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In this article, the author explores
recent high profile court decisions
in which customer loyalty programs
were ruled to be illegal, and explains
these cases through the perspective
of pricing to help pricing managers
avoid any customer loyalty pricing
strategies that could leave them vul-
nerable to competitor litigation. Tim
J- Smith is the managing principal at
Wiglaf Pricing, adjunct professor at
DePaul University, a requent PPS
speaker, instructor and presenter, and
the Academic Advisor for the Certi-
fied Pricing Professional designation.
His most recent book is Pricing Strat-
egy: Setting Price Levels, Manag-
ing Price Discounts, & Establish-
ing Price Structures (South-Western
Cengage Learning, 2012). He can
be reached at tsmith@uwiglafpricing.

com.

In This Issue:

Are Rebates and Customer
Loyalty Programs lllegal?................... 1

Value-Based Pricing Is
More Than a Pricing Strategy.............. 4

Everything Revolves Around Price......6

Pricing, Big Data and Marketing:
A Powerful Trifecta.........oceeeevereereeeens 7

Have a pricing article, case study or
story to share? Send articles to
editor@pricingsociety.com.

=PRICING
ADVISOR

A Professional Pricing Society Publi

The Pricing Advisor™ is
published monthly by the
Professional Pricing Society
3535 Roswell Road, Suite 59
Marietta, GA 30062
770-509-9933
www.pricingsociety.com
Kevin Mitchell, Publisher
All Rights Reserved © 2014

Are Rebates and Customer
Loyalty Programs Illegal?

A Strategic and Legal Case Study of Intel and Eaton

ebates, discounts, and other

forms of incentives are com-

mon parts of customer loyalty

programs. Done right, they
improve the profitability of the firm and
the reduce costs for customers. As such,
they are common marketing programs
and are often included in marketing and
pricing recommendations.

Yet recent court rulings indicate that
they are sometimes illegal.

As an author, professor, and consultant
on pricing strategy, I have to take no-
tice of the legal decisions regarding pric-
ing — for I never want to suggest that my
readers, students, or clients do something
that will land them on the wrong side of
the law. The challenge, however, is that
the law isn’t exactly written in stone, nor
is it always clear. The law evolves and
lines can be blurry.

The latest evolution of the legality of
price reductions suggests that customer
loyalty programs that engage a pric-

ing component are illegal for firms with
dominant market shares. But what con-
stitutes a dominant market share? What
kinds of customer loyalty programs are
illegal? When can a customer loyalty
program be recommended and when
might it land you in court? Let’s look at
the court rulings regarding programs by
Intel INTL) and Eaton to see what we

can learn.

Intel, 2009-2010

In 2009, European regulators hit Intel
with a $1.45 billion fine for their cus-
tomer loyalty program in the silicon chip
industry. As part of its settlement with
AMD (AMD), Intel also paid $1.25 bil-
lion in damages. In 2010, the U.S. an-
titrust regulators and Intel settled a law-
suit by the FTC which restricted Intel
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from renewing anticompetitive practices.

The customer loyalty program in ques-
tion revolved around customer-specific
rebates to computer manufacturers con-
tingent upon those customers using a
high percentage of Intel chips in their
products where appropriate.

Of course, using a high percentage of
Intel chips meant not using many AMD
chips. Partly as a result, Intel held
roughly 80% market share in the global
microprocessor market.

No damage was found to be inflected on
Intel’s customers, nor was Intel found to
be selling their chips below cost. Rather,
the fine was justified on the grounds that
it harmed Intel’s competitor, AMD, and
that Intel held a dominant market share.

That is, in my reading of this case, Intel
was found guilty of improper pricing in
both the US and the EU because (1) they
held roughly 80% market share in the
global microprocessor market that was
overwhelmingly dominated by only two
competitors, and (2) their price structure
included rebates for large computer man-
ufacturing customers if they purchased
most of their chips from Intel (and there-
fore not from their competitor).

Eaton, 2014

In June 2014, Eaton Corp. (ETN) lost
an antitrust lawsuit against Meritor Inc.
(MTOR) and ZF Friedreichshafen for
their customer loyalty program in the
heavy-duty truck transmission industry.
Damages will be determined in a sepa-
rate hearing which began 23 June 2014
but are expected to be between $1.4 bil-
lion and $2.4 billion.

