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Though best practices in pricing are 
increasingly being adopted in dif-
ferent sectors, the financial services 
industry has notably lagged behind. 
However, authors Leandro Dal-
leMule, Terry Kuester and Robert 
Friedman of Deloitte & Touche LLP 
point out that with better pricing the 
value of originated loans and deposits 
can be improved by an impressive sev-
en to 15 basis points. They show here 
how enhanced pricing strategies can 
be integrated with existing risk-based 
approaches. These can then be further 
augmented by quantitative demand-
based analysis to assess better the 
sensitivity of customers groups to dif-
ferent pricing levels. For more infor-
mation, please contact: ldallemule@
deloitte.com, tkuester@deloitte.com 
or rofriedman@deloitte.com.

t 19th Annual Spring Conference, Venetian Resort Hotel Casino, Las Vegas;  
1-Day Workshops, April 9, 2008; 2-Day Conference, April 10-11, 2008 

t Wednesday, April 9th Workshops, Taught by Leaders in the Pricing Profession  
1.  The Fundamentals of Value-Based Pricing Strategy 
2.  Business to Business Pricing 
3.  Best Practices in Pricing Management 
4.  Pricing & Revenue Optimization 
5.  Pricing with Confidence:  10 Ways to Stop Leaving Money on the Table

t European Workshops, Hilton Metropole Hotel 78 Conference Centre, 
London, England, 10-11 June, 2008 

For the most up to date information about PPS events and programs please visit 
our website at www.pricingsociety.com frequently.

Celebrating  

25 years of publication!

In common usage price is the 
amount paid in the exchange of 
a good or service. More precise-
ly, economists generally view it as 

an exchange ratio between goods with 
equivalent values; in other words, goods 
that pay for each other. This defini-
tion, however, has not been used con-
sistently; so an old confusion frequently 
reappears. Who assigns the value? How 
can one establish a product’s or service’s 
real “worth”? And more importantly, 
“worth” to whom, and when can it be 
realized?

The standard theory of price asserts that 
the market price reflects interaction be-
tween two “opposing” parties. On one 

side are demand considerations based 
on marginal utility, while on the other 
side are supply considerations based on 
marginal cost. Unfortunately, prices are 
not that simple to set, and they are even 
more difficult to control. 

For years, economists have been trying 
to understand the true dynamics of pric-
ing. Adam Smith described what is now 
known as the Diamond–Water Paradox: 
Diamonds command a much higher 
price than water; yet water is essential 
for life, while diamonds are merely or-
namentation. It is generally maintained 
that Smith was unable to solve the para-
dox in The Wealth of Nations. Instead, it 
was the theory of marginal utility which 
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became the accepted solution. This theo-
ry holds that, besides the obvious supply 
considerations, the same object may have 
different marginal utilities for different 
people, implying differences in the will-
ingness to pay. Individuals are willing to 
trade based upon the respective marginal 
utilities of the goods they own or desire 
and, thus, constrained by them. 

Nonetheless, in current pricing practices 
at most institutions, very little impor-
tance is given to how much a customer 
is actually willing to pay. Instead, banks 
and financial services companies have 
historically set prices based on a combi-
nation of three criteria. A product’s price: 

1) needs to cover its underlying costs;
2) is based on what managers think the 

product is worth;
3) must be competitive relative to its posi-

tion in the marketplace for competing 
products. 

Following other industries, this critical 
sector has finally begun to change the 
way it looks at pricing. Today, financial 
services companies are beginning to de-
ploy enhanced programs that more effec-
tively quantify their customers’ willing-
ness to pay–and thus their sensitivity to 
price.

The Imperative for Change
In the coming years, firms will likely 
place a premium on identifying ways to 
grow bottom-line results through im-
proved top-line performance to provide 
the substantial annual profit growth in-
vestors expect. 

In past years, gains in efficiency have 
generated sig-
nificant incre-
mental profits. 
However, fi-
nancial servic-
es companies 
have reached 
a point where 
most opera-
tional excess 
has already 
been reduced 
or eliminated. 
In addition, 
smaller, weaker 
competitors have been acquired or disap-
peared, and financial services products 
are mature, both of which factors make 
profitable growth even more difficult.

Adding to these difficulties, customers 
are becoming increasingly sophisticated. 
The ordinary mortgage, home equity or 
auto loan borrower, for example, is only 

a few mouse clicks away from comparing 
rates and loan features from a multitude 
of lenders online. 

In a recent study, more than 40 percent 
of recent borrowers visited mortgage 
lenders’ websites or online, third-party 
services to gather information. Results 
from the same study also suggest that 

pricing is the 
most important 
consideration 
for individu-
als shopping 
for a mortgage 
or home eq-
uity loan. Such 
well-informed, 
technologically 
savvy custom-
ers are com-
moditizing the 
market, putting 
increasing pres-

sure on lenders to offer customized prod-
ucts at increasingly lower rates. 

On top of being the key driver of pur-
chase decisions, price is also the most 
effective and dynamic profit lever. A 1% 
improvement in prices (i.e., moving the 
average note rate from 6.00% to 6.06%, 
holding all else constant) can increase 

Demand modeling and optimization 
do not look at individual customer de-
mographics to set prices. They consider 
product characteristics, volume perfor-
mance, competitive environment, geo-
graphic differences, and internal costs. 

