelty of the product. The pricing strategy therefore influences even
more the diffusion process, the more unique the product is against possible

competition.

" The diffusion process describes the proliferation of a product from the situation of its discovery on the
market until it is fully adoption on the market. It is highly dependable on the individuals with their
willingness to discover new products or technologies. (Gabler Wirtschaftslexikon, 2015)
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5.3.3 First price sets price category

The first price of a product sets its mark in the price category for the product. After
setting the first price, it is not easy to revise the price. (cf. Homburg & Krohmer, 2006,
p. 670) So the first price has a very high importance to launch the product on the

market.

Since the first impression of the price to the customer results in a categorisation of the
price the first price setting is one of the fundamental challenges of price setting.

Simon (1976, p. 30) sees basically two factors with which the customer evaluates a
price:

1. The customer compares the price with the expected product benefit
2. The customer compares the price with the prices and benefits of substitutable

products.

Under this consideration the customer evaluates the product as cheap, expensive,
inexpensive etc.. So the more novel the product is, the more has the customer problems

to assign the product in his known framework of prices. (cf. Simon, 1976, p. 30)

So when setting first prices these categorisations must be taken into consideration.

5.3.4 First price sets a quality indication

In literature is also seen the first price as a quality indication to the customer. This

relies on different facts:

1. The price is a very good known value and all products are comparable over the
price.

2. The customer expects that the product gets priced just a bit above its production
costs. High production costs implies high quality.

3. Because of their experience customer expects that higher prices mostly are a
result of a high quality process. Therefore the selection of an expensive product

reduces the risk of a low quality.
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(cf. Simon, 1976, pp. 33-34)

But nevertheless, the price can just deal as an indicator for quality if the quality
decision is not made but if the product has some opportunities to compare it with other

products.

If there are no comparisons possible, the price cannot deal as an indicator. (cf. Simon,
1976, p. 35)

“Pricing has a strong influence on whom you compete with.” (Dawar, 2013, p. 106)
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6 Introductory pricing of a start-up companies

6.1 Pricing as a major problem of start-up companies

When it comes to pricing, not only for start-up companies it is a major problem. In the
year 2004, the McKinsey Global Survey of Business Executives among 16.500
business people out of 148 countries unveiled, that “pricing is their preeminent worry
— ahead of talent shortages and operational capabilities.” (The McKinsey Global
Survey of Business Executives, 2004)

So how may it be possible for a start-up company to deal with a solid pricing strategy
while having many other issues to solve in the ramp-up phase?

In the phase of founding a company are many decisions which have to be taken by the
young start-up company. All amongst are especially financial issues which disable a
start-up company to take costs for things which do not aim on the main purpose, the
product itself, be it with production issues, the purchasing of raw materials or anything

else.

As we saw in chapter six and seven, pricing is a very widespread field which takes up
an own department in big companies having specialist which do nothing else than
developing pricing strategies and supporting other departments of the company in

order to have the “theoretical” perfect price for the market.

But in the time of founding a company and launching its very first product, a start-up
is financially not able to get for every task a specialist. In our example meaning a
pricing specialist, who solves the pricing problem and offers a solution and
recommendation which is based on a professional analysation of the situation.

Since the author had to deal with this issue, he asked for this service. From probably
the most well-known pricing specialized consulting company in the world, he got the
feedback, that a pricing support with all its analysis costs around 75.000€ to 100.000€.
So looking at the start-up situation, when no product has been sold yet, when the
outcome of the company is unknown, when not knowing that the product at all gets
demanded by the market, there are other fields for which 75.000€ can be used. Getting
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this price the question if outsourcing — yes or no — was answered. The pricing strategy

must be solved internally.

And the decision of the pricing strategy, which is very fundamental to launch the
product, must match onto the market requirements. Otherwise the start-up company is
facing financial problems if the product with its pricing gets not accepted by the market
in the first step. A second step then might not be possible because of financial issues
which hinder the company to breath and the end of the company might be near.

