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How to Define the 
Right Profit Waterfall

A profit waterfall is a chart that 
shows just where you’re making and 
losing money in each transaction. 
But defining one isn’t as simple as it 
seems. And the task gets even harder 
when you have a large multi-nation-
al organization with multiple busi-
ness models. So how do you define the 
right one for your business? Manager 
Rich Eagles and Consultants Rebecca 
Lipp and Alana Blake, all of Deloitte 
Consulting LLP, offer these five key 
considerations to guide you. For more 
information, you can contact Rich 
Eagles at: reagles@deloitte.com or Se-
nior Manager, Ranjit (Jit) Singh at 
ransingh@deloitte.com.

1. How Will You Use the 
Waterfall?
All too often, the waterfall is created using 
pre-existing measures of profitability. One 
method is to turn the P&L statement 
“sideways,” using information as it’s 
currently reported, but in a different 
graphical format (Example A). Another 
way is to start with a previously created 
waterfall as a guide. There are certainly 
many examples to be found in books, 
periodicals or other businesses.  
 
Unfortunately, waterfalls aren’t “one size 
fits all.” You must take care to ensure 

your model serves your strategic and 
tactical purposes. Without these in 
mind, it can be useless.

Waterfalls can be used by salespeople 
during negotiations, by pricing analysts 
to measure and compare product or cus-
tomer profitability, or by executives to 
view a snapshot of business operations 
and profitability by segment. 

When salespeople use the waterfall, they 
tend to focus on the elements between list 
price and net price. On the other hand, 
users outside of the sales function may 
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focus on costs that are farther down the 
waterfall. 

Sales and pricing managers also use the 
waterfall to view product and customer 
profitability across regions, where pricing 
policies may differ. In addition, the wa-
terfall can help teach salespeople how to 
view portfolios in terms of profitability 
instead of just revenue or volume.  

In some businesses a single waterfall can 
meet all purposes. Usually, however, the 
elements will vary according to the user’s 
objectives. These could be to control rev-
enue leakage, develop new profit man-
agement strategies, or simply to com-
municate information not commonly 
collected on a single graph or worksheet. 
Think about how you want to use the 
waterfall before you create the first bar.

Your goal should be to produce a model 
that makes sense for your organization, 
considering each of the different users. 
To ensure this, always validate each draft 
and final design against your business 
needs.

2. How Far Does Your 
Waterfall Need to Go? 
Businesses often struggle with 
reconciling elements of a waterfall 
to financial statements. The fact is, 
not every element will match your 

statements. That’s because it is an 
economic, not a financial, model. 

In financial statements costs are tradi-
tionally based on the time they were 
paid, not the time they were incurred. 
As a result, these statements can include 
information such as freight, which is not 
known at the time of transaction. Finan-
cial statements also may apply costs to 
regions where they originated, not where 
they were actually used. Waterfalls can 
help illustrate these costs as they apply to 
different regions throughout the produc-
tion and sales cycle. However, be aware 
that this may cause your regional water-
fall to look different than your financial 
statements for the same area.  

Additionally, waterfalls include cost of 
capital calculations which are generally 
viewed as opportunity costs. One such 
example is the “cost of terms,” a calcula-
tion that involves giving a customer extra 
days to pay. These don’t appear in finan-
cial statements, even though they’re in-
evitable liabilities in the natural course 
of business. 

You should incorporate these costs into 
your waterfall because they’ll help you 
understand opportunities for process, 
behavior or price improvement. But be 
aware that once you do, the numbers in 
the waterfall will no longer tie directly to 
financial statements.  

Some organizations also try to drive 
the waterfall down to an operating in-
come level. But few go beyond this to 
include tax-related costs. In some compa-
nies (such as those which deal with both 
transfer pricing and indent sales), this lev-
el of depth is necessary. In others, the wa-
terfall can end before any costs of goods 
are incorporated. This is particularly true 
when it will be used by salespeople to see 
how customer discounts, rebates, or co-
marketing spending will affect profit.

Another drawback to matching the wa-
terfall with financial statements is that 
you’ll need to include cost elements 
which aren’t customer or product specif-
ic, such as business overhead. To incor-
porate these in the waterfall, businesses 
often use arbitrary mechanisms or com-
plex calculations to allocate them. 

In the end, these elements become 
spread like peanut butter, with deduc-
tions in profit evenly dispersed across all 
products and customers. With this ap-
proach, the business has little or no abil-
ity to understand if the element has a 
problem and therefore can’t manage it.  

