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Analytical Pricing for  
Commercial Loans

Too many commercial lenders lack 
structured guidelines to consistently 
optimize the pricing to exploit custom-
ers’ willingness to pay and adjust to 
changing market conditions. Financial 
institutions need to differentiate their 
pricing based on not only risk but also 
customers’ willingness to pay and mar-
ket factors, as the authors explain. Jens 
Baumgarten is Managing Partner of 
the New York office of Simon Kucher & 
Partners and Head of Banking North 
America  (jens.baumgarten@simon-
kucher.com). David Vidal is a Senior 
Consultant in the New York office of 
Simon Kucher & Partners (david.vi-
dal@simon-kucher.com). Georg Wueb-
ker is the Global Head of Banking for 
Simon Kucher & Partners (georg 
.wuebker@simon-kucher.com).

Financial institutions are explor-
ing the use of willingness to pay 
and the resulting market seg-
mentation to increase the gran-

ularity of their pricing and maximize 
profits. For example, advanced market-
ing techniques can be used to differenti-
ate fees and rates of credit cards depend-
ing on customer segment characteristics, 
geographical, seasonal or other mar-
ket factors. Even insurance companies, 
which traditionally relied solely on de-
tailed risk assessments to set their premi-
ums, have started implementing value-
based pricing.

In lending, however, most financial 
institutions lack structured guidelines 

and models to consistently optimize 
the pricing of their products to exploit 
customers’ willingness to pay and to fit 
changing market conditions. 

Most lenders today still follow a cost/
risk-based pricing approach to determine 
list or target interest rates and then let 
relationship managers decide whether or 
not to apply a premium or discount to a 
specific deal. 

The volatility of interest rates and the 
variability of risk scores for different cus-
tomers make traditional cost-plus pricing 
a good first step. Current conditions in 
the credit market, however, are creating 
extreme margin pressures and increas-
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ingly dynamic competition. 

In this market, value-based pricing can 
be a key driver of profitable growth. The 
upside potential can be huge: On aver-
age, the implementation of value-based 
pricing processes can yield additional 
margins up to 30 basis points (bps) after 
only a few months.

This article describes a structured ap-
proach to the design and implementa-
tion of value-based pricing in lending. 
Value-based pricing makes it possible to 
reduce the role of “gut feel” in market 
adjustments implemented by relationship 
managers yet keeps the pricing process 
simple.

There are four steps:

• Identify factors that 
influence custom-
ers’ willingness to 
pay

• Define price seg-
ments

• Quantify your abil-
ity to optimize pric-
ing 

• Implement value-based pricing

Identify Factors That 
Influence Willingness to Pay
Which characteristics of a deal, a cus-
tomer (segment) or a loan influence will-
ingness to pay most? These characteris-
tics influence the customer’s resistance 
(or lack of resistance) to price changes.

There are three main drivers of will-
ingness to pay:

• Customer characteristics

• Product

• Competition

The extent to which these factors affect 
customers’ perception of overall value 
varies greatly across different loan prod-
ucts, market situations, customer seg-

ments, etc., and depends on the specific 
value proposition of the lender.

Customer characteristics. A number of 
customer characteristics influence value 
perception and, thus, price elasticity. 
Size, industry, time in business and other 
metrics that institutions already capture 
can be used to divide the customer port-
folio into groups with different willing-
ness to pay.

For example, large businesses that have 
been in business for many years in a 
steady industry not only have a lower 
risk than a small start-up but also have 
a lower willingness to pay because they 
are often more knowledgeable about loan 
features and approached more actively by 
competition. 

Obviously, this is not always the case. 
For example, the owner of the start-up 
may have had a long-standing relation-
ship with a bank in a former position 
and come to expect a favorable rate.

That is why a wide range of soft variables 
also influence willingness to pay. These 
soft variables should be considered when 
optimizing prices based on value. Anoth-
er example is when a parent, relative or 
business related to your customer already 
has a relationship with your bank. Typi-
cally, this will greatly affect the cus-
tomer’s expectations for how much you 
should be willing to “discount” on the 
standard rate.

At a commercial bank in the Northeast, 
the marketing team has been developing 
a customer behavior scoring model that 
helps relationship managers assess an 
optimal initial rate offer and the balance 

of power they have in their negotiation 
with the customer. 

