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Trade wars impose turbulence on executives and the businesses they manage.  Moreover, the 
uncertainty created by the trade war and the potential for continued escalation of tariffs and 
retaliatory tariffs and policies, make planning and investing perilous. The proper response to 
a tariff is highly dependent on its specific impact on a company, as the author explains. Au-
thor Tim J. Smith, PhD is the founder and CEO of Wiglaf Pricing, adjunct professor at DePaul 
University, and Academic Advisor for the Certified Pricing Professional designation. His most 
recent book is Pricing Done Right:  The Pricing Framework Proven Successful by the World’s 
Most Profitable Companies (Bloomberg Financial, 2016). He can be reached at tsmith@wig-
lafpricing.com.

by Tim J. Smith, 

Ph.D. 

T
he trade war initiated in 2018 is 
impacting business. Economists 
warned that trade wars do more 
harm than good, but their voices 
went unheeded. For executives 

in businesses, people who are account-
able for their business decisions in re-
sponse to changing government policies 
and trade wars, the urgent and pertinent 
question is how to manage the turbulent 
changes imposed by the new tariffs.

Tariffs Are the Weapon of Choice 
in the Current Trade War
The weapon of choice for the current trade 
war has, mercifully, only been tariffs. Yet 
the number and breadth of companies im-
pacted is staggering. For just a short list 
of goods impacted by tariffs imposed and 
retaliatory tariffs enacted or under consid-
eration, we have seen:

• U.S. placed tariffs on steel and alumi-
num in June 2018, impacting various mar-
ket opportunities for U.S. firms in steel and 
aluminum, as well as cost structures of 
U.S. firms from the auto industry and con-
struction to consumer packaged goods 
canning operations.

• China and Mexico placed retaliatory tar-
iffs on U.S. meat in July 2018. By August, 
as record levels of beef, pork, and chicken 
were coming to market, Tyson, Pilgrim’s 
Pride, and Sanderson Farms all reported 
pricing pressures as a “meat glut” threat-
ens.

• A retaliatory E.U. tariff made U.S. kidney 
beans 25% more expensive in Europe. As 

of August 2nd, 80 containers of beans val-
ued at $2 million were stuck in warehouses 
as E.U. orders dried up.

• U.S. is preparing a 10% tariff on fish from 
China. Unfortunately, an estimated $900 
million of this fish originates in the U.S., 
is shipped to China for processing and 
packaging, and then returned to the U.S. 
for consumption.

• E.U. Canada, Mexico and China have all 
launched retaliatory tariffs on U.S. cran-
berries. About one-third of the U.S. pro-
duction of cranberries were destined for 
export.  As a result, prices have fallen be-
low production costs, 15% of last year’s 
crop and potentially 25% of this year’s 
crop is being “disposed.”

• 659 U.S. goods face Chinese tariffs in 
industries including agriculture, energy, 
chemicals, medical devices, commercial 
jets, and many more.

Managing in a Trade War
Executives in industries impacted by the 
tariffs, retaliatory tariffs, and threatened 
future tariffs must react. The playbook for 
executives in this trade war will vary. Key 
dimensions to consider include short-term 
and long-term expectations, and the spe-
cific nature of the impact on their business 
relative to their industry.

We can categorize the impacts on busi-
ness into two broad considerations:

1) Input costs have changed.

2) Market access has changed.

Changing Input Costs  
Due to Tariffs
A slew of manufacturers and producers 
will be impacted by a change in cost struc-
ture, and usually for the worse. Managing 
prices in reaction to a changing input cost 
will strongly depend on the direction of 
the input cost change, and the breadth of 
competitors impacted by the cost change.  
See the Tariff’s Cost Impact Reaction Ma-
trix in Figure 1 on next page.

If the cost change impacts all relevant 
competitors in the industry relatively equal-
ly, then managers should anticipate com-
petitors feel the same pressure to act in 
the same manner.

For cost increases, managers should 
swiftly seek a highly publicized price in-
crease. This prescription has been well 

documented across many pricing strat-
egy texts. It rests on the assumption that 
(1) the cost change has a similar impact on 
all competitors and therefore all competi-
tors have a similar incentive to react in the 
same direction and (2) communicating the 
price increase broadly to the market will 
make competitors aware of the potential 

How to Manage Price During the Trade War

For cost increases, 
managers should swiftly 
seek a highly publicized 
price increase.

mailto:tsmith%40wiglafpricing.com?subject=
mailto:tsmith%40wiglafpricing.com?subject=


8Fourth Quarter 2018 The Journal of Professional Pricing

Managing in a Trade War 
Executives in industries impacted by the tariffs, retaliatory tariffs, and threatened future tariffs must 
react. The playbook for executives in this trade war will vary. Key dimensions to consider include 
short‐term and long‐term expectations, and the specific nature of the impact on their business 
relative to their industry. 

We can categorize the impacts on business into two broad considerations: 

1. Input costs have change. 
2. Market access has changed. 

Changing Input Costs Due to Tariffs 
A slew of manufacturers and producers will be impacted by a change in cost structure, and usually 
for the worse. Managing prices in reaction to a changing input cost will strongly depend on the 
direction of the input cost change, and the breadth of competitors impacted by the cost change.  See 
the Tariff’s Cost Impact Reaction Matrix. 

 

If the cost change impacts all relevant competitors in the industry relatively equally, then managers 
should anticipate competitors feel the same pressure to act in the same manner. 

For cost increase, managers should swiftly seek a highly publicized price increase. This prescription 
has been well documented across many pricing strategy texts. It rests on the assumption that (1) the 
cost change has a similar impact on all competitors and therefore all competitors have a similar 

Figure 1: Tariff’s Cost Impact Reaction Matrix (Breadth of Tariff’s Impact on the Relevant Industry)

to quickly follow price leadership upwards.

For cost decreases, managers should re-
luctantly allow price decreases. This pre-
scription too has been well documented 
across pricing strategy texts.  It rests on 
the assumption that (1) price decreases al-
ways reduce profits and hence should be 
done only reluctantly and, as such, (2) said 
price reduction should be in response to a 
competitor’s move, and when anticipated 
to be necessary according to a competi-
tive price reaction matrix.

If the cost change impacts companies 
within the industry unequally, then the 
prescribed reactions become more nu-
anced, but can still be calculated ac-
cording to the competitive price reac-
tion matrix.

For costs changes that disproportionately 
improve a company’s competitive advan-
tage, executives have an opportunity to at-
tack with a price reduction and take mar-
ket share, or ignore the impact and pocket 
windfall profits.

For costs changes that disproportionately 
harm a company’s competitive advantage, 
executives must either (1) mitigate the po-
tential market share loss associated with 
maintaining higher than industry norm 

prices by communicating its superior value 
proposition and offering benefits, (2) lower 
prices and accept lower profitability and 
potential short term losses, or (3) accom-
modate competitor encroachments into 
their market share and aim to survive the 
current turmoil to compete again under a 
changed circumstance.