With this in mind, your objective should 
be to set the final profit measure at a level 
consistent with strategy and need without 
imposing artificial allocations or produc-
ing the peanut-butter spreading of costs. 

3. What Revenue and 
Profitability Measures 
Should You Include? 
Most waterfalls begin with a list 
price and end with some measure of 
profitability. Within these two limits 
both real and constructed pillars exist 
which represent a variety of interim 
revenue and profit measures (Example B). 

Waterfalls will likely have commonly un-
derstood measures such as invoiced rev-
enue and net revenue. In addition, there 
are terms which serve specific business 
needs, such as “salesperson controllable 
revenue” or “controllable pocket reve-
nue.” These measures group cost-to-serve 
elements in useful ways for business 
management and allow for benchmark-
ing on broader groups of cost elements.

[Janie, this is article 1, like last time, each article will have an 
intro at the beginning in a box, and will have words 

highlighted in red in the layout (there’s a character style set up
for this). Follow same layout as last time. This article should go 
on pages 1-3. Janie, for the graphics in this article, please make
a PDF out of it, and then place the PDF in InDesign. That will

preserve the vector graphics.] 

How to Define the Right Profit Waterfall

A profit waterfall is a chart that shows just where you're making and losing money in 
each transaction. But defining one isn’t as simple as it seems. And the task gets even 
harder when you have a large multi-national organization with multiple business models.
So how do you define the right one for your business? Manager Rich Eagles and 
Consultants Rebecca Lipp and Alana Blake, all of Deloitte Consulting LLP, offer these
five key considerations to guide you. For more information, you can contact Rich Eagles 
at: HTUreagles@deloitte.comUTH or Senior Manager, Ranjit (Jit) Singh at 
HTUransingh@deloitte.comUTH.

1. How Will You Use the Waterfall?

Net Sales 100$
COGS 10$
Selling Expenses 10$
General & Admin Expenses 10$
Operating Profit 70$

Net
Revenue

COGS Selling
Expenses

General &
Admin

Expenses

Operat ing
Prof it

Example A 

All too often, the waterfall is created using pre-existing measures of profitability. One 
method is to turn the P&L statement “sideways,” using information as it’s currently 
reported, but in a different graphical format (Example A). Another way is to start with a 

previously created 
waterfall as a guide. 
There are certainly many
examples to be found in 
books, periodicals or 
other businesses.

Unfortunately, waterfalls 
aren’t “one size fits all.”
You must take care to 
ensure your model serves 
your strategic and tactical 
purposes. Without these 
in mind, it can be useless. 

Waterfalls can be used by salespeople during negotiations, by pricing analysts to measure
and compare product or customer profitability, or by executives to view a snapshot of 
business operations and profitability by segment. When salespeople use the waterfall, 

Example A
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Not all waterfalls use the same pillars, 
but all must provide some measures by 
which to benchmark. Often, organiza-
tions make the error of using too many, 
undifferentiated pillars. Usually, even the 
names aren’t very distinct (controllable 
pocket revenue, sales pocket revenue, ex-
tended pocket revenue, etc.).  

Instead, you should define pillars by 
the grouping of elements which precede 
them. For example, you could define 
those before Invoice Price as “contract 
negotiations,” and all the elements before 
Net Price as “invoice discounts and sur-
charges.”

In addition, when defining the pillars, 
decide which should be anchored to the 
financial metrics.  At minimum, one pil-
lar should be tied to the Profit and Loss 
statement. This lets you validate the wa-
terfall within the organization or across 
business units. 

For some businesses the anchor might 
be on net revenue, while others might 
choose to match to gross sales. Either 
way, these anchors impact all the buckets 
before and after that pillar and so require 
careful consideration of business needs. 

Bottomline: understand your pillars. 
Don’t create unnecessary ones that fail 
to serve a particular purpose. At the 
same time, avoid oversimplifying – a lack 
of depth can cost you.

4. How Many Waterfall 
Buckets Do You Need? 
After deciding which pillars will appear 

in your waterfall, 
define next the 
buckets which 
will be placed 
between them. 

Businesses often 
struggle with this 
step. Some water-
falls have more 
than 50 elements. 
Others have fewer 
than 20. Which is 
the right number?  
To answer this 

question, consider several factors. First, 
is the bucket big enough to distinguish 
separate customers and products? If it 
represents less than 1% of revenue, then 
it may be too small to provide value.