These measures are based on a few con-
crete, behavioral indicators that the rela-
tionship manager collects during initial 
discussions with the customer and on 
analysis of market-rate adjustments done 
on past deals (using a wide database of 
loans).

Product. Even though most loans can 
be considered to be commodities, a 
number of features (prepayment pos-
sibilities, deferred payment loan pro-
grams, etc.) affect the customer’s 
perception of value—and, thus, the 
customer’s willingness to pay.

The more a lender has differentiated the 
product component of its loan offer, the 

more the product 
component will have 
to be considered in 
assessing customers’ 
willingness to pay. 

For example, in the 
case of a niche lend-
er, the product de-
velopment team had 
been expanding the 
loan product portfo-

lio for years with a significant variety of 
prepackaged loans that had a predefined 
set of features targeted at specific bor-
rower segments. 

These niche products not only facilitate 
the selling process but also make it pos-
sible for the lender to differentiate prices 
according to the value these features de-
liver to the customer (that is, by precisely 
exploiting the willingness to pay of dif-
ferent customer segments). By matching 
rate differences to value perception in a 
targeted way, the lender has improved its 
ability to charge a premium.

Competition. Whether at a local level 
(due to specific sales initiatives, the qual-
ity of customer relationships, etc.) or at 
the national level (due to overall com-
petitive strategies, brand strengths, etc.), 
the intensity of competition significantly 
influences how target rates should be dif-

Even though most loans can be considered to be 
commodities, a number of features (prepayment 
possibilities, deferred payment loan programs, etc.) 
affect the customer’s perception of value—and, 
thus, the customer’s willingness to pay.
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ferentiated and how much discounting is 
optimal. 

A better understanding of competitive 
intensity enables a lender to better posi-
tion the relationship manager’s initial 
offer and to improve the enforcement 
of higher rates (for example, by testing 
the arguments of relationship managers 
who state that they need to discount to 
be competitive against internal bench-
marks).

Detailed indicators should 
be looked at to have a reli-
able understanding of how 
the intensity of competition 
varies across geographies. 
Leading banks have already 
started market intelligence 
initiatives to collect hard 
market data (for example, 
market shares, growth of 
the lending market, etc.) on 
a regular basis. 

Many also initiated multi-
dimensional assessments of 
their relative competitive 
strengths and weaknesses 
(by regional and local mar-
ket), in order to better un-
derstand which product 
and service areas have to be 
improved to better differen-
tiate from competition. 

In most cases, the custom-
er perception of a specific 
bank is very heterogeneous across its net-
work, which in turn should certainly af-
fect the bank’s value and pricing strategy 
at a local level.

Some drivers of willingness to pay may 
be less relevant in some lending markets, 
while others not outlined here can also 
significantly affect pricing patterns (es-
pecially for niche lending products). To 
understand willingness to pay, you must 
analyze your data and examine the be-
havior of your customers.

Define Pricing Segments
Once you have understood the structure 
of willingness to pay for your bank, you 

should identify “pricing segments” along 
the characteristics that affect willingness 
to pay.

Through the combination of the vari-
ous drivers of willingness to pay (cus-
tomer characteristics, product types, 
competitive situation, etc.), you should 
be able to identify groups of loans, geo-
graphic areas or segments of customers 
for which the pricing potential is higher 
than for others. 

For example, there should be a signifi-
cant difference in willingness to pay of 
(and therefore rates offered to) large cus-
tomers with several existing relation-
ships in a very competitive area buying a 
standard loan and smaller customers not 
connected to any existing customers in a 
poorly competitive area that need a loan 
with value-added features (for example, 
flexible prepayment possibilities).

This may seem obvious, but often, such 
factors are not considered in a systematic 
way or made formal in a lender’s pricing 
guidelines. A detailed identification of 
such pricing segments and the definition 
of guidelines and processes for differenti-

ating rates along these segments provide 
guidance for relationship managers on 
where to apply specific target rates and 
discounts. This allows relationship man-
agers to capture additional margins and 
makes pricing practices more consistent 
overall.

In addition, when managers monitor 
compliance with pricing guidelines, re-
lationship managers are more likely to 
enforce higher margins. A commercial 

bank with branches across 
the country, for example, 
first defined pricing seg-
ments so that deals could 
be compared fairly. This 
made it possible to compare 
relationship managers’ per-
formance on specific types 
of deals. The bank gained 
the following advantages:

• Relationship managers 
were provided with new rate 
references, on the basis of 
best practices identified.