6.2 Importance of pricing on B2B-markets.

Products on a B2B-market combine in many times a variety of different aspects, for
which a customer has to decide. The variety of these aspects comprise aspects like
material quality, functions, capacity of production, incoterms and many others which

influence the purchase decision.

This variety leads to the fact, that many products in B2B-business are highly
individualized. As a result, the offered product is in this combination even new to the
selling company which implies that the seller cannot come back to a fix price list in

order to sell the product.

Additionally, the price- and cost awareness of the customers is higher due to its
professionalized purchasing departments, which are especially trained to reach low
prices. The trained purchaser does not show or tell, what the company is willing to pay
for a product. Some of the purchaser do not really mention the value of the product for
the company. They even refuse information from the company in order to reach their
goal of lower prices. (cf. Nagle, Holden, & Larsen, 1998, p. 10)

Besides the just mentioned specialities on B2B-markets is the fact, that purchasing
decisions get often taken by more than one person. This group of people can consist
of employees of different departments which represent the requirements of their
departments onto the product. This is important to know in order to explain the value

of a product which should be represented by the price.
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As a result of the above mentioned variety of individualization, especially in the phase
of developing, the cost-informed pricing is very much relevant, because for many
products in B2B-business does not exist a relevant comparable market price. (cf.
Diller, 2008, p.478) The difficulty with this fact is, that many costs of a new product
can just be estimated because of its individualization for the industrial customer. The
market- and value-informed pricing decision may then influence the amount of margin

which will be add on to the cost bases of the product.

6.3 Process of pricing for a start-up company

The process of pricing for a start-up company is the most important step in order to
enable or at least support a successful market entry. As we have seen prior in this
thesis, the pricing of a new product is difficult and therefore a stable and defined

process is unavoidable.

For that reason the process of pricing and with it the pricing planning constitutes a
systematic-methodical and integrative process which leads to set prices for the new

product.

It is important to jump through each step in order to build up the own knowledge about
the pricing process and in order to prevent to miss something.

The following described and shown process is a practical and new approach which is
especially relevant for start-up companies. Start-up companies can profit with this
methodology, because it is formed to fit into a situation, where not many resources can
be put into building up a pricing system. Knowing, that many other decisions are also
very much relevant at the time of founding and starting the company, the company

should despite this fact, take some time to look over the pricing process.

Following is a short description of the pricing process. The main steps will be

described in the following chapters:

To have an introduction into the pricing system, it starts out with a situation analysis

which is mandatory in order to set goals and define the process. After that the process
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must continue with the market analysis, which has been already done probably for the
business plan, before the company was founded. But now, one dimension more comes
along which is the view on the pricing relevant aspects of the market analysis.
Continuing with setting the pricing strategy which influences the setting of the costs
of the product leads to applying the pricing practice. After knowing a price through
applying the pricing practice, the start-up company may think of price differentiations,

which are already possible.

When then the company ended up having thought or applied price differentiation the
decision for the price or the prices should be very clear. This clear understanding helps

later on in the sales process.
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Figure 13 — Pricing process for start-ups

6.3.1 The Einhausian Pricing Circle

As a result of the process of pricing has been developed the Einhausian pricing circle,
which constitutes the process of pricing for start-up companies but also for all other
companies which want to have a focussed and controlled process of pricing for their

products.
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Figure 14 — Einhausian Pricing Circle

The Einhausian pricing circle combines all necessary steps in order to aim on a price
which has good potential to fit into the market situation. Nevertheless, the decisions
which have to be made within the Einhausian pricing circle have big influence on the

success of the pricing process.

But it does not just show a process, the system of the Einhausian pricing circle focusses
on a continuous and self-repeating process. The reason for this is, that each current
situation may lead to a rethinking of the made decisions. For example when the product
is just launched and has entered the market, the competition reacts in some way and

this may lead to a complete new situation.

It might be possible, that not all steps have to be made in order to change a price

decision, but the steps have to be considered in order that nothing gets forgotten.
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Each mentioned step of the Einhausian pricing circle gets described in the following
chapters. It gives an overview of the different steps and gives motivation to go more

in detail if necessary for each company while using it.