Conversely, a waterfall bucket could be too 
aggregated to be useful. This is a common 
challenge with certain rebates, discounts 
and surcharges which may be lumped to-
gether. Although combining these values 
can make a big enough bucket, you might 
not know what to do with it. 

Finally, think about the issues that can 
affect each bucket. For instance, water-
falls often contain an element for freight. 
Yet this bucket does not identify the 
expectations for a customer to deter-
mine what is “good” or “bad.” Using two 
buckets, one for the line haul and one for 
the assessorial amount, can provide valu-
able insight into customers who are in-
curring excessive or unexpected costs.

Overall, you should aim to define action-
able waterfall buckets of sufficient size, 
while taking into consideration the po-
tential use of each bucket.

5. How Consistent Do You 
Want Your Waterfalls to Be? 
This last question needs to be answered 
when developing a profit waterfall 
for an organization. Since each unit 
within a firm may be using a different 
model, often waterfall elements are 
exclusive or defined differently within 
those businesses. In some companies, 
it’s important to measure profitability 
across multiple divisions (for shared 

customers, for instance). In other 
cases, the objective is profitability 
improvement among businesses with 
little or no roll-up or sharing.

If your goal is global roll-up across 
businesses or regions, it’s often best to 
focus on the pillars only and describe 
elements between them in general cat-
egories. The risk is that you can end 
up placing leakage elements at various 
points on the waterfall. Therefore, it’s 
important to come to a consensus on 
where you place buckets, such as rebates 
or samples. Organizations that over-
generalize their waterfalls for the pur-
poses of global roll-up often produce a 
chart full of misinterpreted elements. 
This can cause great confusion as busi-
nesses try to force data into a pre-exist-
ing model. 

On the other hand, a company which 
has no standardization in its profit wa-
terfall must rely on financial statements 
for global roll-up, reducing some of the 
waterfall’s value as a tool for business 
management. The key is to strike the 
right balance between commonality and 
specificity, which can be achieved by 
having a strong pricing group, strict gov-
ernance processes, and executive spon-
sorship. 

In general, you want to define some 
common elements which have a consis-
tent meaning across businesses and re-
gions, but avoid making your chart too 
generic to be useful. 

If you don’t design the tool correctly or 
fail to train people to understand the 
data, you can waste a lot of time and 
effort. Before designing your chart, 
you may need to undertake heavy data 
investigation and upfront cleansing. 
But by answering the five questions 
outlined here, you can avoid common 
pitfalls and produce a strategic, busi-
ness-oriented, and actionable profit 
waterfall. 

It may well be the most important task 
you undertake to: ensure effective pric-
ing, find ways to improve your profit, 
and benefit your business overall.

Another drawback to matching the waterfall with financial statements is that you’ll need 
to include cost elements which aren’t customer or product specific, such as business 
overhead. To incorporate these in the waterfall, businesses often use arbitrary
mechanisms or complex calculations to allocate them. In the end, these elements become
spread like peanut butter, with deductions in profit evenly dispersed across all products 
and customers. With this approach, the business has little or no ability to understand if 
the element has a problem and therefore can’t manage it.

With this in mind, your objective should be to set the final profit measure at a level 
consistent with strategy and need without imposing artificial allocations or producing the 
peanut-butter spreading of costs.

3. What Revenue and Profitability Measures Should You Include?
Most waterfalls begin with a list price and end with some measure of profitability. Within
these two limits both real and constructed pillars exist which represent a variety of 
interim revenue and profit measures (Example B).

List Price Invoice Price Net Price Prof itability

Example B

Waterfalls will likely have commonly understood measures such as invoiced revenue and 
net revenue. In addition, there are terms which serve specific business needs, such as 

“salesperson controllable revenue” or 
“controllable pocket revenue.” These measures
group cost-to-serve elements in useful ways for 
business management and allow for 
benchmarking on broader groups of cost 
elements.

Not all waterfalls use the same pillars, but all 
must provide some measures by which to 
benchmark. Often, organizations make the error 
of using too many, undifferentiated pillars. 

Usually, even the names aren’t very distinct (controllable pocket revenue, sales pocket 
revenue, extended pocket revenue, etc.).  Instead, you should define pillars by the 
grouping of elements which precede them. For example, you could define those before 
Invoice Price as “contract negotiations,” and all the elements before Net Price as “invoice 
discounts and surcharges.” 