The customer loyalty program in ques-
tion had the following features: 1) Re-
quired customers to use a high percent-
age (up to 90%) of Eaton transmissions
in their trucks. 2) Required custom-
ers to identify Eaton as their standard
or preferred transmission on a list of
options. 3) Encouraged customers to
pledge to price Eaton transmissions be-
low its competitors’.

The customers in question included
Daimler AG (OTCMKTS: DDAIF),
Paccar Inc. (PCAR), Volvo Group
(OTCMKTS: VOLVY), and Navistar
International Corp (NAV). For these
customers, using a high percentage of
Eaton transmissions meant not using
many transmissions produced from the
Meritor and ZF joint venture.

Partly as a result, Eaton maintained a
roughly 80% market share in the com-
mercial truck transmission market de-
spite lacking a key product in their
product line. That key product was a
clutchless manual transmission produced
by the Meritor and ZF joint venture in
2001 and not offered by Eaton until
2004.

Strategically, the customer loyalty pro-
gram could be justified as a means to
maintain strong customer relationships
until Eaton could produce a matching
offering.

No damage was found to be inflected on
Eaton’s customers, nor was Eaton found
to be selling their transmissions below
cost. Rather, the suit was ruled on the
grounds that it harmed Eaton’s competi-
tor, the Meritor and ZF joint venture,
and that Eaton held a dominant market
share.

That is, in my reading of this case, Ea-
ton was found guilty of improper pricing
because (1) they held roughly 80% mar-
ket share in the truck transmission mar-
ket that was overwhelmingly dominated
by only a few competitors and (2) their
price structure included rebates for large
truck manufacturing customers if they
purchased and promoted most of their
transmissions from Eaton and not their
competitor.

Partial Clarity

So what kind of firms need to worry
about the legality of their customer loy-
alty rebate and discount policies? It ap-
pears as though the kind of firms that
need to worry are the highly dominant
firms in their market.

But the term “dominant” isn’t perfect-
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Commercial Truck Transmission Market Share

Partly as a result, Eaton
maintained a roughly
80% market share in
the commercial truck
transmission market
despite lacking a key
product in their product
line.

ly defined. It does not appear that the
number one firm in a market with many
competitors but holding less than 50%
market share is defined as “dominant”

in this area of the law. It does appear
that if the market has only two signifi-
cant competitors and perhaps a few very
small niche players (less than 5% market
share each), and if one of the competitors
has nearly 80% market share (though
perhaps the line should be drawn lower
from a legal risk perspective to 50%),
then that major player is defined as dom-
inant in this area of the law.

As to what kinds of customer loyalty
programs by “dominant” firms are il-
legal, or under what circumstances a
customer loyalty program can land you
in court, we have to look at intent and
outcome. Ifit can be determined that
the customer loyalty pricing program
was done to harm a competitor and it

did indeed harm the competitor, it will
fall afoul of the law.

Even if it can be proven that the custom-
er loyalty pricing program was under-
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taken to improve profitability or improve
customer outcomes, this may not be
enough to defend against the lawsuit if it
can be shown that the program harmed
a competitor. It also appears that both of
these cases involve not a single

market forces with political and legal
forces signaling the demise of free mar-
ket capitalism and the rise of crony capi-
talism, but that is probably overblowing
the issue. In any case, those discussions

www.pricingsociety.com

pricing, rebates, and customer loyalty
programs need to include a legal review
in their formulation. From an anti-trust
perspective, it is always safer to be the

David than the Goliath.

product or product line, but
rather a broad swath of prod-
ucts wherein a competitor may
have offered only a fraction of
the breadth of products where
those products may have been
targeted at a specific set of cus-
tomer needs.

We can argue whether it is

the court’s role to ensure com-
petitors survive. We can ar-
gue about the merits of limit-
ing price competition. And we
can argue about what industry structures
should be found in free markets, why
firms enter and exit, if price wars ever
make strategic sense, and whether bun-
dling and loyalty programs are “unfair”
forms of competition or simply a wise
strategic maneuver.