Changing Market Access  
Due to Tariffs
An overlapping slew of manufacturers and 
producers will be impacted by changes in 
market access, and usually for the worse. 

Managing prices in reaction to a chang-
ing market access will strongly depend on 
whether the tariffs increase market captiv-
ity, or decrease market accessibility. See 
Figure 2.

If the tariffs increase market captivity, 
executives have an opportunity to raise 
prices. This prescription rests on the un-
derstanding that industry level elasticity 
is always lower than company level elas-
ticity. As such, when competition has 
been reduced, elasticity decreases by ap-
proaching that of the industry rather than 

 

If the tariffs increase market captivity, executives have an opportunity to raise prices. This 
prescription rests on the understanding that industry level elasticity is always lower than company 
level elasticity. As such, when competition has been reduced, elasticity decreases by approaching 
that of the industry rather than any single firm.  Microeconomics strongly demonstrates that reduced 
market elasticity implies a potential to increase prices to maximize profits. 

If the tariffs decrease market access, executives are facing a damaging crisis. In these cases, current 
product must be sold prior to expiration to a smaller market, future production must be curtailed, 
and some product may have to be destroyed. 

Time Horizon 
The decisions and actions of executives should also take into consideration two pertinent time 
horizons: short term versus long term expectations. 

In the short term, prices may go haywire as competitors rush to dump product on the market, 
miscalculate their response, or otherwise make adjustments to accommodate the newly altered 
competitive position imposed by tariffs.  The above matrices can help executives anticipate needed 
price moves, but not all producers are rational. 

In the long run, firms will adjust and industry composition will be altered by these tariffs. Production 
will move, be reduced, or be increased in depending on how the tariffs favor or disfavor a particular 

Figure 2: Tariff’s Market Access Impact Reaction Matrix



9Fourth Quarter 2018 The Journal of Professional Pricing

any single firm.  Microeconomics strongly 
demonstrates that reduced market elastic-
ity implies a potential to increase prices to 
maximize profits.

If the tariffs decrease market access, 
executives are facing a damaging crisis. 
In these cases, current product must 
be sold prior to expiration to a smaller 
market, future production must be cur-
tailed, and some product may have to 
be destroyed.

Time Horizon
The decisions and actions of executives 
should also take into consideration two 
pertinent time horizons: short term versus 
long term expectations.

In the short term, prices may go haywire 
as competitors rush to dump product on 
the market, miscalculate their response, 
or otherwise make adjustments to ac-
commodate the newly altered competitive 
position imposed by tariffs.  The above 
matrices can help executives anticipate 
needed price moves, but not all produc-
ers are rational.

In the long run, firms will adjust and indus-
try composition will be altered by these 
tariffs. Production will move, be reduced, 
or be increased depending on how the 
tariffs favor or disfavor a particular indus-
try in a particular country. Price levels in 
industries impacted by the tariffs are un-
likely to return to pre-2018 status—un-
less the tariff is swiftly reversed, which 
is unlikely.  Instead, prices will increase 
or decrease depending on whether the 
tariffs favor market captivity—or disfavor 
access due to the tariffs’ impact on cost 
structures.

Many executives impacted by this trade 
war, even if the tariffs are eventually re-
versed, will experience irreversible dam-
age done to their company.

Decision Making  
in Turbulent Times
Trade wars impose turbulence on execu-
tives and the businesses they manage.  
Moreover, the uncertainty created by the 
trade war and the potential for continued 
escalation of tariffs and retaliatory tariffs 
and policies, make planning and invest-
ing perilous.

As the above decision matrices demon-
strate, the proper response to a tariff is 
highly dependent on its specific impact 
on a company.

We cannot accurately predict if or when 
the trade war will be resolved. We can 
fortunately calculate decisions, which are 
most likely to either improve performance 
or reduce the negative impacts of a spe-
cific tariff on a specific business.

While a handful of businesses may enjoy 
a windfall, most executives must reduce, 
but cannot eliminate, the negative impacts 
of the trade war. Times like these call for 
cooler heads and rational business deci-
sions. v

Trade wars impose 
turbulence on executives 
and the businesses they 
manage. 
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by Stephan Liozu and Katie Richardson

Disruptive pricing and pricing disruption are not for everyone. It can be quite destructive when 
not considered holistically and prepared well. It cannot be done in a vacuum and needs to be 
aligned with marketing and business strategies. However, when done well, it can create sig-
nificant results and long-term competitive advantage, as the authors explain. Stephan Liozu 
(www.stephanliozu.com) is the Chief Value Officer at the Thales Group (www.thalesgroup.com/
en).  He is also an Adjunct Professor & Research Fellow at Weather head School of Manage-
ment at Case Western Reserve University. He recently published a book called Monetizing 
Data. He can be reached at sliozu@gmail.com. Katie Richardson is a strategist and business 
model designer (Strategyzer, The Shared Clarity System, Signals Canvas, Value Canvas). She 
focuses on business models, value propositions, and value-based pricing of technology solu-
tions. She can be reached at www.linkedin.com/in/katie-richardson-890b149.

Stephan Liozu 

I
n an age of technological explosion and 
business transformation, disruption is 
all around us. New, exciting business 
models and amazing innovations are 
presented to us on a weekly basis. In 

the past few years, the concept of disrup-
tion has been frequently used in the fields 
of marketing, innovation, and technology. 
Disruption is defined as an interruption or 
a disturbance affecting a process, a rou-
tine, or an approach. Disruption can be in-
tentional (self-disruption or the results of 
external forces challenging an organization 
at the core). It is well understood that dis-
ruption can be both a value creation and 
a value destruction force. For that reason, 
disruption is not for everyone and for ev-
erything. There are functions and areas for 
which stability, predictability, and consis-
tency are essential. Whether intentional or 
forced, business model, strategic, or tech-
nological disruption must be managed with 
care. It is potentially a high-risk business.

That brings us to the heart of this article: 
Can the concepts of disruption be used 
in the fields of value and pricing manage-
ment? Does pricing disruption make sense 
or is it too risky? And if it does make sense, 
how can pricing teams think more disrup-
tively about their strategies and tactics?

We propose that the answer to these 

questions is “yes, but…”. Again, pricing 
disruption is not for everyone and for ev-
erything. The first thing to consider is to 
have the right pricing maturity, culture, and 
mindset in place. If your organization just 
got started with pricing, it is going to be 
hard to adopt pricing disruption without 
potentially dire consequences. You and 
your organization might not be ready for 
that. There is a need to have a strong pric-
ing process discipline in place. Here we 
refer to a professional pricing team work-
ing with marketers and innovators and to 
have your value and pricing management 
process well under control. Discipline, 
control, and maturity might offer oppor-
tunities for more disruptive thinking or at 
least to understand the true implications 
of such thinking.

There are many ways pricing disruption 
or disruptive pricing can be used to gain 
competitive advantage. We list potential 
such situations below, but keep in mind 
that the list is not exhaustive. We encour-
age business and pricing professionals 
to consider this list as a discussion trig-
ger and to find other ways to be disrup-
tive in pricing.