A typical approach to demand-based 
pricing consists of a multi-stage proj-
ect. In the initial stage, elasticity co-
efficients, a measure of the relative 
sensitivity of customers to price, are 
calculated at a granular level based on 
historical product transaction data. 
Sophisticated software tools and statis-
tical approaches are used to determine 
how each cell on a rate sheet or fee 
table should be priced. The modeling 

exercise should include the expected 
competitive reaction to price changes, 
product cannibalization, and any mac-
ro-market movements.

Once price elasticity coefficients are 
measured, the next step is to establish 
optimization constraints. These can in-
clude limitations to the maximum daily 
price change of each rate or fee, risk-
based rules, or financial hurdles such as 
the minimum return on equity by state. 

A curve, known as the “efficient fron-
tier,” represents the maximum profit 
level that can be achieved for any 
given origination volume. Guided by 
this curve, financial institutions can 

select an effective pricing strategy ac-
cording to their short- and long-term 
growth plans, as well as understand 
their current position relative to vol-
ume and profit. 

When all volumes corresponding to 
a set of rates and points are aggregat-
ed, be it at the metropolitan, state, or 
country level, a significantly improved 
profit can be achieved. There are many 
possible combinations of acceptable 
profits depending on the company’s 
strategy and its chosen volume targets. 
By and large, an average price improve-
ment of seven to 15 basis points can be 
found in consumer (and commercial) 
lending and deposits.

How Price Optimization Works
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operating profits by more than 15% in 
most large financial institutions. Yet, to 
date, banks and finance companies have 
focused far more investment on growing 
business volumes and on cutting expens-
es than on improving pricing. 

Managing Change 
Effective programs typically involve 
three independent yet integrated com-
ponents: pricing & profitability analyt-
ics followed by price optimization and 
execution. Modest investments to im-
prove one or more of these components 
can result in substantial performance 
improvements. They can also help move 
the entire organization towards a profit-
oriented culture from a volume-oriented 
one.

Solving the pricing puzzle usually starts 
with an enhanced analytics program. 
This will provide greater visibility and 
insight into the business’s profitability 
dynamics as well as the effectiveness of 
historical pricing decisions. The analyt-
ics should more accurately identify and 
quantify the amount of profit left on the 
table and note realistic changes that can 
be implemented to improve performance 
going forward.

Once financial companies realize the 
power of analytics, they usually decide 
to develop a continuous profit improve-
ment program. This can involve deploy-
ing analytics software packages to key 
individuals in the organization, typically 
in pricing, finance, risk management, 
and product management. These pack-
ages provide high-powered desktop vis-
ibility tools that can aid in managing the 
business going forward. 

The second step in enhancing pricing 
capabilities involves using price optimi-
zation techniques. These help improve 
the likelihood that the “list” prices es-
tablished, including rates, fees, and dis-
counts (as well as intermediary compen-
sation levels) are accepted by customers. 
In effect, they enable a company to tar-
get a price that will be accepted by small 
segments of customers. A robust opti-
mization program can improve profit 
through better demand-based pricing 

and “what-if” tools that allow companies 
to test various pricing scenarios. Opti-
mization techniques also allow for better 
allocation of marketing dollars, enabling 
firms to make more informed tradeoffs 
between rates, fees, promotions, and dis-
tribution incentives.

A common misconception about the op-
timization process is that it mainly fo-
cuses on raising prices. Instead its goal 
is to price better. In fact, optimization 
commonly yields a balanced number of 
price increases and decreases. But estab-
lishing a set of rates, fees, and policy dis-
counts through optimization is only the 
beginning for most financial institutions. 

The third and final piece of the pricing 
puzzle is execution. 

For many companies exceptions are an 
all too common part of daily operations. 
Field personnel (e.g., salespeople, agents, 
and brokers) frequently have substantial 
leeway to deviate from list prices in order 
to close a deal. Yet companies rarely pro-
vide market-based information to help 
them make those decisions. And often, 
those decisions are not monitored well 
enough to drive compliance with com-
pany policies and to identify individuals 
who give away price to close a sale or lose 
deals that could have been won at a dif-
ferent price.

Execution programs aim to ameliorate 
this situation. Software can be deployed 
that provides field personnel with up-

to-date, relevant information, including 
intelligence from optimization and ana-
lytics pricing systems, at the moment a 
decision is made.

Realizing the Benefits 
Analyzing, designing, and implement-
ing a program to move an institu-
tion from reactive to preemptive pric-
ing capabilities requires a broad set of 
skills and capabilities. But time is of 
the essence. Using 10 basis points of 
improvement in profit as an example, 
each month of delay can result in lost 
profit improvement of nearly $4 million 
or more for a typical financial services 
business. 

One cautionary note: pricing programs 
that fail to meet expectations typically 
either focus solely on technology or rely 
on a narrow group of data analysts. To 
see enhanced pricing strategies work, 
companies will need to embrace broad 
change management throughout their 
organizations, not merely systems en-
hancements. 

While pricing and profitability man-
agement programs are not trivial, the 
new realm of possibilities supported by 
superior data-driven pricing programs 
can help lenders achieve significant ad-
vantages in an ever more competitive 
financial services industry. Hence, inter-
est in and adoption of enhanced pricing 
and profitability management programs 
are growing rapidly in financial services. 
This growth is due not only to a lack of 
alternatives for improving profits, but 
also to the material profits pricing pro-
grams create. 

Perhaps if Mr. Adam Smith had been 
born 280 years later, he would have 
looked at his Diamond–Water Paradox 
differently, calculating how price elastici-
ties of water and diamonds change as a 
function of market, competitor, and cus-
tomer behavior. 
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