6.3.2 Situation Analysis

The situation analysis is an important starting step for the pricing process. It must be
clear in the start-up company who will set the price and who is involved in the process.
Therefore the project team whether it consists of only one person — most of the time

the managing director — or even more must be clear.

This is very important because the pricing process can be influenced in many ways
through different views on the impact of the price. The knowledge base of the involved
people must be on an equal level in order to reach the best possible result. Additionally
the pricing process has very strategical influences. Therefore the decision must be very

thought out.

In this time of the process the decision can be made in order to get consulting support
for the pricing process or if the process stays in-house. Since it was described before,
many start-up companies do not have the financial background to spend the money for

external pricing support.

The situation analysis must also set a time frame in which the decision process takes
place. It is an important difference, if a company has time to decide and evaluate the
situation or if the price information must be given in a very short period of time. That
heavily influences the possibility of depth concerning the needed analysis.

6.3.3 Market analysis

The market analysis is a fundamental step in the pricing process. For many start-up
companies, the market analysis is part of their business plan. But the business plan
does not always have the specific point of view on the pricing relevant aspects of the

market analysis.
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The market analysis and the result of it determine very much the price and therefore
the outcome and success of the pricing process. Since there are many books on market
analysis® and because market analysis describes a big research field for itself, the
upcoming sub points just give the information that it should be done and what the

results can be.

The market analysis must be split into a customer view and a competition view. But
before starting with the analysis of the competition and the possible customers, the
novelty of the product must be clear which is a combination of competition and

customer analysis is.

6.3.3.1 Novelty of the product

How new is the product the start-up company wants to offer?

The problem of this question is also already described in chapter 7.3.2.. But since we

are looking now on the process, this issue comes back into play.

In many cases, the answer to the question if the product is new can be given very
spontaneously through the founder of the company. If the founder did not thought the
product is new, the founder would not have started the company in order to produce

the product.

But this does not answer the question, if the product is new to the market whether on

competition or customer side.

There might be the situation where the founder does not know, that a comparable
product is offered through a competition company. This might happen especially in
the B2B-business, because this market is not as much transparent as the B2C-market
is. Therefore this information must be analysed in detail.

Another issue of novelty must be checked whether the product is new to the customer

side. This means that it must be clear, that no comparable product has been on the

8 More information on the detailed market analysis processes can be read for example in
Marketingmanagement by Homburg & Krohmer, 2006
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market anytime. That means that it might be possible that the offered product of the
company describes a solution for a problem of a customer, which has been solved in
the past. Therefore the product would come out as a me-too product, which heavily
influences the pricing situation. So this information must be analysed in order to know

the novelty for the customer.

6.3.3.2 Benefits of a product

The market analysis of the product must include the analysis of the product itself. This
analysis combines the dimensions competition analysis and customer analysis but is

fundamental for the pricing process.

This information can also already come out of the business plan, which has been made

before.

It must be very clear to the company and for the pricing decision team, which are the

benefits of the product. The benefits determine the value for the customer.

This gets later on very important in the sales process that the benefits of a product are
known by the customer and clear to the customer. So the transportation of the
information is important. This enables, that the customer can think of the value of the

benefits of the product which might make the buying decision easy or at least easier.

To work out this benefits can last quite long and does even continue when the product
is already in sale. When selling the product to customers and especially in situations
where the salesman of the new product has direct communication to the customer, new

benefits can arise which also can influence the future pricing of the product.

6.3.3.3 Competition

Depending on the novelty of the product, the analysis of the competition can last longer

or shorter.

The competition must be analysed from different points of view.

68



The first point of view is dealing with the products of the competition. Are there
offered products from the competition which are somehow comparable to the new
product? Is or are there comparable products which might be affected through the new
product of the start-up company? So products often bring more than one benefit to the
customer and the analysis must find out, which benefits from which products are equal
or comparable to the product the start-up company wants to offer.

If there are really no comparable products, so the product is a complete novelty, the
analysis should not be over. The competition analysis can therefore bring the
information, which competition company might be able to offer such a product in what
time frame. So looking at our prior example of the Apple iPhone, Apple probably knew
very good, which competitor can offer in what time a product which gets closer

comparable to their iPhone.