1) Being less predictable in our pricing 
actions and tactics: One of the down-
sides of having a good process orientation 
and a pricing process under control is that 
we become very predictable in the market 
place. If you study competitors and their 
pricing strategies, chances are they do the 
same. They might know exactly when you 
are going to raise your prices, when you 
will announce your new price list, when 

Pricing Disruption: Why it Matters

Title: Pricing Disruption: Why it Matters 
Authors: Stephan Liozu and Katie Richardson 
Word Count: 2200 
Intro: Disruptive pricing and pricing disruption are not for everyone. It can be quite destructive when not 
considered holistically and prepared well. It cannot be done in a vacuum and needs to be aligned with 
marketing and business strategies. However, when done well, it can create significant results and long‐
term competitive advantage, as the authors explain. Stephan Liozu (www.stephanliozu.com) is the Chief 
Value Officer at the Thales Group (https://www.thalesgroup.com/en).  He is also an Adjunct Professor & 
Research Fellow at Weather head School of Management at Case Western Reserve University. He 
recently published a book called Monetizing Data. He can be reached at sliozu@gmail.com. Katie 
Richardson is a strategist and business model designer (Strategyzer, The Shared Clarity System ™, Signals 
Canvas, Value Canvas). She focuses on business models, value propositions, and value‐based pricing of 
technology solutions. She can be reached at https://www.linkedin.com/in/katie‐richardson‐890b149/ . 

 

In an age of technological explosion and business transformation, disruption is all around us. New, 
exciting business models and amazing innovations are presented to us on a weekly basis. In the past few 
years, the concept of disruption has been frequently used in the fields of marketing, innovation, and 
technology. Disruption is defined as an interruption or a disturbance affecting a process, a routine, or an 
approach. Disruption can be intentional (self‐disruption or the results of external forces challenging an 
organization at the core). It is well understood that disruption can be both a value creation and a value 
destruction force. For that reason, disruption is not for everyone and for everything. There are functions 
and areas for which stability, predictability, and consistency are essential. Whether intentional or 
forced, business model, strategic, or technological disruption must be managed with care. It is 
potentially a high‐risk business. 

That brings us to the heart of this paper: Can the concepts of disruption be used in the fields of value 
and pricing management? Does pricing disruption make sense or is it too risky? And if it does make 
sense, how can pricing teams think more disruptively about their strategies and tactics? 

 

We propose that the answer to these questions is “yes, but…”. Again, pricing disruption is not for 
everyone and for everything. The first thing to consider is to have the right pricing maturity, culture, and 
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Richardson
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you schedule your special promotions, and 
what your reaction will be to competitive 
bids. One area of pricing disruption is to 
break these pricing routines and patterns, 
and to keep your competitors on their toes. 
Of course, we still want to give enough 
notice to customers and continue to be 
transparent. Practically though, it means 
making some changes in your pricing plan-
ning so that you can take competitors by 
surprise without impacting your custom-
ers’ business. Potential examples here can 
be timing your price increases at different 
times, introducing new products or special 
promotions when no one expects them, or 
simply introducing new pricing conditions 
“out of the blue.”

2) Moving against the status quo and 
not jumping on the band-wagon: Simi-
larly, organizations tend to look at trends, 
patterns, and fads related to strategies, 
business models, and new methods. 
We all know that top executives read top 
practitioner journals like Harvard Busi-
ness Review and MIT Sloan Management 
Review for example, and that we tend to 
adopt some of these new management 
concepts because others have too. We 
benchmark others and follow the fad by 
doing the same. This copy and paste ap-
proach is also frequently used in pricing 
when organizations take a following posi-
tion to price leaders and mimic their ini-
tiatives. We propose here that it essential 
to study trends and patterns but to also 
design unique strategies and adaptations 
to reach a better outcome. It might mean 
not raising prices when everybody does. 
It might also mean not deploying an enter-
prise-level pricing solution when SaaS so-
lutions can be nimble and more adapted or 
least doing so when you are ready and not 
because your industry peers have done so.

3) Introducing innovative pricing mod-
els: Over the past decade, new pricing 
models have been introduced to the B2C 
and B2B worlds. They include freemium, 
pay-as-you-go, pay-what-you want, re-
verse auctions, outcome-based pricing, 
etc. These new pricing models were de-
signed and introduced by some of the most 
innovative organizations. In the future, we 
expect new and disruptive pricing models 
to emerge in support of new and disruptive 
marketing and digital value propositions. 
Nothing stops you from being a disruptor 

in this area. Pricing model innovation might 
also new financing terms, new commercial 
conditions, new payment options, as well 
as new pricing processes to create a new 
pricing model. The newly developed Pric-
ing Model Innovation Canvas (see Figure 
1) is an example of a process innovation.

4) Pushing pricing leadership to the 
limit: Every industry needs a price lead-
er. This is the organization that leads the 
way with pricing innovations, that acts first 
with price increases, potentially creates 
new categories, sponsors emerging pric-
ing scholars, and acts as a pioneer in the 
adoption of pricing technology. Leader-
ship in this area means managing uncer-
tainty, conducting deep pricing research to 
test disruptive hypotheses, and not being 
scared to launch. In our opinion, the recent 
introduction by Apple of the latest iPhone 
is a good example of positive and disrup-
tive price leadership. By introducing the 
most expensive iPhone ever (over $1,400), 
Apple is pushing price leadership to the 
limit. They are demonstrating that power-
ful value propositions and robust version-
ing strategies can lead to higher pricing. 
Apple’s competitors have not been able 
to follow Apple’s luxury pricing strategy or 
have failed at doing so. Another example 
of disruptive pricing leadership is when a 
company takes the unexpected leader-

ship in taking the first steps to move out of 
the commodity spiral. When competitors 
fight on volume and price, someone must 
take the high road and be the first one to 
change course.

5) Scanning outside of your industry for 
innovations: We all know that some of the 
best ideas are created in far-away indus-
tries and sectors. Pricing disruptors in one 
sector focus on scanning other industries 
to identify innovations in pricing that might 
be adapted and integrated in their pricing 
strategies. With the right mindset, these 
boundary spanners bring the outside in. 
Scanning and boundary-spanning are not 
typical competencies pricing professionals 
have or develop. A disruptive approach to 
pricing might be to include these into the 
learning agenda of your pricing and value 
teams. There are numerous published pa-
pers and books focusing on these topics 
in the field of marketing and innovation. 
Every pricing organization should have a 
person with a curious mind who can spend 
time conducting such activities. Practical 
examples include attending unusual trade 
shows, setting up Google alerts on spe-
cific terms, following the trend setters in 
specific industries, and networking in new 
pricing circles outside of an industry. Gath-
ering data nuggets is a first good step. That 
is just the beginning though. Innovators 
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and disruptors must excel at connecting, 
associating, and visioning. Not your typi-
cal pricing professional!

