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

Power Pricing in 
Financial Services
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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. 

Reference

1 “J.D. Power and Associates 2005 Home 
Mortgage StudySM,” J.D. Power and Associ-
ates, 2005.
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Solving New Pricing Challenges  
for Wholesale Fuels

Fuels pricing has become signifi-
cantly more challenging in recent 
years across retail, DTW (Dealer 
Tank Wagon), and branded/un-

branded wholesale channels. While oil 
companies generally recognize that pricing 
is one side of the margin equation, they 
tend to view wholesale fuels pricing most 
often as a necessary function in the selling 
chain and not as a source of potential val-
ue creation–or destruction. Yet the pricing 
function has a significant impact on bot-
tom-line performance and can frequently 
influence multiple-cent moves in market-
ing margins. 

Several dynamics are driving a funda-
mental change in the market, resulting 
in the need for a redefined pricing func-
tion: 

• Increased Volatility in Commodity 
Prices. This uncertainty has led to signifi-
cant issues in the determination of rack 
and DTW prices. As illustrated below, 

average daily price moves have gone 
from pennies to nickels and dimes over 
the past two to three years. This makes 
pricing consistency harder to manage and 
mistakes much more costly.

 
Given that most competitors convert only 
a portion of daily spot price movements 
into corresponding rack price changes, 
the additional magnitude of volatility 
can lead to increasingly unstable mar-
keting margins. Retailer and distributor 
relationships also may be tested, as these 
channel partners often cannot make the 
same magnitude of street price adjust-
ments–particularly if they compete with 
hypermarkets that handle pricing on a 
different basis and schedule.

• Product Proliferation and Standard 
Changes. Increasing use of regional 
gasoline standards and of alternative 
fuels greatly complicates localized pric-
ing efforts. According to EIA (Energy 
Information Administration) estimates, 
ethanol use–both in blending and in 
E85–will grow from four billion gallons 
in 2005 to over 14 billion gallons in 
2030. This will result in oil companies 
needing to price more products and 
manage more arbitrage opportunities.

• A Changing Competitive Landscape. 
As unbranded/private label retail and 
hypermarket channels have grown, 
pricing has become more complex. As 
noted above, these channels often price 
based on different drivers and on a dif-
ferent schedule. Large hypermarkets 
have established their own supply agree-
ments, and many have direct off-take 
agreements with refineries and pipelines. 
Hypermarkets also have the flexibility to 
price their product at a low margin due 
to their strong in-store value proposition. 
As shown in Exhibit 2, local hypermarket 
presence can systematically drive down 
street prices. Branded jobbers, retail-
ers, and distributors often cannot meet 

these levels. This results in significant 
pressures being pushed back onto the oil 
companies, which can no longer simply 
follow the spot price movement, but also 
must incorporate the impact of what is 
happening on the street. 

• Organizational Pressure to Place Vol-
ume: Crack spreads have reached near 
record highs, leading to the beginning of 
significant investment in refinery expan-
sion and increases in gasoline and diesel 
volumes. As a result, most downstream 
marketing organizations face new chal-
lenges to obtain ratable and sustainable 
customers and volumes. Pressure to 
preserve refining volumes and margins 
already drives decisions to push market-
ing volume temporarily and occasionally 
leads to ratability issues. These pressures, 
and the need for unbranded pricing to 
be used as a volume lever, can only be 
expected to increase over the next 5-10 
years. To deal effectively with this new 
reality, management will need to clarify 
the role of the pricing organization 
and define organizational boundaries 
between marketing, refining and trans-
portation/supply/commercial.

The above factors make it clear that the 
pricing environment for fuels is more 
challenging than ever before. There is 
significantly more at stake, as well as 
more public attention on the pricing 
function. Thus, it has become much 
more difficult for pricing organizations 
to satisfy all stakeholders’ needs.