Having the information how long a new product is unique on the market can influence

the pricing strategy decision a lot.

Another viewpoint on the competition must be done, if there are comparable products
or at least products which can offer an equal or comparable benefit. It is important to
know, where the competition set their prices for products which bring a comparable
benefit for the customer.

This information is probably one of the hardest to get, because in a competition
situation in B2B-business, there are not often open information about the prices of the
competition. To know that can be an advantage but can also be a disadvantage. It can
lead to a confusion because it influences the pricing decision in this way, that the prices
get adapted to competition prices without focussing on the own product. That is a
balancing act, which has to be taken in order to determine the price.

The competition prices are thus very important to have a clue, in which segment, high-
or low-price, the product can be offered. The decision if the product will be set in the
high- or low-price sector, or somewhere between will be set when setting the pricing

strategy.
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6.3.3.4 Customers

The customer analysis can be done in many ways. In the field of pricing a product for
a start-up company, it is important to know in which segments of B2B-business the
product can be offered. This is important to limit the possible customers in order to be

able to set the prices accordingly to the special situations.

With knowing roughly the possible customers it is in B2B-business important to know
for which of the customer product/s the customer could use the product offered by the
start-up company. This brings along an indicator or information if the product can be

set in a more high-price sector or low-price sector.

As an example if a special new packaging gets offered to a brand like the Swiss watch
manufacturer ROLEX®, one can estimate that this company would more likely spend

more money for their product as the Swiss watch manufacturer SWATCH®° would do.

The analysis of the customer should also bring the information what the customer
might be willing to pay. Since we are moving in the B2B-business environment this is
a very vague information, because customer rarely tell what they are able or willing to
pay for the product. In combination with this information stands the aspect, mentioned
in 8.3.2.2. with the benefit of the product for the customer. Because the benefit of the
customer can determine the value and therefore the price for the product.

For example when the first hand barcode scanner were released on the market,
Motorola calculated the time saving using this barcode scanner. This time saving was
quite easy convertible to the value for the customer. With knowing this value, the

company could set the price for this new product at that time.

6.3.4 Set the pricing strategy

Setting the pricing strategy is a very important decision at the beginning of a product
life cycle. Looking at the described pricing strategies in 7.2., the pricing strategy can

highly influence the volume of units whether with aiming for the skimming,

9 Further information on http://www.rolex.de/de
10 Further information on http://www.swatch.com/de de/
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penetration or experience curve pricing. That is the reason why the result of the
decision of the pricing strategy is also a decision for the planned volumes which want
to be sold.

That is the reason to set the pricing strategy before thinking about the pricing practice
which will be applied, because the influences of the pricing strategy on the planned

volumes has also influence on the cost base of a product.

It has influences on both cost types. The fix costs get depending on the decision
distributed to a higher or lower volume of units. Aiming for the penetration pricing
strategy will have the calculatory result, that the fix costs get distributed on a high
number of volumes and therefore have a “smaller” impact on the price. On the other
side when thinking about the skimming pricing strategy, the impact on the price is

bigger, because the distributed fixed costs are higher.

To sum up the decision for the pricing strategy. It sets the foundation stone for the
further pricing planning and has such a big influence that the decision has to be taken

in a very early phase.

6.3.5 Set the cost bases

Since we now know coming from setting the pricing strategy with which volumes have
to be planned, the calculation of the cost bases can start. What we have already seen
in chapter 6.4.1, to know the difference between full costs and variable costs is quite

important for the pricing decision.

Especially in a start-up company situation it is very difficult to start the cost base

calculation.

The easier task is to set and identify the variable costs. Because these costs are directly
distributable on the product and therefore quite easy to identify. But that does not
mean, that the calculation will correspond to the status quo in the future. Variable costs
get influenced by output and experience and therefore they are not fix for the whole

product life cycle. That is the reason why the cost base must be periodically checked
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in order to know the development of the just mentioned output and experience factors
on the variable costs in order to be flexible in the future pricing decisions.