In addition, when defining the pillars, decide which should be anchored to the financial 
metrics.  At minimum, one pillar should be tied to the Profit and Loss statement. This lets 
you validate the waterfall within the organization or across business units. For some
businesses the anchor might be on net revenue, while others might choose to match to 
gross sales. Either way, these anchors impact all the buckets before and after that pillar 
and so require careful consideration of business needs.

Bottomline: understand your pillars. Don’t create unnecessary ones that fail to serve a 
particular purpose. At the same time, avoid oversimplifying – a lack of depth can cost 
you.

Example B
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Global Survey of Business Executives 
 on Inflation and Pricing

Inflation Expectations 
Remain High, and Pricing 
Power Is Uncertain

More than a year after con-
cerns about skyrocket-
ing oil prices and Hurri-
cane Katrina raised fears 

about inflation, 40 percent of executives 
around the world still anticipate that 
the rate of inflation in their countries 
will rise by at least one percentage point 
over the next year, according to the lat-
est McKinsey global survey.1 Executives 
continue to see energy prices and real 
estate as the primary drivers of higher 

inflation, but strong demand for goods 
and services has become an increasing 
concern. 

Overall, half of executives around the 
world expect inflation to increase in 
their countries over the next year. Re-
spondents’ perceptions of how high 
inflation will go, as well as the factors 
driving it and whether they will be able 
to raise prices in response, vary widely 
by region, however.

Globally, perceptions about inflation have 
eased a bit since our survey in Novem-
ber 2005, when nearly half of our sample 

Global giant McKinsey & Company 

recently surveyed 3,216 executives 

worldwide to gather their views on 

the prospects for inflation over the 

next year—and the impact on pric-

ing strategies.  This survey has been 

reprinted with permission from The 

McKinsey Quarterly, which is avail-

able online at: http://mckinsey.com/

ideas/mck_quarterly/.

�

Source: February 2007 McKinsey survey on inflation and pricing

Inflation expectations remain high, and pricing power is uncertain.

McKinsey Global Survey of Business Executives:
Inflation and pricing, April 2007

More than a year after concerns about 
skyrocketing oil prices and Hurricane Katrina 
raised fears about inflation, 40 percent of 
executives around the world still anticipate that 
the rate of inflation in their countries will rise by 
at least one percentage point over the next year, 
according to the latest McKinsey global survey.1

Executives continue to see energy prices and real 
estate as the primary drivers of higher inflation, 
but strong demand for goods and services has 
become an increasing concern. 

Overall, half of executives around the world 
expect inflation to increase in their countries 

over the next year. Respondents’ perceptions of 
how high inflation will go, as well as the factors 
driving it and whether they will be able to raise 
prices in response, vary widely by region, 
however.

Globally, perceptions about inflation have eased 
a bit since our survey in November 2005, when 
nearly half of our sample believed that it would 
rise by at least one percentage point in the 
ensuing year. But expectations vary widely 
within the developing world (Exhibit 1) and are 
particularly strong in China, where 19 percent 
of respondents—nearly three times the global 

1The McKinsey Quarterly conducted the survey in February 2007 and received responses from 3,216 global business executives, of which 
43 percent hold C-level positions.

Exhibit 1

Inflation 
expectations

% of respondents

All respondents (n = 3,216)

 Source: February 2007 McKinsey Quarterly survey of 3,216 global business executives

Net increase

Net decrease

Asia-Pacific
(n = 412)

China
(n = 127)

India
(n = 290)

Europe
(n = 932)

North America 
(n = 941)

Latin America 
(n = 245)

Stay the same

Don’t know

55
19

9

17

<1% 16 104 20 1711

1% 20 24 2721 2216

2% 13 17 169 1011

≥3% 8 19 63 315

Decrease Increase

<1% 1511

1% 216

2% 112

≥3% 71

One year from now, how will your countries' in�ation rate 
compare with the rate today?

Inflation will 
increase or 
decrease by

Inflation will 
increase by

By region

Exhibit 1: Inflation Expectations
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believed that it would rise by 
at least one percentage point in 
the ensuing year. 

But expectations vary widely 
within the developing world 
(Exhibit 1) and are particularly 
strong in China, where 19 per-
cent of respondents—nearly 
three times the global aver-
age—believe inflation in their 
country will increase by at least 
three percentage points. 

In India, the share of respon-
dents expecting their country’s 
inflation rate to rise by at least 
three percentage points at the 
end of one year remains below 
the global average, at some six 
percent.2

Overall, executives continue to see high-
er energy prices as the main driver of 
inflation (Exhibit 2); energy was also 
the top concern in our November 2005 
survey. 