6) Capturing large market share with 
disruptive pricing: We have written be-
fore about disruptive pricing approaches, 
especially around fast-paced technology. 
Big bang disruption refers to “a new kind 
of innovator that can wipe out incumbents 
in a flash.” The big bang disruption con-
cept challenges the traditional disruptive 
innovation process in a way that breaks 
conventional wisdom and the science of 
innovation management. The main goal 
of big bang disruptions is to enter the 
market super-fast and to wipe out an 
existing solution whether it is a new or 
mature one. The introduction process of 
such radical innovation does not follow 
the Roger’s traditional diffusion of innova-
tion model as shown in the figure below. 
Big bang disruptors come from outside 
the industry and are hard to stop. They 
proliferate very fast because they have 
a simple marketing and pricing offering 
which is easy to understand by users and 
simple to adopt. Most of the time they are 
also priced very aggressively to generate 
an adoption tsunami 
which is so power-
ful that competitors 
are totally disorient-
ed. Big bang disrup-
tive innovations are 
game changers for an 
industry because of 
their newness, sim-
plicity and affordabil-
ity. No need to search 
a lot for them, to read 
a lot about them, or 
to spend a fortune to 
be an early adopter. 
Their success comes 
from a combination of 
smart marketing, ro-
bust technology and 
simple pricing mod-
els. They also know 
how to reinvent them-
selves and keep piv-
oting and disrupting 
their business mod-
els (Amazon and Net-
flix are good exam-
ples). See Figure 2.

7) Creating the future pricing science:  
In 2012, Home Depot acquired Black Lo-
cus to accelerate the development of their 
internal retail pricing software. This was 
a disruptive move for a traditional black-
and-mortar building material distributor. 
Of course, not everyone can make that 
type of investment. But some of the most 
progressive and sophisticated pricing or-
ganizations are developing their own ad-
vanced pricing solutions. By hiring analyt-
ics teams and by custom-designing their 
own solutions, they are helping with the 
progression of the whole discipline. To-
day, technology offers the potential for 
greater differentiation. But in a few years, 
most large organizations will be using an 
ERP system, a CRM solution, a business 
intelligence tool, and potentially some pric-
ing system. Pricing disruptors are already 
developing the next generation of artifi-
cial intelligence-based pricing that can 
beat all existing pricing systems. In a few 
years, dynamic pricing will reach the B2B 
world more widely and will become a stan-
dard. Then, what is next? Pricing science 
also includes the development of unique 
ways to organize for pricing. Some of the 
best-in-class disruptors disrupt unique 

organizational designs that match their 
business requirements.

8) Focus on new dimensions of pricing: 
It is commonly accepted that pricing as a 
discipline has made significant headway 
over the past 10 years. We have been see-
ing more adoption across the board, the 
emergence of new technology, and more 
scholars starting pricing research proj-
ects. This is good news. There is, how-
ever, a tendency to focus on the same di-
mensions of pricing such as technology, 
analytics, optimization, retail operations, 
and quantitative modeling. There is less 
focus, especially in the B2B world, on new 
topics such as pricing experience, pricing 
satisfaction, system-based pricing, pricing 
of intangibles, etc. There is a lack of fun-
damental research and foundational con-
cepts in these areas. At the same time, 
pricing professionals need to embrace 
innovations and diversify their learning 
agenda. It is too common for them to take 
the easy route and register for online-
courses or workshops with familiar topics 
(core pricing skills, quantitative pricing for 
example). Only a few of them would chal-
lenge themselves and self-disrupt by at-
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tending courses on adjacent topics (emo-
tional intelligence or change management 
for example).

Disruptive pricing and pricing disruption 
are not for everyone. They can be quite de-
structive when not considered holistically 
and prepared well. It cannot be done in a 
vacuum and needs to be aligned with mar-
keting and business strategies. However, 
when done well, it can create significant 
results and long-term competitive advan-
tages. Embracing disruption means cross-

functional preparation and collaboration. 
It requires detailed risk management and 
contingency planning. It also assumes that 
pricing leaders are intimately involved in 
business models and marketing planning.

Our intention was to focus on 8 potential 
applications of disruption in pricing. We 
like to focus on the positive side of disrup-
tion in pricing and to remind the profession 
that there is need for it if we want to prog-
ress and reach higher ground. We like to 
focus on the UP of “disruption”. The digital 

explosion we are all experiencing today is 
going to create tremendous opportunities 
both in the B2C and the B2B worlds. As 
disruptive marketing and digital opportuni-
ties are conceptualized and implemented, 
there is a need to be creative and disrup-
tive in pricing as well. Business and pric-
ing as usual are not going to cut it. We are 
calling on more intentional and controlled 
pricing disruption. 

Self-disrupt or be disrupted! v
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When we build a high impact pricing strategy for a restaurant business, the goal is to optimize 
overall long-term profitability. The right pricing strategy, backed with the right model, increases 
overall returns by improving the complex interplay between guest count, menu design, and 
ticket size, as the author explains. Although this white paper was written for the restaurant in-
dustry, it provides pricing research and strategy development insights that can be applied by 
pricers in multiple sectors. Author Paul Hunt is the president of Pricing Solutions and a frequent 
PPS presenter, instructor, and contributor. He can be reached at phunt@pricingsolutions.com.by Paul Hunt 

Value Based Pricing for Restaurants

The growing presence 
and buying power of 
Millennials has shifted 
the market away from 
standardization.

N
othing ruins great food more 
than bad pricing decisions. 
That maxim is particularly true 
along the ultracompetitive 
spectrum of restaurants from 

quick service (QSR) to family and casual 
dining. You have invested heavily in devel-
oping your unique brand of food taste and 
quality, established an in-store presence 
attractive to your target segments, and an-
chored it with a compelling brand image. 
That is the visceral, perception- driven side 
of the value equation. But the “money” side 
of value equation – driven by pricing – is a 
challenge more vexing in restaurants than 
in almost any other industry.

The money side is murky and messy, but 
the real concern is that pricing is pre-
venting restaurants from realizing their 
full potential. Even in the best case, pric-
ing seems like a complex nemesis whose 
easy answers are risky and whose hard 
answers require too much time and effort 
for an uncertain reward.

It doesn’t have to be that way.

It’s time for restaurants to make pricing 
their ally, not their nemesis. The power 
and peace of mind that comes from bal-
ancing both sides of the value equation 
have a huge financial upside in terms of 
improved profits, without sacrificing the 
integrity of the menu and the reputation 
you have worked so hard to establish. 
This is especially true in an industry which 
typically operates at net profit margins in 
the range of 10-15%. Weaving together 
a great menu which balances value and 
price means threading the needle on six 
challenges that all restaurants along that 

spectrum face:

1) Optimizing Guest Count vs. Aver-
age Check
The simplest calculation of revenue is av-
erage check size and guest count. The 
simplest and prevailing logic in the busi-
ness tells us that higher prices can re-
duce traffic, while lower prices and fre-
quent promotions (discounts, value menus, 
etc.) can drive higher traffic, especially at 
a time where overall traffic in the industry 
is flat1. But a restaurant which is packed 
from open to close may not be generating 
the amount of revenue it can and should. 
How do you find the right balance between 
ticket size and guest count?