Also quite easy seems to be the identification of fix costs and to evaluate the amount
of the fix costs. The most fix costs are in fact easy to determine and therefore easy to
distribute on the piece costs when thinking of a full cost bases. But since we are
focussing on a start-up company this factor is quite different. As a start-up company it
IS not very easy to know really all fixed costs before the company is really working
and running. There might come up costs, which end up to be fix and are repeating.
This issue leads us to an overall point, which has to be considered in the setting of the

cost base.

When starting a new product and especially when starting a new product and a new
company, there are costs whether variable or fix, which are not known before the price
gets set. These costs can be named calculatory risk costs and must be considered in the
pricing process. Because without thinking and calculating with such cost, it can end
up in a loss situation, because the unknown calculatory risk costs might influence the

financial result negatively.

So as it was described already in 6.4.1, costs play a vital role for the company, and
must be covered somehow through the combination of sold units with charging the
right price.

6.3.6 Applying the pricing practice

We have seen in chapters 6.4.2 to 6.4.4 that there are three basic ideas of setting the

prices.

All three highly depend on the amount of information the decision maker has. If the
market analysis does not bring out enough insights into the competition or customer

situation, it is difficult to use these pricing practices.

For sure, the cost-plus pricing is the pricing practice, which is easily applicable. The
reason for this is, that the information for this pricing practice are all coming from

inside the company. This lowers the uncertainty and might give the pricing team a safe

72



feeling about their decision, if they use the cost-plus pricing and add simply a margin
onto the cost-bases. Since the cost-plus pricing seems to be logic and practical, it might
imply that competition might use the same thinking and when knowing that the
competition has a comparable price structure, the price cannot be that “far away” from

the competition.

Nevertheless, what we have seen in the mentioned chapters is, that the cost-plus
pricing is just looking inside the company and does not consider the competition and
the customer point of view. That is again underlining the market analysis, which really

plays a very important role for the pricing decision.

If knowing the value of the product to the customer and if knowing the competition
prices and both under consideration of the internal cost-base, the pricing decision can

be made under a quite good certainty.

At least the pricing practice can determine the price floor which is important for the
different sales distribution channels a sale in B2B-business can be performed.

6.3.7 Applying price differentiations

After setting the prices with the help of the pricing practices, the start-up company can
think of applying price differentiations in order to use the benefits of price

differentiations.

Like it is described in chapter 6.4.5 the application of price differentiations increases
the complexity of the whole pricing process. Additionally, price differentiations are
depending on the different sales distribution channels a start-up company may want to

use.

As described in the first grade of price differentiation; when dealing directly with
purchasers it will come all the time to a negotiation of the price. This leads to a
situation where the price which was first offered just gives an indicator where to start

the negotiations.
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6.3.8 Enter the market

After passing all the recommended pricing steps the start-up company can offer their

new product to the B2B-market and start their first experiences with the price.

In every customer situation is some feedback to the pricing situation and should be
regarded for the further steps. Because the pricing decision should not set in stone but

has to be a dynamic approach to adapt to the different future market situations.

After entering the market the pricing process must lead to a continuous process, which
Is constituted through the following figure, which shows the prior described steps in
repeating circle.
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7 Results of the Einhausian pricing circle for the EM.tec design
GmbH

After applying the Einhausian pricing circle on the needs of the EM.tec design GmbH

the pricing situation of the beginning of the start-up phase has changed drastically.

Since the author and founder of the EM.tec design GmbH has experiences in the
supplier industry for the automotive industry, he was very familiar with the cost-plus
pricing. This is coming out of the fact, that customer insist of getting a cost-break
down, which does not give many possibilities to hide margin for profit.

The project EM.tec design GmbH had been originally started with the cost-plus
pricing, which was also used for the development of the business plan. By that time it

was just focussing on the cost-side of the product.

But with applying the Einhausian pricing circle, the initial idea of the price got reset.

7.1 Situation analysis

With the orientation of the Einhausian pricing circle the pricing process started with
the situation analysis. The situation analysis describes the current situation of the
company. It states, that the company is in the start-up phase. In this phase costs are
running without any turnover is generated. Many competitors are on the market and
the amount of different branches does not make it easier. This is the reason why the
decision has been made to focus primarily on the two branches automotive and fashion.