Preparing to Meet  
Pricing Challenges
Most oil companies do not appear to be 
fully prepared to respond to the new mar-
ket realities. Changes have come slowly, 
with only a few policy-based adjustments 
being made over the last few years. For 
example, many companies have adopted 
6 p.m. pricing in response to increased 
levels of volatility and jobber/distributor 

The wholesale fuels market faces 
growing challenges due to increased 
volatility, changes in the competi-
tive marketplace, proliferating prod-
uct offerings and government regu-
lation. Increasingly, companies are 
going to have to rethink their pricing 
strategies—many of which are cur-
rently unable to adjust effectively to 
fast-changing conditions. The au-
thors of this piece are: Bob Orr and 
Eric Nelsen (Directors) and Stephen 
O’Keefe (Principal) of the Oil, Gas, 
and Fuels Marketing practice for Oli-
ver Wyman, the global consultancy. 
For more information contact: bob.
orr@oliverwyman.com, eric.nelsen@
oliverwyman.com, or stephen.okeefe@
oliverwyman.com.
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lifting and ratability issues. But twice-
a-day pricing has not yet been adopted, 
although the change may be needed if 
volatility intensifies beyond its current 
range. DTW pricing has been particu-
larly difficult to manage, and industry 
competitors are only beginning to change 
those pricing policies (e.g., recent pricing 
changes in the Pacific Northwest).

Based on a number of indicators, the 
time has come for major oil companies 
to rethink how they will address these 
challenges: 

1. Defensive Industry Mindset: Tradition-
ally, pricing strategies have been pegged 
to key competitors or to a composite 
of competitors. This indexing often 
ignores rack-to-retail margins, the need 
to balance margins, and other critical 
factors. Mixed with price volatility, 
this type of “group think” can lead 
to significant uncertainty and lack 
of consistency in daily price setting. 

2. Lack of Analytical Capability within 
the Pricing Organization: Although 
some pricing team members are 
trained in advanced analytics, ap-
propriate methodologies are not tra-
ditionally used to understand topics 
like extent of market leadership and 
competitive pricing patterns. Many 

pricing organizations do not include 
analytically focused resources to sup-
port pricing tactics and strategy setting. 
 

3. Inconsistent Price-Setting Due to 
Insufficient Attention on Execution: 
In some cases, only a handful of staff-
ers will be responsible for pricing 
hundreds of racks, with little or no 
support. Price setters may also be 
required to spend considerable time 
dealing with associated supply issues, 
taking their focus off ensuring that the 
company captures target pricing value.  

4. Lagging Pricing Management Systems 
and Analytic Tools: Oil companies have 
struggled to upgrade pricing systems 
to take advantage of new data, man-
age daily price setting, and create the 
reporting analytics required to make 
critical, fact-based decisions on a timely 
basis. Competitive forecasting capabili-
ties often lag behind market develop-
ment, and their absence can lead to 
pricing inconsistency and loss of value. 

Substantial financial benefits can be real-
ized from addressing the above issues. To 
move forward, senior managers should 
ask critical questions, such as:

• How should pricing strategies be  

established and executed?

• How should the pricing organization be 
designed?

• What systems and tools are needed to 
support a best-in-class pricing func-
tion?

• How can pricing performance be mea-
sured and monitored?

Moving to an Enhanced 
Pricing and Revenue 
Management Function
An analysis of markets and different 
competitive conditions suggests that an 
oil company can achieve roughly �0 ba-
sis points of fuel margin improvement 
through a combination of more rigorous 
strategic planning and more consistent 
execution. This level of profit improve-
ment can contribute up to a 10-percent 
increase in downstream marketing re-
turns.

Achieving this value impact is quite feasi-
ble but requires addressing five key pillars 
of pricing, as shown in the exhibit below. 
 