We can even argue whether the law
should have a bias against market-share
winners and for market-share losers. Or,
in a hyperbolic rage, we can argue that
these kinds of rulings may be replacing
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Even if it can be proven that the
customer loyalty pricing program was
undertaken to improve profitability

or improve customer outcomes, this
may not be enough to defend against
the lawsuit if it can be shown that the
program harmed a competitor.

belong in legal journals, editorials, and
political stump speeches. The point of
this article is to help managers manage.

So, to help managers manage, when it
comes to customer loyalty programs
that have some form of price discount
or rebate, the law seems to say that you
are free to do what you want unless you
are a Goliath. If however you are a Go-
liath—that is, you operate in a market
with only a handful of competitors and
you are the dominant player—then your

Note of Interest and Hold-
ings: At the time of writing,
the author is not currently a
direct consultant to nor in-
vestor in any of the firms list-
ed in this article. But, in the
name of complete disclosure,
the author’s wife, Yvette Kai-
ser Smith, has sold a piece of
sculpture that can be found
in Eaton’s Cleveland offices.
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Value-Based Pricing Is
More Than a Pricing Strategy

Value-based pricing is not just a pric-
ing strategy. It is a go-to-market ap-
proach. Deploying value-based pric-
ing as a pricing strategy will bring you
good results, but doing it as a holistic
value-based approach will bring great
results. In this article, the author ex-
Pplains the steps for successful implemen-
tation. Author Stephan Liozu, Ph.D.,
CPP, (www.stephanliozu.com) is the
Founder of Value Innoruption Advisors
and specializes in disruptive approaches
in innovation and value management.

He earned a PhD in Management

from Case Western Reserve University

and can be reached at sliozu@case.edu.
He is leading a workshop on Economic
Value Estimation Models at the upcom-
ing PPS Fall Conference in Las Vegas,
October 21-24th, 2014.

alue-based pricing is prob-
ably one of the most complex
methodologies to design and
execute across an organiza-
tion. Over the past three years, I have
had the privilege of working with many
organizations and their pricing teams
as well as meeting many pricing profes-
sionals at pricing conferences. For most
of them, the feedback on the design and
deployment of value-based pricing and
the economic value estimation process
(EVE®) is the same: they understand the
power of the methodology; they are full
of good intentions; but they are facing
a lot of organizational resistance, strong
silo thinking in their organization struc-
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ture, and many roadblocks during the
execution and proliferation phase. Their
results might be good enough to con-
tinue the process, but they are not great.
In their organizations, the level of adop-
tion of EVE® as part of the value-based
pricing process varies by divisions and/or
by functions. While it is fairly simple to
learn the mechanics and the mathemat-
ics of EVE® after a good training session,
it is more difficult to understand how to
use this method in the marketing pro-
cess and how to leverage the outcome of
EVE® in the commercial process.

We all know and understand the pow-
er of value-based pricing. We are all
able to find the definition and process
behind the methodology. We have all
read about the difficulties of imple-
menting it in organizations. So why is
it still so difficult to do? Why are pric-
ing professionals still struggling with the
cross-functional execution of the meth-
odology? What makes it so difficult to

operationalize?

Value-based pricing is a
go-to-market strategy

The reality about value-based pricing is
that it is not just a pricing strategy. It is a
go-to-market strategy that requires orga-
nization-wide commitment, top leader-
ship attention, organizational alignment,
and a good dose of resilience. Value-

based pricing is a customer-focused ap-
proach that touches a lot of complex and
profound dimension of a firm’s customer
value proposition: segmentation, differ-
entiation, dollarization, value communi-
cation and much more.

At the heart of value-based pricing is a
different value mindset that requires a
strong alignment between all customer-
focused functions: innovation, market-
ing, pricing, and sales.

Putting customer value at the center of
your pricing models requires putting
customer value at the center of your in-
novation, marketing and sales models
as well. My view is that it is fairly impos-
sible to fully deploy value-based pricing
without having these functions trained,
committed and aligned on the concepts
of value creation, value quantification,
and value capture.