This decision then led to a focus on these two branches.

7.2 Market analysis
Since the decision in the situation analysis has resulted in focussing on the two

branches fashion and automotive industry, the market analysis primarily focuses on

these two.
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7.2.1 Fashion industry

The reason to decide for the fashion sector is, that the company sees the best quick-
win possibilities in this branch. Quick-win means, that the time until turnover can be
generated is quite short, The reason for this is constituted, because this branch is more
spontaneous than other branches; this branch has many model changes due to the
seasoning business and because this branch does not have high requirements on
material tests which can last up to six months until a result can be judged.

The risk coming with this opportunity is on the other side, that a fashion trend might
be a big hype in year one, but it is possible that the fashion trend might be already over
after one year. This fact then supported the decision to focus on a second branch, the

automotive industry.

The competition situation in the fashion industry is very hard to overlook. A lot of
small companies are supplying in the field where valure™ can be introduced. This
makes it very hard to get price or volume information. Moreover less of these
companies are situated in Germany but many in Italy. This is the reason why the

EM.tec design GmbH gets supported by an Italian fashion market specialist.

7.2.2 Automotive industry

The automotive industry has the big timely disadvantage that it takes quite a long time
to get into a car. This is because of the product life cycle of a car until a model change
comes. The life cycle of a car model is around four years until a model care gets

introduced.

Another reason for the long time until a product gets introduced in a car is because the
decisions paths are very long and many different departments of an OEM are
influencing the decision. Moreover the quality requirements on the products are
higher, which lead to longer evaluations of the product if it is suitable for the car.
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But on the other hand the timely advantage of the automotive industry is, that if a
product is placed in the car it usually stays there until the end of its product life. So the

automotive industry somehow guarantees a solid demand.

Another reason to go for the automotive industry is that there are not many customers
in the market, especially when just looking on the premium brands like BMW, Audi,
Mercedes-Benz and Porsche. This leads to a very restricted market analysis with just

focussing on the German OEM brands.

But this small amount of possible customer have quite a big amount of different
products, starting from cars in the small sector up to cars in the upper- and luxury class.
This opens up the possibility, that the OEM has many different opportunities where to

place a valure™ ennobled product.

The competition situation in the automotive industry comes out to be quite clear. There
are just a few leather suppliers, which deliver to the German OEMs. Furthermore there
are just a few artificial leather suppliers, which deliver the standard for the German

automotive industry.

But since the competition is restricted in their design features valure™ has a chance to

compete against the current players.

7.3 Set the pricing strategy

After the analysis of the market situation the pricing strategy has been set. Since the
ennobling valure™ is a modern technology which opens up new opportunities the
primarily decision is made for a combination of the skimming pricing strategy and the

penetration pricing strategy.

Since the product is just at the start to be sold and many investments had to be taken
for this product, it is important to do not start with a low price and hope to have the

opportunity to raise the price during the life cycle.
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Since the product gets sold to very experienced customers, there must also be
considered some space for negotiations. This gets supported by the skimming pricing

strategy, because it leaves some negotiations space.

But nonetheless the pricing strategy has to take into account that the first orders must
come soon which is the reason for the combination with the penetration pricing
strategy. Some of the first few offers are going to be based on a low price in order to
quickly access the market. This should support the awareness about the product on the

market.

After being with some products on the market, the skimming pricing gets applied in

order to generate early good turnovers to cover the investment costs.

7.4 Set the cost bases

The decision for the cost bases was set for the full cost bases with the approach of the
margin costing. The variable costs are quite well known which offer some flexibility

later on in the sales process.

Since the original start of the start-up company was planned on a cost-plus pricing

practice, the known costs could be used quite well to set the costs.

To set the base, a certain capacity utilisation was regarded in order to set the main
machine cost rate. The capacity utilisation was therefore based on the fact that the

skimming pricing strategy adds for lower prices with higher volumes.