2) Minimum Wage
Margins are sensitive enough in the res-
taurant business without the cumulative ef-
fects of all the pressures they face. Com-
petitors’ moves and the allure of higher 
traffic put downward pressure on prices, 
while federal, state, and in some cases lo-
cal governments are setting higher mini-
mum wages.

How do you reconcile downward price 
pressure with higher costs?

3) Power of POS data
Restaurants collect a tremendous amount 
of rich data through their POS systems.

The potential to recognize patterns, make 
dynamic adjustments to menus, and pre-
dict traffic and ordering patterns is just 
as tremendous. But until you find a way 
to analyze and interpret the data reliably, 
and turn those analyses into action, the 
potential remains just that: potential. How 

do you leverage your very rich transaction 
data without becoming a slave to algo-
rithms or black boxes, or so myopic that 
you lose sight of what drives your custom-
ers to your restaurant?

4) The Millennial Revolution
The growing presence and buying power 
of Millennials has shifted the market away 
from standardization. Custom-built items 
have become the new normal in the indus-
try. Even chains known for their excellence 
in standardization (such as McDonald’s) 
have introduced “Create-Your-Taste” of-
fers. Instead of embracing the standard-
ization and consistency which defined their 
parents’ and grandparents’ restaurant ex-
periences, Millennials have grown up ac-
customed to getting what they want, how 
they want it, and when they want it. In light 

of guests’ desire for more control, how do 
you balance the increasing demands for 
customization with powerful value drivers 
such as consistency? How do you price 
your custom items relative to your stan-
dard ones?

5) Rampant Promotions
More players and more categories (e.g. 
the growth of fast casual) mean more 
competitive pressures, which have trig-

mailto:phunt%40pricingsolutions.com?subject=
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gered an almost knee-jerk reaction from 
restaurants: discounts, coupons, promo-
tions, just about anything to keep guests 
walking in the door. The truth is that over- 
promoting is like an addiction which un-
dermines your restaurant’s health, i.e. your 
brand and your bottom line. Resisting that 
temptation is a key success factor in to-
day’s restaurant environment. It boils down 
to this question: How do you know when 
to be proactive and when to be reactive 
regarding promotions?

6) Apps, not Appetizers
No business has escaped the overwhelm-
ing technological advancements of the last 
decade. These advancements create vast 
new opportunities for restaurants, such 
as delivery services, loyalty programs, 
and mobile ordering through apps. Mo-
bile apps bring two clear advantages. 
First, they extend the reach of your kitch-
en and brand. No longer must restaurants 
rely solely on foot or drive-through traf-
fic, reservation counts, and tables turned 
to generate their profits. Second, mobile 
apps collect a vast amount of data (e.g. 
geolocation, delivery fee pricing, ad and 
offer responsiveness) well beyond what 
the restaurant can collect at point of sale. 
Just look to the successes of Starbucks 
and McDonald’s. 

How do you capitalize on those oppor-
tunities to create a new relationship with 
guests by crafting a superior guest experi-
ence and by capitalizing on the new pricing 
opportunities these technologies bring?

Determining the  
Maturity of Pricing
The good news – and the huge opportu-
nity – is that restaurants can put a pricing 
strategy and pricing processes in place 
which offers the guidance, if not defini-
tive answers, to create and preserve an 
equilibrium between value and price. That 
powerful and valuable equilibrium comes 
from understanding where you currently 
stand relative to each of the six challeng-
es above, then defining, prioritizing, and 
executing the steps to address them. But 
how do you establish that baseline, de-
cide where to begin, and determine how 
to balance expectations between invest-
ment and outcomes? After all, significant 
price and menu changes are expensive 
and risk alienating guests.

It all starts with knowing your current level 
of pricing process maturity and determin-
ing the realistic and the aspirational lev-
els to aim for. The World Class Pricing ™ 
system (see Figure 1) comprises five lev-
els. Where a restaurant starts and where 
it ends up in terms of pricing depends on 
its maturity level, which can be assessed 
using that progression.

Roughly 70% of all restaurant chains fall 
into either Level 1 or Level 2. This illus-
trates the nature of the opportunities for 
restaurants. Rather than needing to catch 
up to peers, they have a chance to carve 
out a clear advantage, both commercial-
ly and financially, when they make pric-
ing their ally. The levels differ in terms of 
the intensity of the challenges, their root 
causes, and the steps a restaurant needs 
to take in order to reach the next level and 
aspire to progress further. 

Level 1: Lack of Strong Controls
Restaurants at Level 1 show the weakest 
controls over the discounting addiction. 
They rely too heavily on promotions, and 
they are slow to weed out the unprofitable 

stores which contribute to the vicious cy-
cle of promotions. But the lack of controls 
extends beyond discounting and promo-
tional behavior.

Level 1 restaurants use simple rules of 
thumb instead of grappling with the six 
challenges. They make across-the-board 
price increases (say, 3% on everything) 
instead of targeted ones. They suffer from 
menu proliferation (“more is better”) in-
stead of focusing on balance. They also 
use costs as the basis for their price set-
ting (cost-plus method) rather than using 
value as the basis. (See Figure 2.)

The response of one restaurant chain in 
the face of minimum wage and food cost 
increases shows the risks of being at Lev-
el 1. The company implemented a large, 
across-the-board price increase to offset 
these costs. But this price increase bore 
no relation to the underlying value in its 
menu. The result was a lower guest count 
compounded by lower volumes or tickets 
from the guests who did come. The restau-
rant fell short of its financial goals. What 
could the restaurant have done differently?

Figure 1: The World Class Pricing of Pricing Solutions takes a company step-
by-step toward optimization and ultimately to mastery in terms of pricing

Figure 2
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The solution lies in adopting the prac-
tices from Level 2. It starts with revisiting 
the core value proposition and reinforcing 
what the brand truly stands for. The chain 
needs to put controls in place that limit 
the extent and frequency of promotions 
and close its unprofitable stores. Finally, 
the chain needs to pull back from a “more 
is better” philosophy and ensure that the 
menu closely reflects the core value prop-
osition. In most cases, this leads to a sim-
pler menu.

Level 2: Controls Are in Place, but Val-
ue Is Left Untapped and Underutilized
Putting controls in place and reaching 
Level 2 is an important achievement, but 
the journey is only beginning. Despite a 
clearer pricing process and more controls 
on promotions, Level 2 restaurants still be-
have similarly to Level 
1 restaurants in some 
aspects, albeit to a 
lesser degree. One 
of the key similarities 
is the continued reli-
ance on simple rules 
of thumb. While they 
manage their promo-
tions better, they still 
take more of a “one-
size-fits-all” approach 
rather than targeting 
specific segments. 
They also risk sliding 
back into the old be-
havior of heavy pro-
motions if guest count 
declines, despite their 
controls. In the pro-
cess of identifying 
and closing unprofit-
able stores, they may 
have developed store 
tiers, which is an im-
portant step away 
from using rules of 
thumb to set chain-
wide prices. (See Fig-
ure 3.)

