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Advertising’s Slow Road to Value-Based Pricing
By Jon Manning

This White Paper first appeared on TrinityP3 blog on the 23rd January and the 18th
February 2013

One of two industries where customers are forcing suppliers to adopt Value-Based Pricing
This article first appeared on TrinityP3 blog on the 23rd January 2013

As a pricing consultant, | am frequently asked by companies from all sorts of industries to
assist them in a move to Value-Based Pricing (VBP). These companies tend to be acting
proactively and initiate the move to Value-Based Pricing themselves. So, what is Value-
Based Pricing and why do companies initiate the move?

Value-Based Pricing is where a company monetises part or all of the economic value it
creates for its customers. The economic value is created by the vendors’ products and
services either increasing the client’s revenue, reducing their costs or minimising their risks.
These three sources of value are not necessarily mutually exclusive: some products can
increase revenue and reduce costs, for example.

One of the most commonly cited reasons by companies for shifting to Value-Based Pricing is
that their customers don’t buy from them because of what it costs the vendor to provide
the product or service purchased. They buy from them because of the value they receive. If
the research is to be believed, then the 70% - 80% of companies that resort to cost-plus
pricing are pricing on a dimension that their customers just don’t care about.

To put it another way, cost-plus pricing (like billing by the hour) is based on inputs, while
Value-Based Pricing is based on outputs.

Value-Based Pricing requires vendors to have a knowledge and understanding their
customers’ value-chain and their value creation process, and this is achieved via long-term,
sustainable relationships, rather than the odd transaction here and there.

As a result, Value-Based Pricing is more holistic than alternative methodologies. It enables
companies selling goods to monetise the services involved in the provision of such goods,
while enabling service companies to shift their focus to the provision of solutions.

The majority of companies | work with want to move to Value-Based Pricing so they can
become the “price maker” in their industry, and reap the rewards that go with wearing that
crown. Such a move also helps differentiate them, particularly in industries that are being
commoditised or disrupted.
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Which brings me to the advertising industry, which is one of two major industries where
customers are demanding a shift to Value-Based Pricing because the industry itself is
refusing to go there (the other industry is Professional Services, such as Lawyers,
Accountants and the like).

On 20th April 2009, Coca-Cola said it would adopt a “value-based” compensation system for
the advertisers that do work for its 400 brands. Rather than paying advertising agencies for
hours worked, Coke will pay for results achieved”

The Economist, 14th May 2009

The situation where customers demand Value-Based Pricing is not one you want forced
onto you. It will catch you off-guard and force you to make mistakes that come with not
planning ahead and being reactive to customer needs. You will be a commoditised “price
taker,” constantly beaten up by powerful procurement managers.

Perhaps more worryingly, there is a huge risk of polarisation across the advertising industry.
Those that can provide value-based advertising solutions to customers will command
premium pricing.

|II

And for everybody else, there’s “commoditisation hell.
It would be remiss of me not to tell you how to start your Value-Based Pricing journey.

A couple of years ago, | went on a ride-along with a Sales Rep from one of Australia’s biggest
online advertising portals. During the sales pitch, the rep told the advertiser about all the
value they were receiving from their advertising: unlimited listings, preferential pricing on
enhancement products, page impressions, click-thrus, email enquiries, phone calls, and so
on.

The advertiser silently took all of this in, and then replied, “I hate phone calls!” The sales
rep was taken aback. “What do you mean, you hate phone calls? That's the most qualified
lead to your business that we provide,” she said. “l don’t want to be answering my phone at
all hours of the day or night. | value email enquiries because | can respond to them when it
suits me.”

This (true) story epitomises why the adverting industry has been a laggard in adopting
Value-Based Pricing: they haven’t worked out the real value they are offering. Value-Based
Pricing starts with understanding value from the customers’ perspective. The Sales Rep
thought that phone calls were the most valuable ROl metric. She was wrong, because value
is in the eyes of the beholder (the advertiser).

As | mentioned in my last post, there are three ways a vendor can provide value to a client,
either by increasing their revenue, reducing their costs, or minimising their risk. The table
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below provides just a couple of examples in each category for the advertising industry
(there are many more):

The advertised products command a higher
Increase selling price
Revenue New or incremental sales (via new channels
or new markets)
Creative campaigns foster greater customer

ggg:‘:e awareness and loyalty, which..

Reduces the Cost-to-Serve
Minimise Campaigns are optimised in (next to) real time
Risk PR & Reputation Management

Sometimes, finding sources of value to monetise requires “out-of-the-box” thinking. Over
Thanksgiving last year, Facebook sent a “swat team” to Wal-Mart’s headquarters in
Bentonville with the specific objective of optimising 50 million mobile ads that Facebook
users would see for toys, televisions and other discounted products. According to
MarketingWeek, “...\Wal-Mart’s senior team was apparently won over by the service they
received and the results.”

So how do you monetise advertising services on the basis of value? Here are just three
alternatives:

Option 1: Upfront Pricing

One of the best ways to align the price paid with the value received is to ask the advertiser
upfront how much they think the solution you offer is worth. Not convinced that pay-what-
you-want (PWYW) will work? Ask the owners of HumbleBundle.com, a website that has
generated $23mill in payments since launch, utilising a PWYW pricing model.

Option 2: Contingency Pricing

If the advertising solution delivered achieves a satisfactory outcome, the agency’s fee is
significantly higher than what it would earn under a normal fee arrangement. But in the
case of a below par result, the agency gets paid less, costs only, or in the worst case,
nothing.

Like PWYW, this pricing model may appear scary too, something that must have crossed
Google’s mind when they realised that if a user doesn’t click on an ad, they wouldn’t get
paid.

Option 3: Guaranteed Pricing

This is not a Value-Based Pricing model that agencies should jump to from the go-get, but
where an agency has the knowledge and experience to offer an ironclad guarantee around a
satisfactory outcome for a campaign, it can be a highly differentiated, premium priced
alternative.
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Value-Based Pricing is a process, not a project. Careful consideration needs to be given to

which clients it is applied to, and in what magnitude. It won’t happen in the advertising
industry overnight...but it will happen!

i

Jon Manning is Founder & Chief Expert at PricingProphets.com. He primarily develop value-
based pricing and monetization strategies for companies that recognize that its not what |
know about pricing in their industry that counts: its what he knows about pricing in so may
other industries that helps make my work with them more profitable.

Customer Value Creation International