Interestingly, the tightening of the job mar-
ket has moved down the scale of the main 
drivers of inflation, from the number three 

spot to number six, with strong demand for 
goods and services rising to third place.

But executives’ concerns are somewhat 
different in the Asia-Pacific region and in 
developing countries (Exhibit 3). Among 
respondents in the Asia-Pacific region 
(China and India), rising real-estate 
prices outrank every other factor said to 
be contributing to inflation; more than 

two-thirds of them cite this category as 
their main concern. And more than half 
of those surveyed in Latin America say 
strong demand for goods and services 
will be the main driver of inflation.

Respondents’ views of their ability to 
raise prices also vary significantly, though 
not always in line with their expectations 
for inflation.  

Only a third of all 
respondents, for ex-
ample, say they will 
have more power to 
raise prices a year 
from now, while 
46 percent say they 
don’t expect to have 
more power (Ex-
hibit 4). Half of re-
spondents in North 
America, for exam-
ple, do not expect to 
have more power to 
raise prices. Yet in 
both China and In-
dia, at least 45 per-
cent of respondents 
do anticipate a gain 
in pricing power 
over the next year.

Executives around the 
world face inflation-

�

Source: February 2007 McKinsey survey on inflation and pricing

average—believe inflation in their country will 
increase by at least three percentage points. In 
India the share of respondents expecting their 
countries’ inflation rate to rise by at least three 
percentage points at the end of one year remains 
below the global average, at some 6 percent.2

Overall, executives continue to see higher 
energy prices as the main driver of inflation 
(Exhibit 2); energy was also the top concern in 
our November 2005 survey. Interestingly, the 
tightening of the job market has moved down 
the scale of the main drivers of inflation, from 
the number three spot to number six, with 
strong demand for goods and services rising to 
third place.

Exhibit 2

Drivers of inflation

2Inflation rates from 2006 to present: Australia = 9 percent; China = 8 percent; European Union (including Eastern European member countries) = 9 percent; 
India = 7 percent; Japan = 1 percent; and United States = 2 percent.

% of respondents (n = 1,753)1

Which of the following factors are contributing to 
your estimate that in�ation will increase?

1Respondents could select more than one answer.

 Source: February 2007 McKinsey Quarterly survey of 3,216 global business executives

Higher oil or gas costs 63
Rising real-estate prices 46

Strong demand for goods and services 42
Higher electricity costs 41

Strong demand for raw materials 33
Tightening job market 32

Other 15

Exhibit 2: Drivers of Inflation

�

Source: February 2007 McKinsey survey on inflation and pricing

Exhibit 3

Drivers vary by region

But executives’ concerns are somewhat different 
in the Asia-Pacific region and in developing 
countries (Exhibit 3). Among respondents in the 
Asia-Pacific region, China, and India, rising 
real-estate prices outrank every other factor said 
to be contributing to inflation; more than two-
thirds of them cite this category as their main 
concern. And more than half of those surveyed 

in Latin America say strong demand for goods 
and services will be the main driver of inflation.
Respondents’ views of their ability to raise 
prices also vary significantly, though not always 
in line with their expectations for inflation. 
Only a third of all respondents, for example, say 
they will have more power to raise prices a year 
from now, while 46 percent say they don’t 

Which of the following factors are contributing to your estimate that 
in�ation will increase?

1Respondents could select more than one answer.

 Source: February 2007 McKinsey Quarterly survey of 3,216 global business executives

Higher oil or gas costs

70Real-estate prices

Asia-Pacific (n = 231) Latin America (n = 129)

52

Strong demand for goods 
and services 46

Higher electricity costs

40

Strong demand for 
raw materials 34

Tightening job market

33

Other 14

27

46

54

20

24

39

33

India (n = 168)

79

68

71

10

29

31

10

% of respondents1

Exhibit 3: Drivers Vary by Region
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ary pressures and constraints on their 
ability to increase prices. 

At least half of respondents in Europe, 
Latin America, and North America an-
ticipate no more 
power to increase 
prices than they 
had one year ago. 
On the other hand, 
respondents in 
China and India—
where both domes-
tic demand and 
exports continue 
to grow—do fore-
see greater flexibil-
ity to raise prices, 
regardless of their 
views on inflation.

Notes: 
1The McKinsey 
Quarterly con-
ducted the survey in 
February 2007 and 
received responses 
from 3,216 global 

business executives, of which 43% hold C-
level positions.