One way to find out if your marketing
team is on board is to check your firm’s
communication materials and to search
for the use of dollarized value messages.
Chances are that product data sheets,
marketing brochures, and website pages
do not list true customer benefits and
their dollarized contribution to the cus-
tomer’s bottom line. Most times, market-
ers understand the outcome of the EVE®
process but are not willing to promote

MARKETING ™ :

Value-Based Pricing is..

..... AGO TO MARKET STRATEGY

Customer Value Modeling

Segmentation
Differentiation

Value Communication
Value Selling
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the dollarized customer  Figure 2
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impact because of the
lack of confidence in
the evaluation, because
they were not part of
the process, or simply
because the legal folks
did not allow them to
do so. Whether it is a
lack of courage or a lack
of confidence in the
data, value-based pric-

ing is not fully deployed
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if you stop short of pro-

moting the value you

create for your customers. Then, if the
promotion is not done in selling materi-
als, it is hard for the sales team to sell on
value using the quantified savings or rev-
enues generated for their customers.

The process does start with the innova-
tion process as your organization’s in-
novators create new pockets of customer
value in the front-end of innovation.
Value-based marketing and technical
programs in turn articulate compelling
value propositions and value messages
to the market using the outcome of the
innovation work and of the dollariza-
tion process. Pricing teams bring more
science on how to measure and dollarize
customer value using EVE® as well as on
how to deploy pricing tactics that will
prevent leaving money on the table.

Finally, sales organizations negotiate

for value and enter into value conversa-
tions with customers. You can then see
the need for collaboration and alignment
in the use of value data and value mes-
sages. | often argue that customer service
teams, technical teams, R&D teams,
and supply chain teams should also re-
ceive training on how to value message
and learn their organizations’ true differ-
entiating factors. Having everyone sing-
ing the same “value song” helps with the
cultural transformation and the mindset
modification.

Holistic value management
framework

Paying attention to customer value in the
innovation, marketing, pricing, and sales
process is a must-do, but this is not the
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only element to pay close attention to.
Marketing and pricing professionals also
need to make sure that the three steps of
the value management process are equal-
ly managed.

First customer value is created or extract-
ed. Then it needs to be measured using
the EVE® process. Finally it needs to be
captured during the commercial inter-
actions. The measurement process is a
must-do activity prior to deploying val-
ue-based tactics. Measuring is all about
being in control. It is about measuring
how much economic value a firm brings
to its customers and how much is shared
with them without leaving money on the
table. It is all about not flying blind.

The combination of the functional pro-
cesses and the value management frame-
work makes the deployment of value-
based strategies a transformational and
sometimes tenuous initiative. It does
require breakthrough thinking during
the road mapping and design phases. It
also requires a strong focus on execution
when projects are implemented in pilot
stage first and then across an organiza-
tion. No need to say that investments in
transformational change programs are
not optional.

In the end, the process requires the de-
velopment of unique organizational ca-
pabilities as follows:

1. Technical capabilities: value-based
pricing and EVE®: segmentation,
value quantification, collecting data,
interpreting the data, building value
models, pricing for value, building

proprietary tools, etc.

Cultural capabilities: cross-func-

tional collaboration and communi-
cation, alignment, courage and re-

silience, sense of execution, change
management, etc.

As you can imagine, technical capabili-
ties are easier to acquire, develop, and
deploy. They are, to a certain extent,
imitable. The secret sauce for the deploy-
ment of value-based pricing and the op-
erationalization of EVE® across an orga-
nization is in the soft factors. It is harder
to imitate high performance teams and
effective cross-functional collaboration.
In the end, the combination of both cre-
ate unique capabilities and competitive
advantage.

Closing thoughts

So you get it. Deploying value-based
pricing as a pricing strategy will bring
you good results. Doing it as a holistic
value-based approach will bring great
results. It will align your customer-fo-
cused processes and will help you with
the transformation of your commercial
culture. It will change the DNA of your
organization to be more focused on cus-
tomer value.