But even in that case, they are prone to 
use costs to define the store tiers, rather 
than using value, which is a better metric 
but which can be harder to define. Perhaps 
most critically, they still make price increas-
es based more on costs than value. Figure 
4 illustrates how a restaurant can knock 
its price-value relationship out of balance 
when it uses costs instead of value as the 
basis for a price increase.

The diagonal blue line indicates the thresh-
old where price and perceived value are 
in equilibrium. By raising the price sig-
nificantly above that line, but keeping the 
product quality the same, the chain puts its 
coffee’s price-value relationship not only 
at a disadvantage relative to the notional 
equilibrium, but more importantly relative 
to its two primary competitors. The chain 

used rising costs as the justification for 
the price increase, but Figure 4 explains 
why making such a move is harmful both 
financially and in terms of competitiveness 
and brand image.

The solution, and the source of future 
improvement, centers around one vitally 
important word: value. One could say that 
the biggest difference between restau-
rant chains at Level 2 and the more val-
ue-focused ones at Level 3 is that they 
have the desire, the capabilities, and the 
commitment to create analyses like the 
one in Figure 4, and then interpret them 
and act on them. In other words, they 
start using value – both in the viscer-
al and the quantitative sense – as their 
guiding principle for menu and pricing 
decisions, rather than costs or short-term 
competitive pressures. When they make 
this shift in focus, they start to segment 
their customers and redefine their store 
tiers based on value. They are also in a 
position to redesign their menu around 
key price points.

Figure 3

Figure 4: Price value map for coffee, core customer segment. A cost-based price increase for 
coffee puts this restaurant, and its core segment, at a value disadvantage
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Level 3: Add Value-Based Pricing to 
Your Strong Controls
The emphasis at Level 3 switches from 
outright improvement to enhancement, 
because restaurants start capitalizing on 
their firmer grasp of customer and compet-
itive dynamics. They know their customers 
very well by conducting regular research to 
augment their own POS data. This helps 
them gain a deeper understanding of the 
value drivers in the markets, and how they 
perform relative to the competition. Re-
search has found that food quality is the 
top value driver, ahead of price, regardless 
of where the restaurant competes along 
the industry spectrum from QSR to ca-
sual. (See Figure 5.)

This extensive knowledge base, combined 
with an understanding of value vs. cost, 
enables restaurants to make pricing de-
cisions which are more tightly aligned to 

their core value proposition.

Restaurants at Level 3 undertake smart 
redesigns of their menu, building around 
key customer segments and key price 
points, such as breakfast deals at $5 and 
lunch deals at $10. These prices do not 
come from thin air. Effective price expecta-
tions research uses “fair price/think twice” 
questions to uncover customers’ price 
thresholds. This research has repeatedly 
shown that $10 is a key price threshold for 
lunch. In the spirit of the control and disci-
pline they fostered at Level 2, many chains 
at Level 3 reinforce these key menu price 
points but by offering discounts only to key 
segments of the market. (See Figure 6.)

A more comprehensive, value-based pric-
ing approach also extends to the determi-
nation of store tiers. Instead of treating all 
stores the same, or focusing on a few sim-

ple metrics, the restaurant group takes all 
4 Cs (customer, costs, competition, and 
conditions) into account in order to maxi-
mize value across the group. When we 
analyze individual restaurants across an 
entire system, we generally find less price 
sensitivity in areas where there are many 
travelers (customers), few nearby competi-
tors (competition), high wages (costs), and 
high household income (conditions). This 
combination creates a set of pricing op-
portunities not present at stores where, for 
example, competition is much more intense 
and local purchasing power is lower.

The more rigorous and quantitative the 
store-tiering analysis is along the 4 Cs, 
the greater the chances the restaurant can 
isolate and seize specific pricing oppor-
tunities. An analysis for a restaurant chain 
with over 900 stores revealed that most 
locations with no key competitors located 
within 1,000 feet could increase prices 
without losing volume. The extent of the 
changes varied from store to store based 
on the other Cs, but this one change alone 
was responsible for over $5 million in ad-
ditional revenue. What made this incre-
mental revenue possible was the under-

Figure 5

Figure 6: Example of “Fair Price / Think Twice” analysis for breakfast
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lying analysis involving thousands of data 
points and millions of interrelationships.

One risk that restaurants at Level 3 face 
comes as they make the transition to val-
ue-based pricing. The intensive focus on 
this new pricing approach cannot come at 
the expense of the discipline and controls 
the company has implemented to improve 
its revenue and profit situation in the first 
place. Value-based pricing should in fact 
build upon this discipline and control.

Level 4: Optimize Your Value-Based 
Prices
Restaurants at Level 4 have implemented 
value-based pricing, but their journey is 
far from over. Thanks to market dynamics 
as well as ongoing improvements in capa-
bilities, technology, and data, these chains 
now face the challenge of optimizing their 
menu prices.

Optimization not only preserves the gains 
from previous levels, but also yields ad-
ditional incremental profit improvement.

Menu optimization is an iterative, ongoing 
process which requires a considerable 
amount of data and analysis. The process 
starts with identifying price elasticities at 
the category level, or ideally at the item lev-
el. By knowing how sensitive the volume 
of each menu item is to changes in price 
(both small and large), the restaurant can 
develop a predictive model which shows 
how revenue, guest count, profits, and 

other key metrics move as prices change. 
Just as important are the interrelationships 
between menu items and price changes, 
i.e. the substitution effects and the bas-
ket effects. The model, in turn, allows the 
chain to make decisions on optimal pric-
es for each menu item and bundle. (See 
Figure 7.)

Getting accurate estimates of price elas-
ticities allows restaurants to identify the 
extent of their pricing latitude across the 
menu. The analyses reveal areas where the 
restaurant can raise prices comfortably, 
where changing prices would be risky, and 
even where lower prices would be advan-
tageous. Generally speaking, there are 
many menu items that are price-inelastic, 
meaning an increase in prices results in 
only small decline in volume. Higher pric-
es are therefore worth considering. Con-
versely, some products are consistently 
price elastic. For example, beverages – re-
gardless of whether they are soft drinks or 
alcohol, hot or cold – are more sensitive to 
price changes than food items are. In fact, 
they are sensitive not only to changes in 
their own price, but also changes to food 
items’ prices.

One restaurant learned that latter point 

the hard way with its breakfast menu. Its 
aggressive price increases on breakfast 
sandwiches inadvertently hurt its cof-
fee sales, as guests continued to buy the 
sandwiches but stopped buying coffee in 
order to keep their total ticket constant.

Three kinds of analyses provide the neces-
sary insights for menu optimization.