2Inflation rates from 2006 to present: 
Australia = 9 percent; China = 8 percent; 

European Union (including Eastern Eu-
ropean member countries) = 9%; India = 
7 percent; Japan = 1 percent; and United 
States = 2 percent.

�

Source: February 2007 McKinsey survey on inflation and pricing

Exhibit 4

Pricing power

expect to have more power (Exhibit 4). Half of 
respondents in North America, for example, do 
not expect to have more power to raise prices. 
Yet in both China and India, at least 45 percent 
of respondents do anticipate a gain in pricing 
power over the next year.

Executives around the world face inflationary 
pressures and constraints on their ability to 
increase prices. At least half of respondents in 
Europe, Latin America, and North America 
anticipate no more power to increase prices 
than they had one year ago. On the other hand, 
respondents in China and India—where both 
domestic demand and exports continue to 
grow—do foresee greater flexibility to raise 
prices, regardless of their views on inflation.

% of respondents

Yes

Yes

Yes

Not
applicable China (n = 127) North America (n = 941)

Not
applicable

Not
applicable

No

No
No46

Do you expect to have more power to increase prices in the next year than you do now?

 Source: February 2007 McKinsey Quarterly survey of 3,216 global business executives

33
21

47

33 50

20 3021

All respondents (n = 3,216)All respondents (n = 3,216)

Q
Copyright © 2007 McKinsey & Company. 

All rights reserved.

In a decision that will have pro-
found pricing impact, the Su-
preme Court overturned a cen-
tury-old ban on restrictive pricing 

clauses between manufacturers and dis-
tributors or retailers. In an ideologically 
divided 5-4 decision, the High Court 

ruled that the practice of producers dic-
tating prices to business further down 
the channel was no longer a definitive 
violation of the Sherman Antitrust Act. 
Instead, the majority said that the im-
pact on the consumer, and competition 
in each individual case, would deter-
mine the legality of pricing agreements. 
 
The ruling provides much more pric-
ing power to manufacturers, which has 
eroded greatly with the rise of the in-
ternet. Makers of premium goods, who 
want to sell through high-touch retailers, 
can now prevent online discounters from 
undercutting prices and driving down 
the profits of both retailers and manufac-
turers. To avoid the restrictions that the 
Supreme Court just overturned, manu-
facturers resorted to “Minimum Adver-

tised Price” (MAP) clauses, which would 
legally restrict prices retailers could ad-
vertise. This is why you see “price too low 
to show” instead of actual prices in some 
ads and on websites like Amazon.com.  
In addition, producers may offer rebates 
or other discounts in return for agreeing 
to certain pricing terms. 
 
In theory, the new ruling will make such 
arrangements more transparent and easier 
to manage, although as dissenting Justice 
Beyer noted “[the ruling] will create con-
siderable legal turbulence as lower courts 
seek to develop workable principles.” 
 
Stay posted. If this ruling will impact your 
pricing policies, hopefully you have been 
preparing for it. If not, then you need to as-
sess the impact and opportunity urgently.

Supreme Court Overturns  
Ban on Restrictive Pricing Clauses

Mimiran’s Reuben Swartz 
analyzes this recent, critical High 
Court decision affecting pricers 
across the nation. We’ve reprinted 
this piece with permission from 
Reuben’s blog, “Dollars and Sense.” 
For more information, contact him 
at: reuben@mimiran.com or visit: 
http://mimiran.blogspot.com/.

Exhibit 4: Pricing Power
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Diamonds Are Forever…
and Quite Profitable If Your 
Name Is De Beers

The plot of Leo DiCaprio’s re-
cent blockbuster, Blood Dia-
mond, involves sales of the 
gemstone mined in war zones 

and sold to fund an insurgent’s military. 
While most moviegoers were engrossed 
in Leo’s romance with a beautiful report-
er and hoping the resolute father would 
find his long lost family...I found myself 
wondering about how diamond prices 
are set.

Many of us associate diamond prices 
with the notion of a cartel being run by 
the De Beers Group. But did you ev-
ery wonder how this company operates? 
Well, De Beers has two primary business 
units: (1) Production and (2) Marketing 
and Wholesale Sales through its Dia-
mond Trading Company (DTC) arm.

On the production front De Beers owns 
several mines and is a joint venture part-
ner with several diamond-producing 
countries including Tanzania, Namibia, 

and Botswana (largest producer of dia-
monds in the world). Every year, De Beers 
decides how many diamonds it wants to 
sell. Each producer associated with the 
company is then allocated a fixed percent-
age of this target that the DTC subsidiary 
will purchase. This supply “target” influ-
ences the market price for diamonds.