Value-based pricing is not just a pricing
strategy. It is a go-to-market approach. It
is way of life for your organization and
all its commercial actors. I often call it a
secret weapon when it is deployed mind-
fully and to its full potential.
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Everything Revolves Around Price

Despite the pervasiveness of pricing in
today’s business world and the thou-
sands of books and millions of articles
dedicated to pricing, a large number
of business leadlers still know precious
little about prices, where they come
[from, and what effects they have, as

this article explores. Hermann Simon
is Founder and Chairman of Simon,
Kucher & Partners Strategy & Mar-
keting Consultants. His book on the
German Mittelstand, Hidden Cham-
pions of the 21st Century, bas been
published in 25 languages.

rices are the central hinges of a

market economy. Think about it:

every dollar of revenue and profit

that a company generates is the
direct or indirect result of a price deci-
sion. Each expenditure in your personal
budget gets you something in return,
which means you paid a price each time.
Everything revolves around prices. Yet
despite this pervasiveness, and the thou-
sands of books and millions of articles
dedicated to pricing, so many people still
know precious little about prices, where
they come from, and what effects they
have. In 2014, former Microsoft CEO
Steve Ballmer stressed this point in a talk
with entrepreneurs:

“[TThis thing called ‘price’ is really,
really important. I still think that a
lot of people under-think it through.
You have a lot of companies that start
and the only difference between the
ones that succeed and fail is that one
figured out how to make money, be-
cause they were deep-in thinking
through the revenue, price, and busi-
ness model. I think that’s under-at-
tended to generally.”!

What comes to mind when you think
about the word “price”? Of course, you
can type “price” into Wikipedia and
get a summary of theory not too far
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removed from what many of us saw in
our college days. Flip open any econom-
ics textbook and you see that prices help
balance supply and demand. In highly
competitive markets, price is a manager’s
weapon of choice, the most frequently
used form of aggression. The common
notion among managers is that no other
marketing instrument is better suited to
increase sales volumes more quickly and
effectively than price cuts. That’s why
price wars are the rule rather than the
exception in many markets, often with
devastating effects on profits.

Managers tend to have fear of prices,
especially when they need to increase
them. The fear has one legitimate source:
one can never know with absolute cer-
tainty how customers will react to a price
change. If we raise prices, will customers
remain loyal or will they run in droves

to the competition? Will they really buy
more if we cut prices?

Special discounts and price promotions,
two standard forms of price cuts, are an
everyday occurrence in retail, but they
seem to occur with increasing in fre-
quency and depth. In recent years, pro-
motions accounted for 50 percent of beer
sales in one of the world’s largest beer
markets.” Just two years later, some 70
percent of all beer sales at the retail level
came on special offer, with discounts as
high as 50 percent.? Whether driven by
opportunity or perceived necessity, this is
clear evidence that managers think that
aggressive prices help their business. But
is this really true?

To appreciate this uncertainty, you need
only to listen to the simple explanation
offered by Best Buy CEO Hubert Joly
after his company suffered disappointing
sales during the 2013 holiday season in
the United States: “The highly promo-
tional environment has not led to high-
er industry demand.” In fact, 7he Wall
Street Journal reported that Best Buy’s
aggressive discounting “appeared to do
nothing to persuade shoppers to buy
more electronics. Instead, they just re-

duced the price of what was sold.”

Price changes are high-stakes deci-
sions with dramatic consequences when
they go wrong. Shares in Best Buy fell
by almost 30% the day after the news
about the holiday sales broke. This cata-
strophic, nationwide effect on customer
and shareholder opinion is why manag-
ers will keep their hands off the pricing
lever if they have doubt, turning their at-
tention to something more tangible and
more certain: cost management. Cost
management involves internal matters
and supplier relationships, which man-
agers generally feel are less sensitive and
easier to handle than their customer rela-
tions.

Yes, uncertainty and mystery surround
pricing. As with any branch of science,
the deeper we dig and the more we learn,
the more questions we get. But over the
last 30 years, we have made enormous
progress in understanding and applying
pricing actions, strategies, tactics, and
tricks. Classical economics has developed
new price structures such as non-linear
pricing, bundling, and multi-person
pricing.