Leveraging POS (and App) Data
POS data – supplemented by App data 
if available – is a unique, renewable re-
source. It is continually refreshed and in-
creased with each guest purchase, it is 
visible only to the system which collects 
it, and it incurs no third-party acquisition 
costs. Once again, the analyses based on 
this data must capture both the direct and 
indirect effects of potential price changes. 
Calculating the direct price elasticity, i.e. 
the impact of an item’s price change on 
its own volume, is the easier part. More 
difficult, but just as essential, is the mea-
surement of the substitution and the bas-
ket effects.

The substitution effect occurs when a 
price increase on one item prompts guests 
to shift their consumption to other menu 
items they perceive as better value for 

Figure 7

Figure 8: Measuring the total impact of a price increase on the business by analyzing direct, substitution and indirect 
effects.
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money. The basket effect occurs when a 
price change in one item affects the vol-
ume of a complementary item (such as 
sides or beverages). (See Figure 8.)

Testing (In Store)
This method is well suited for getting di-
rect feedback from guests while minimiz-
ing the financial and commercial risks. By 
limiting the test to a small number of loca-
tions and/or items, and by keeping the test 
period short, the restaurant gains valuable 
insights into how guests will respond to 
menu and price changes, but without ex-
posing the entire system’s guests (and its 
competitors) to the changes under con-
sideration. These tests generally run for 
1-2 months in order to give guests mul-
tiple interactions with the changes. One 
chain (see Figure 4) ultimately used this 
approach to redesign its high-priced cof-
fee offer, a move which drove millions of 
dollars in revenue and profit improvement. 
The method is widely used to test the ef-
fects and performance of new products. 
But we feel the method is underutilized 
as a means to test price changes, in part 
because of restaurants’ reluctance to test 
prices in market.

Testing (Online Surveys)
This approach is especially appealing 
when the changes under consideration 
are too bold or risky for an in-store test.

The best practice for these surveys is 
Menu-Based Conjoint (MBC). This meth-
od allows pricing departments to conduct 
controlled randomized experiments with 
prices and collect valuable data from the 

respondents. This method also has an 
advantage which both POS data and in-
store testing lack: the ability to capture 
non-customers as well as a sufficient 
numbers of light users, who may be in-
clined to visit more and consume more if 
the price-value relationship or menu com-
position changed. Surveys offer a means 
to gather information from both of those 
groups and also understand the reasons 
behind their current behavior. MBC is 
not only a powerful analytical method, 
but a confidence builder as well. When 
a QSR chain wanted to redesign its val-
ue menu and push some low-price items 
beyond the critical thresholds of $1 and 
$2, we conducted an MBC which helped 
them gain the confidence and knowledge 
needed to successfully implement the 
changes such that they improved busi-
ness performance.

Level 5: Pricing Mastery over Time
Level 5 companies have typically honed 
their skills at Level 4, have superior prof-
itability to their industry peers and the 
CEO sees pricing as a source of compet-
itive advantage. Their pricing processes 
are optimized machines which are “well 
oiled” with a constant inflow of valuable 
data. Level 5 companies have complete-
ly integrated pricing into their business. 
The pricing function, often led formally 

by a Chief Pricing Officer, reporting into 
the C-Suite. Given the dynamic nature of 
the restaurant industry there are very few 
companies that can claim to be Level 5. 
(See Figure 9.)

Conclusion
When we build a high impact pricing strat-
egy for a restaurant business, the goal is 
to optimize overall long-term profitability. 
As a restaurant makes the upward pro-
gression from Level to Level, it becomes 
better and more confident in addressing 
the six challenges which make pricing in 
the restaurant industry so difficult. It also 
abandons one-size-fits-all thinking, simple 
rules of thumb, and reactive tactics, in favor 
of a data-driven approach which provides 
insights at the individual store, menu item, 
and in some cases even guest level. The 
right pricing strategy, backed with the right 
model, increases overall returns by improv-
ing the complex interplay between guest 
count, menu design, and ticket size. v
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D
ust off your microeconom-
ics textbook and read about 
“econs”: fully rational, always 
calculating individuals who 
make decisions with actuarial 

precision. Econs view companies’ negotia-
tion tactics and sales promotions as use-
less clutter, obstacles to avoid as they try 
to maximize their utility.

Unlike econs, humans instinctively consid-
er a number of other factors when measur-
ing the merits of a purchase. They are of-
ten accustomed to anchoring on reference 
points—that is, relying heavily on an open-
ing number, such as a car manufacturer’s 
suggested retail price. They are also highly 
sensitive to how much their neighbors paid 
for the same product. And timing matters. 
Consumers can be fickle, and behavioral 
science suggests that this is completely 
natural, if not necessarily rational.

These phenomena aren’t confined to only 
the purchaser experience. Salespeople 
also succumb to behavioral biases, which 
can affect their ability to maintain price 
points.

Two common pitfalls include:

• Underestimating how much anchoring 
can drive customers’ reactions. This sug-
gests the need to pay close attention to 
both the opening offer and any external 
perceptions of value upon which custom-
ers may anchor.

• Undercutting themselves—and the or-
ganization’s pricing strategy—even before 
setting a price. For salespeople, losses 
can loom larger than gains; they often 

fear turning away an opportunity to close 
a deal. “We can’t charge that!” is a com-
mon worry when salespeople lack confi-
dence in the company’s pricing strategy.

There is hope, however. By confronting 
these mistakes head-on, organizations 
can set up guardrails that account for be-
havioral biases and faulty execution. In this 
article, we’ll consider some tactics finance 
leaders can use to develop more behavior-
ally savvy pricing strategies and help their 
sales organizations carry them through to 
execution.

Behavioral nuances of pricing
For sports fans, there’s nothing better than 
a big comeback, and nothing worse than 
the immense heartbreak that comes from 
letting it all slip away. The pricing lesson: 
People can be profoundly affected by 
where something starts and how it finish-
es. When someone buys a new car they 
may happily talk about how big a discount 
they received from the list price; if an air-
line adds a $30 surcharge for checking an 
extra bag, however, a grumbling customer 
may feel taken advantage of.
 
Here are some of the cognitive biases 
that hinder well–intentioned pricing:

1) Reference points matter more: Dan-
iel Kahneman and Amos Tversky, in their 
Nobel Prize–winning work, demonstrat-
ed that the reference points people pick 
have drastic effects on their perceptions 
of value.1 Since then, further research has 
shown that the tie to reference points goes 
even deeper—that people will often anchor 
on the chosen reference point even when 
other relevant market information is readily 

available to inform their decision making.

An experiment conducted on real-estate 
values, in which trained negotiators were 
assigned the role of either the seller or the 
purchaser, illustrates this point.2 Partici-
pants were given a brochure with relevant 
property and market information to inform 
their negotiations. Four groups were ran-
domly provided with brochures that had 
one of four options: a high asking price, 
a low asking price, a market asking price, 
or no asking price at all. After the negoti-
ation was completed, the results showed 
that both sellers and purchasers system-
atically overweighed the importance of the 
asking price, despite having other relevant 
market information readily available. Those 
with high asking prices started with high-
er opening bids and negotiated prices. 
The reverse occurred for the low-asking-
price group. And, as would be assumed, 
the market consistent asking price held 
constant.