De Beers’ DTC unit focuses on influenc-
ing demand and manipulating supply. 
To stimulate demand, the subsidiary’s 
marketing efforts have promoted the 
concepts of “Diamonds are Forever” and 
spending “Two Months of Your Salary” 
to purchase a gem. 

To influence supply when it is plentiful, 
the DTC restricts sales and hordes excess 
diamonds in its vaults. Conversely, when 
supply is short, it releases more from 
its excess inventory. At one point, over 
80% of the world’s diamonds were sold 
through the DTC. Today, approximately 
half are sold through this exchange.

With market share shrinking dramatically 
and De Beers’ share price dropping from 
$16 (in 1989) to $12 (1999), what’s a car-
tel in distress to do? Call in Bain & Co., 
the strategy consulting firm. In addition 
to Bain’s recommending that the cartel 
measure high level employees by “key per-
formance indicators” (an oldie but goodie 
in management consulting), the results of 
Bain’s “strategic review” are interesting. 

The consultants advised De Beers to 
stop worrying about controlling the 
world’s diamond supply. Instead, it 
counseled the cartel to focus on market-
ing diamonds to end consumers (you 
and me) and solidifying relationships 
with the 9� customers (sightholders) 
who buy its rough diamonds. 

Bain’s advice coupled with favorable 
market conditions has made life good 
for De Beers. The company’s accumulat-

ed stockpiles (more than a year’s supply 
of diamonds) have been exhausted (ac-
cording to Patrick Barta’s May 12, 2007, 
Wall Street Journal article entitled “The 
New Diamond Hunters”). And while 
De Beers’ stock is not publicly traded, 
45% of the company is owned by Anglo 
American, which is. Anglo American’s 
stock has risen by 54.4% in the last year 
(and 228.2% in the last three years)…
pretty nice returns!

A ½ Pepperoni, ½ Mushroom 
Pizza: Why Do Some 
Pizzerias Charge You for 
Two Toppings and Others for 
Only One? 
This may seem like a trivial question, but 
it is one I’ve struggled with longer than 
I care to admit. Why would a pizzeria 
charge you for two “full” portions when 
it only uses two half portions for your 
“half and half” pizza?

In search of answers I posed this fascinat-
ing pricing conundrum to a couple of my 
friends and we came up with a working 
hypothesis. Our initial research revealed 
that “legendary” (an admittedly arbi-
trary label) and gourmet pizzerias tend to 
charge for two toppings, while Mom & 
Pops and the chains seem to charge only 
for one. 

We hypothesized there are two key rea-
sons why gourmet pizzerias charge for 
two toppings. First, customers that pa-
tronize these establishments tend to be 
less price sensitive. I support this notion 
with the fact that I rarely, if ever, see cou-
pons for these pizzerias; while discounts 
(coupons, volume specials) are readily 
available at chains and Mom & Pops. 
Second, customers dining at legend-
ary and gourmet pizzerias highly value 
unique toppings, and these restaurants 
are often known for specialty toppings 
such as clams, homemade sausage, thyme 
roasted mushrooms, etc. 

Pricing Dilemmas: Diamonds,  
Pizza Toppings and the iPhone

With his usual flair for divining in-
triguing pricing lessons from unex-
pected sources, Rafi Mohammed, the 
founder of Culture of Profit LLC, 
shows how DeBeers drove up its profits 
after its market share shrank; explains 
why gourmet pizza establishments en-
gage in value pricing; and argues for 
Apple to raise the price of its  iPhone 
in these latest excerpts from his blog. 
You can contact Rafi at: rafi@culture 
ofprofit.com or visit his website:  
www.pricingforprofit.com.
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Next, I did a little di-
aling around the 
country to 
see if these 
ideas made 
sense in the 
real world. 
Sure 
enough, in 
my small 
sample, 
these hypoth-
eses seemed to 
bear out. 

All of the major chains only charged for 
one topping, even the high-end brick 
oven pizzeria chain, Bertuccis. Legend-
ary pizzerias like Regina’s and Santar-
pio’s (both of Boston), and Chicago’s 
Lou Malnati’s all charged for two top-
pings. Similarly, gourmet pizzerias like 
Washington, D.C.’s, Two Amy’s and 
Alberto’s charged for two toppings. 