The beginning of the 21st century saw

a surge in interest and research into be-
havioral economics, revealing many
phenomena that classic economics can-
not explain. We will touch upon more of
these fascinating behavioral findings in a
future article.
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Pricing, Big Data and Marketing:
A Powerful Trifecta

There is an unequal balance of power
in the battle to maintain prices and
margins in today’s highly competitive
global marketplace. That's because
marketing and sales teams frequently
don’t utilize the kind of big data tools
and insights their customers’ procure-
ment departments possess when ne-
gotiating prices and contracts. In this
article, the author explains how mar-
keters can gain substantial competitive

advantages by combining the power
of big data with the power of pricing.
Sebastian Mamro is PROS General

Manager for Europe, the Middle East
and Africa (EMEA). He oversees con-
sulting and deployment of its big data
sales effectiveness and pricing solutions
1o customers in the manufacturing,
distribution and services industries in
Europe. He can be reached at smam-
ro@pros.com.

arketers have a wide choice

of new software solutions

that can help them be more

productive, including auto-
mated lead-generation systems, customer
tracking and social media tools. Howev-
er, when it comes to leveraging big data
to enhance revenue and profits, market-
ing professionals often overlook one of
the classic four pillars of the marketing
mix—price. Yet those marketing execu-
tives who learn to harness the wealth of
big data they already possess can gain
substantial advantages and outperform
their markets.

While the marketing function in global
businesses is often responsible for set-
ting list prices for products and servic-
es, few marketers excel at the task. For
distributors and retailers, this can mean
a constant struggle to manage prices for
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thousands of SKUs, as well as associated
discounts and promotions. Those sug-
gested list prices can also be discounted
during the sales process to close deals
and maintain customer relationships.

Unfortunately, there is an unequal bal-
ance of power in the battle to maintain
prices and margins in today’s highly
competitive global marketplace. That’s
because marketing and sales teams fre-
quently don’t utilize the kind of big data
tools and insights their customers’ pro-
curement departments possess when ne-
gotiating prices and contracts.

By adopting big data solutions to look
across internal ERP and CRM data, as
well as external marketplace informa-
tion, you can free your marketing and
sales functions from time-consuming,
manual spreadsheet updates and other
ineficient pricing practices. Analytical
tools can efficiently process vast amounts
of data to identify customer segments
and provide insights into specific cus-
tomer buying behaviors. Using informa-
tion this way can also identify the key
drivers or variables that influence buyers,
and determine their willingness to pay a
certain price for a given set of products
and services.

As a result, you can begin to harmonize
pricing practices across your organization
and align marketing and sales resources
to achieve strategic as well as tactical
goals. Instead of constantly reacting to
price changes in the marketplace, you
can test various marketing scenarios and
take a more proactive approach to deci-
sions. Harnessing the knowledge locked
in your big data translates into the power
to price more efficiently and profitably.

Let me offer an example. A global chem-
ical company based in Europe was able
to analyze and interpret available inter-
nal data, as well as external marketing
information. With these combined re-
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sources, the organization integrated pric-
ing and competitive and transactional
data in one centralized location.

The chemical company gained imme-
diate value. By allowing the company

to organize incoming data and identify
key customer segments, they found 10
key value-based customer-behavior driv-
ers. Collecting this vast amount of data
from various sources and putting it to-
gether meant that the company could
determine list prices, which they could
adjust to help achieve strategic margin
goals. In addition, big data enables the
company to execute more informed pric-
ing decisions in conjunction with field
sales operations, providing specific pric-
ing guidance during contract negotia-
tions. None of this would be possible us-
ing traditional pricing and sales methods
that frequently rely on outdated, manual
spreadsheets.

Today, marketing and sales executives
can use pricing technology solutions to
simulate pricing and promotion cam-
paigns as a predictive tool. Exploring and
then choosing optimum pricing strate-
gies, marketing and sales professionals
can execute their campaigns then moni-
tor and measure the results by regional
markets, individual sales people and cus-
tomer accounts.

In the case of our global chemical com-
pany, a pricing initiative led by market-
ing and sales executives established a
new process for setting prices that incor-
porated a wide range of variables, includ-
ing product bundling, freight and han-
dling costs, payment terms, discounts
and rebates, and exchange rates across
global markets. Given the growing com-
plexity and competitive nature of global
markets today, marketing and sales ex-
ecutives owe it to themselves and their
companies to learn how to exploit the
potential of big data in making better
pricing and business decisions.