The most interesting finding: Those with 
no asking price settled upon the expected 
market value when all they had to rely on 
was the property and market information. 
This suggests that, if people are provided 
with relevant information, they have the 
ability to discern market value—but our 
cognitive tendencies find it more attractive 
to anchor on an easy-to-reference value.

2) One loss is worse than two wins: Ac-
cording to traditional economic theory, if 
we win $10, we should be just as happy as 
we would be upset if we lost $10. In prac-
tice, this is rarely the case. Consider if we 
were to offer you a $100 bet on a coin toss: 
would you take the risk? In other words, 
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if the coin lands on heads you win $100, 
but if it shows tails you lose $100. Most 
people would answer no, although math-
ematically they should be indifferent to the 
outcome:3 There is a 50 percent chance of 
winning. However, the idea of losing $100 
is so distasteful that most would shy away 
from the bet unless they could win at least 
$200 for the risk of losing $100.4 This indi-
cates that people are loss averse: they hate 
losses twice as much as they enjoy gains.

Even when market conditions suggest that 
price increases may be warranted, people 
may feel like they are being taken advan-
tage of, such as when hardware stores 
raise the price of snow shovels during bliz-
zards. This holds true for standard, and 
even anticipated, price increases as well. 
For example, some customers cancel their 
cable subscriptions after the introductory 
price expires and transitions to a “market-
based” price. And fast-food chains might 
suffer social media backlash when they in-
crease prices on promotional items.

3) The fear of a lost sale: Sales represen-
tatives also fear losing, as Kahneman and 
Tversky demonstrate with another coin-
toss example: Which is preferred? Sce-
nario A, in which you have a 50 percent 
chance to win $1,000 and a 50 percent 
chance to win nothing, or Scenario B, in 
which you receive a definite $450 payout. 
Most people choose the $450 sure thing, 
even though, mathematically, the coin toss 
is a better bet (an expected value of $500). 
If you ran each scenario 100 times, you 
should expect to average $500 in Sce-
nario A (11 percent more than your take 
in Scenario B).5

Salespeople regularly deal with scenarios 
where the same mental calculations occur. 
And unlike in the example above, they are 
making a number of bets where the larger 
sample size will almost certainly redound 
to their benefit.6

Pricing for human consumption
Given these pricing tendencies and traps, 
how can organizations price their products 
and services to achieve profitability and re-
main viable in the marketplace? How can 
they effectively communicate the value be-
hind those prices? Here, behavioral eco-
nomics lessons can be leveraged to devise 
tactics that speak to consumers’ intuitions 

and methods of perceiving value.

• Altering the anchor: If what we anchor 
our decisions upon becomes the reference 
point for value perceptions, organizations 
need to dictate that reference point early.

Many believe that consumers will imme-
diately disregard the anchor if it does not 
align with their personal value proposi-
tions, but research indicates that this is 
not always true. One of Tversky and Kahn-
eman’s most famous studies demonstrates 
how powerful even random anchors are in 
influencing perceptions.7

Participants were asked to spin a wheel 
that ranged from zero to 100. They were 
unaware that the wheel was fixed to land 
only on 10 or 65. Each participant was 
then asked if they thought the percent-
age of African countries affiliated with the 
United Nations was higher or lower than 
the number they spun on the wheel. After 
answering that question, they were asked 
to guess the overall percentage of Afri-
can countries that were members of the 
United Nations.

Even though participants inherently un-
derstood that the number on the wheel 
had no bearing on the question, they were 
nonetheless influenced. Those who land-

ed on 10 estimated 25 percent on aver-
age, while those who hit 65 estimated 45 
percent. This phenomenon is referred to 
as anchoring and adjustment. The take-
away isn’t to anchor on randomness but, 
instead, to make the value of the product 
or service known right away.

• Price still matters, but anchor on fair-
ness: Beyond value-based anchors, price 
still plays a major role in decision-making. 
Behavioral economics shows that the 
concept of fairness weighs heavily both 
on consumers and on the sales force. For 
this reason, social norms and social proof 
can play major roles in assessing value.

To increase taxpayer compliance, the Unit-
ed Kingdom’s Behavioral Insights team 
crafted an outreach letter to taxpayers 
who were behind on payments that started 
with, “Nine out of 10 people in your town 
pay their taxes on time.”8 Those who re-
ceived this message paid their taxes 23 
percent faster than those who received a 
nearly identical letter without the social-
proof message.

Social proof can be applied both implicitly 
and explicitly to pricing valuations. People 
take cues from their peers on how to be-
have and, similarly, on how to form valu-
ations. Consider, for example, how tech 

While your own pricing strategy might start with 
spreadsheets, market segmentation, and high-
powered algorithms, all that hard work can go to 
waste if you don’t focus enough on the humans 
making the decisions.



27Fourth Quarter 2018 The Journal of Professional Pricing

companies hold large launch events fea-
turing long lines of eager customers wait-
ing to purchase the newest gadget, which 
implicitly demonstrates the value of their 
products.

• Discounts are great; free is bet-
ter: While people enjoy discounts, getting 
something for “free” is much more compel-
ling. When something is free, people in-
stinctively overweigh the value of the item 
even in comparison to its market price. In 
behavioral economics, this is referred to 
as the zero-price effect.9

One study illustrates how powerful the ze-
ro-price effect can be. Participants were 
offered a choice between two Amazon gift 
cards: they could receive a $20 gift card 
for $7 or a $10 gift card for free.10 Though 
the $20 gift certificate had $13 of value 
($20-$7=$13) versus only $10 for the 
free card, all 65 participants chose the 
free card. Once the temptation of free en-
tered into the equation, rational behavior 
disappeared.

Make a plan
These behavioral-based tactics lay the 
foundation for implementing pricing poli-
cies that speak to our human intuitions. 
While your own pricing strategy might 
start with spreadsheets, market segmen-
tation, and high-powered algorithms, all 
that hard work can go to waste if you don’t 
focus enough on the humans making the 
decisions.

Consider making these four steps a pri-

ority before launch:

1) Be the first to set the anchor, and 
communicate the value when anchor-
ing: What about the product or service 
makes it special? Tell that story.

2) Wherever possible, promote social 
fairness: If negotiating is part of the pro-
cess, start with the sales representative 
and end with the consumer. After all, if 
the salesperson does not feel comfort-
able complying with the strategy the cus-
tomer will never see it. If using analytical 
segmentation, make those insights readily 
available to the sales force by embedding 
them into the CRM system.

3) Put a spotlight on the little extras you 
offer: For example, if service calls come at 
no additional price, highlight a “$0 service 
call” on the invoice.

4) Keep it simple: The choice architec-
ture that you establish directs how your 
stakeholders will interact with your policy. 
Make sure it is easy to understand. If they 
need to over-think it, it may be too difficult.

Many pricing professionals take great care 
to ensure their strategies are profitable and 
feasible. Behavioral economics can help 
make them accessible. v
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