• Relationship managers 
gained confidence in their 
ability to defend rate levels.

• Overall, the bank im-
proved enforcement of target 
rates, improving net-interest 
margins.

Quantify Ability to  
Optimize Pricing 

While price targets are important, it 
is also essential to understand price 
elasticities for each segment to know 
to what extent prices can really be 
changed and how these changes will ul-
timately affect volume and margins.

Elasticities for lending products vary a 
great deal, because types of loans and 
customers vary a great deal. Using indus-
try average elasticities to define pricing 
strategies does not work, because each 
lender has a specific value proposition, 
offered through a specific network, in a 
specific set of local markets, etc.

A detailed measurement of elasticities 

In most cases, the customer perception of a 
specific bank is very heterogeneous across 
its network, which in turn should certainly 
affect the bank’s value and pricing strategy at 
a local level.
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for the lender and for each product and 
customer segment can make a great dif-
ference. Changing rates will have a very 
different impact on margins if customer 
elasticity is -1 (that is, the bank will lose 
5 percent of new loans when standard 
rates increase by 5 percent [for example, 
from 400 bps to 420 bps]) or an elastic-
ity of -2 (that is, the bank will lose 10 
percent of new loans when standard rates 
increase by 5 percent). 

Only by understanding the variations 
in elasticity across segments can lend-
ers fully benefit from a more 
granular price differentiation 
strategy. When you know your 
customers’ elasticity, you can 
increase rates where customer 
reactions to changes are low 
and adopt a different strategy 
in segments where customers 
are more responsive to price 
changes.

Lenders that do not measure 
elasticity for different seg-
ments are leaving money on 
the table. Recently, a large commercial 
bank in the United States commissioned 
a survey of 1,000 small and medium-
sized business customers to assess their 
price sensitivity. The bank learned that 
15 percent of customers considered inter-
est rates to be reasonable and said that 
they would probably have paid an ad-
ditional rate premium (in this case, 13 
bps on average), primarily because in this 
group customers rarely shopped around 
for loans. The bank increased its rates af-
ter analyzing these. 

After six months, the bank had increased 
net-interest margins by 7 bps while new 

loan disbursements shrank by only 0.6 
percent compared to the previous year. 
(Changes in funding costs and natural 
volume evolutions were neutralized to 
isolate the effect of pricing.)

There are different methods to measure 
elasticities. Their common objective is to 
understand customers’ pricing behavior 
quantitatively (how many new loans/
how much volume will we gain/lose if 
we reduce/increase our rates by “x” bps) 
and qualitatively (psychological aspects, 
for example, rate thresholds).

Implement  
Value-Based Pricing 
Once pricing segments have been iden-
tified and their elasticities measured, 
rates can be optimized according to the 
pricing goals defined at the corporate 
level (volume maximization, revenue or 
margin optimization). Any pricing deci-
sion involves a trade-off between these 
objectives; thus, it is helpful to evaluate 
the effects of different rate levels on each 
performance metric before deciding to 
change rates. 

With the help of customized price opti-
mization models, cost, risk and margin/

return on equity (ROE)/risk-adjusted re-
turn on capital) RAROC targets can be 
combined with information on willing-
ness to pay to optimize rates holistically 
and on an ongoing basis.

Some banks are already using such mod-
els to gain better visibility into their 
customer portfolio from all perspectives 
(risk and value). These models can take 
various forms, from integrated pricing 
software applications to more pragmatic 
models that rely on internal knowledge 
updated and managed by the bank’s 

analytic team. Often, simpler 
models have resulted in faster 
and better returns, because 
they require less time and 
resource consumption than 
service-intensive software.

Whatever the model, it 
should be rolled out to rela-
tionship managers, so they 
have the information needed 
to make market-rate adjust-
ments. These pricing tools 
also can help relationship 

managers see the impact of pricing de-
cisions and help them make fact-based 
pricing decisions on a per-deal basis. 

Reward Profitable 
Customers
Banks that can capture optimal rate 
premiums for each of their customer 
and product segments are better able to 
set optimal rate levels based on custom-
ers’ willingness to pay and receptivity to 
price increases. They can better retain 
profitable customers and move unprofit-
able customers toward profitability.

When you know your customers’ 
elasticity, you can increase rates 
where customer reactions to changes 
are low and adopt a different strategy 
in segments where customers are 
more responsive to price changes.