7.5 Applying the pricing practice

Since the cost-base is quite good known, the EM.tec design GmbH applied the value-
informed pricing in a combination with the cost-plus pricing. The competition-
informed pricing was not very usable, because not many competition information were

available.
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Through customer appointments could be investigated the need for the possibilities to
have various design opportunities combined with never-felt haptic features. This led
to the idea, that the product really adds value for the customer. With looking at these
values, the EM.tec design GmbH set a bottom price on which the different values of

the features were add on.

This combination supports the idea of regarding the internal needs to cover the costs
with regarding the actual value of the product for the customer.

7.6 Applying price differentiations

The EM.tec design GmbH decided for two basic price differentiations.

The first price differentiations aims on the volume amount which the customer
demands. So depending on the amount of square meters a year, the customer gets
different prices. Starting from a comparable high price with low volume demand down
to a comparable low price if the volume demand is high. This is very common in the

industry and must be considered.

A second price differentiation is the distinction into the main focus branches
automotive industry and fashion industry. Assuming that the automotive industry is
more price sensitive, the price base was set lower, than for the fashion industry.

7.7 Enter the market

So with the completion of the Einhausian pricing circle, the EM.tec design GmbH
starts in the third quarter of 2015 into the market with its ennobling coating technology
valure™. With that entry, the Einhausian pricing circle gets firstly applied to the
market and the result will show, if the Einhausian pricing circle has its evidence to be

practical.
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8 Conclusion

The present work devised a conceptual pathway with applying a pricing process on a
product of a start-up company. The presented start-up company which served as the
starting point for this master-thesis, belongs to the author and had its foundation in
May 2014.

On this basis one target was to analyse the current situation about the basics of pricings
and then especially on the new product pricing. What the master-thesis shows is, that
the pricing process is seen as very important and majorly influencing the profit of a
company. The results of bad pricing have a strong impact on the success of a company.
Especially the

As a basis of the pricing process is set the knowledge about the role of costs for pricing.
Because without covering the costs, a profitable company is not possible and must
think about launching a product at all. Particularly for start-up companies is the
question of the costs very important, since it is difficult to overlook all costs of a
company at the beginning of their life.

The different pricing practices are for itself definable but also combinable. An often
used pricing practice is the cost-plus pricing, which is widespread in companies all
over the world. Despite the fact it is used so much, the cost-plus pricing is not the best
pricing practice to reach the best financial goals. Therefore the cost-informed pricing
must be combined with either the value-informed pricing and/or the competition
informed pricing to have the most success. The value-informed pricing has its main
focus on the value of the product to the customer. This view is the most promising

approach to exploit the profit opportunities.

To be able to adapt the prices to different customer groups the price differentiation is
an add-on practice on the just mentioned pricing practices. It describes the
differentiation in pricing for example through small adaptions of the product or
through the different regional market places where the product gets sold. This offers

the opportunity that the product becomes interesting to different customer groups.
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Besides its positive effects, the price differentiation levels up the complexity of pricing
a lot, therefore it just should be used advisedly.

The just mentioned points cover the first target of the master thesis which was to
describe the basic pricing practices and pricing strategies in order to be aware of the

important factor of pricing a product.

The second target was to set up a practical and clear process for a start-up company in
order to be able to set a pricing for its product. As a result out of the target was
developed the Einhausian Pricing Circle which describes the basic steps which have
to be taken to set up prices. It is based on the current knowledge about pricing in a
basic manner in order to be useful in a very short amount of time. It is especially useful
for entrepreneurs which have not studied economics. This makes it flexible for every

kind of entrepreneur starting from a baker man up to a high-tech start-up company.

The third target was the proof to apply the suggested pricing process onto the start-up
company EM.tec design GmbH. The result showed, that the process is usable and it
really helped the author to keep his thoughts on the path to generate a pricing model,

which gives a good feeling about the set price.

So looking generally onto the master thesis, the targets are answered and the author is
looking forward, that the Einhausian pricing circle can really serve to support start-up
companies which do not have time for exceeding pricing analysis and must keep the
pricing decision practical.
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