Some restaurants charged a price be-
tween one and two toppings. Emma’s, 
my favorite gourmet pizzeria in Cam-
bridge, Mass., charged a 25-cent premi-
um for a large half-and-half topping. The 
truly legendary Pepe’s Pizzeria in New 
Haven, Conn., charges $8.10 for a large 
chicken topping and $5.40 for a half-
topping (67% of a full topping). 

There were some outliers. No highly 
rated pizzeria in my hometown of Cin-
cinnati charged for two toppings, even 
though one uses gourmet ingredients 
(Dewey’s) and another uses a wood-fired 
oven (Pomodori’s). A gourmet pizzeria at 
Cornell University (Aroma) only charged 
for one topping. And regardless of the 
city, highly-rated (that are not “legend-
ary”) non-gourmet pizzerias primarily 
charged for one topping. 

What I find interesting is that value 
pricing seems to reflect a strategy that 
at first blush, seems arbitrary. Given my 
experience that few companies actually 
employ this approach, it’s surprising 
that the pizza industry clearly does. 

The next time you are at your favor-
ite pizzeria, you can confirm the truth 

of this yourself as you 
check to see if it 

is a one or two 
topping estab-

lishment!

Thanks to 
my friends 
Steve, Rob, 
Mark, and 
Robert 

(whose de-
lightful blog at 

http://buffets.blog 
spot.com advises readers on 

how to take advantage of all-you-can-eat 
meals at restaurants around the country) 
for sharing their insights.

Memo to Apple: The iPhone 
is a Hit … It’s Time to RAISE 
Your Price! 
“How do you price hip?” It’s a good 
question because “hip” is often an 
intangible quality whose value is rarely 
recognized until a product launch. 
Back in the market research phase of 
price testing, consumers could evaluate 
the iPhone’s sleek style, touch screen 
features, and cool screen that projects 
both vertically and horizontally. But 
no interviewee could imagine, let alone 
value, the tremendous anticipation 
(created through masterful marketing) 
that has made the iPhone totally hip. 

Like many others, I was taken aback 
when Apple announced its $499 (regular 
version: 4GB of storage) and $599 (de-
luxe 6GB version) iPhone prices back in 
January. These prices represent a healthy 
premium over well-known smart phones 
like the sleek BlackBerry Palm Pearl 
($149 with a two-year contract with Cin-
gular). 

Scoffing at the $500+ price tag, Mi-
crosoft’s CEO Steve Ballmer opined 
in a USA Today CEO forum “there’s 
no chance that the iPhone is going to 
get any significant market share. No 
chance.” 

But Apple was smart; they told us the 
bad news (high prices) early, gave us six 
months to stew about them; and now 

many of us have accepted the prices. 
Fast forward to today. Amol Sharma and 
Nick Wingfield report in the Wall Street 
Journal that 19 million people in the 
U.S., or roughly 9% of cell phone us-
ers, are “highly interested” in buying an 
iPhone. 

Another survey found that 12% of re-
spondents had postponed purchasing 
a new cell phone to wait for the Apple 
product. In great part due to the iPhone 
buzz, Lehman Brothers recently in-
creased its price target for Apple’s stock 
by 20% to $146. The iPhone is smoking. 

To date, Apple’s done a good job of pric-
ing its blockbuster phone. Few could 
have predicted today’s level of consum-
er interest—so it’d be disingenuous for 
me to opine they should have set higher 
prices. It was smart to set the regular 
version price below the $500 psychologi-
cal threshold level. They probably could 
have charged more for the deluxe version 
and succeeded by offering an even high-
er-priced premium model.

But here’s where Apple may falter. Ana-
lysts estimate the company’s current 
gross margin for iPhones is roughly 
50%. With such plush margins, analysts 
predict Apple will slash prices. Starting 
off high and dropping prices is a tried 
and true strategy for new technology. 
But Apple is in a unique situation. With 
no meaningful competition (how many 
consumers are really going to buy the 
$810 LG Prada phone?), the buzz will 
likely only increase the iPhone’s value. 

The key to Apple’s future pricing strat-
egy lies in exercising discount restraint 
(Motorola discovered that discounting 
its RAZR phone from $500 to “free” 
with a two-year contract to maintain 
market share wasn’t a wildly profitable 
idea) and focusing on my favorite pric-
ing strategy… versioning. So while the 
next generation of iPhones might offer 
some moderately discounted versions, 
my bet is the market will accept even 
higher priced iPhones with more stylistic 
features. The iPhone looks destined to be 
the next “must have” accessory for con-
sumers and businesspeople.