Five Pillars of Pricing:  
A Conceptual Map 
1. Pricing Strategy and Tactics  
In developing an enhanced pricing strat-
egy, oil companies must move beyond 

Spot market volatility

Source: NYMEX spot prices; 01/01/1995 through 03/01/2006. Oliver Wyman analysis. 
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simple index-based pricing and consider 
a number of pricing drivers:

• Branded Market Presence: Enables com-
pany to lead market pricing or simply 
follow competitors; indicates likelihood 
of relatively high brand value compared 
to competitors;

• Hypermarket Presence: Drives pricing 
pressure on the street and may lead to 
a structural shift toward cost-plus type 
pricing, given the nature of supply 
agreements;

• Diverse Channel Mix: Increases flex-
ibility for competitors to make policy 
changes when combined with company 
owned/operated site presence;

• Competitor Supply Position: Defines 
rivals’ opportunity cost to serve each 
market and their flexibility to endure 
volatility;

• Growth Market Strategy: May require 
companies to employ somewhat differ-
ent policies than in mature ones;

•  Competitor and Marketer/Retailer Net-
work Resiliency: May be challenged by 
low retail margins or low site effective-
ness, which prevent rivals and channel 
partners from absorbing price moves 
and market volatility.

Oil companies should focus on pric-
ing to brand value when setting a strat-
egy. Often, index prices are chosen so 
that differentials between competitors 
are only 10 to �0 basis points. Given 
significant variation in brand values 
on the street, this is often not a signifi-
cant enough gap. As illustrated below, 
oil companies can find opportunities by 
analyzing their market positions across 
each rack, and making adjustments to 
their prices. 

A powerful brand may also have the po-
tential to change market pricing funda-
mentals, as the leader can guide a market 
out of negative or low margin situations.

2. Organization and People 
Given new realities, pricing organiza-
tions will require different structures and 
capabilities. Staff must be fully trained 
in advanced statistical techniques and 
should focus primarily on spotting and 
capturing specific opportunities, rather 
than mechanically pricing each rack. In-
dividual organizational and accountabil-
ity options will depend on each compa-
ny’s culture and dynamics. In most cases, 
though, the pricing function should set 
and implement strategies, while also help-
ing staff develop skills, career paths, and 
credibility with senior management. 

3. Pricing Processes 
A best-in-class pricing function needs 
to incorporate consistent planning and 
execution processes, with clear roles and 

Figure 2: Impact of Competitive Landscape on the Pricing Environment

Impact on Average Retail Prices
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responsibilities. Core processes will in-
clude both strategic planning as well as 
the execution of daily price setting (fore-
casting, data gathering, price upload, 
etc.), and performance reviews. Criti-
cally, a company must separate pricing 
strategy decisions from the daily price-
setting function, since most analysts 
will not have the time to consider the 
strategy appropriately at each rack on a 
day-to-day basis. Focused time should 
rather be spent each day on core issues or 
problematic markets. The process is criti-
cal and must be executed flawlessly, since 
small adjustments can have major strate-
gic impacts.

4. Support Systems and Tools
To manage the constant influx of infor-
mation, the pricing function must be 
equipped with a capable and flexible sys-
tem. Most critically, the system should 

support advanced analytics and data min-
ing, robust controls, and visualization 
and reporting tools. A proprietary system 
should align well with the needs of strat-
egy development and price setting execu-
tion. This can lead to a firm’s capturing 
incremental value in a tight margin busi-
ness–much as Capital One reinvented the 
data capture and analysis process to its 
advantage in the credit card business.

5. Reporting and Performance  
Measurement 
Designing and implementing the appro-
priate balanced scorecard is a key factor 
in the success of the pricing function. 
The organization is often judged by its 
terminal or marketing margins, which 
are driven by the difference in rack and 
spot prices. Establishing the correct per-
formance metrics for the marketing and 
pricing organization is critical and fully 

depends on the relevant opportunity cost 
at each terminal. The pricing function 
should also be measured by the accuracy 
of its execution.

Executive Considerations
Fuels pricing in today’s environment is 
more difficult than ever. Volatility has 
increased; the competitive landscape has 
changed; products are becoming more 
complex; and volume pressure on mar-
keting organizations is intensifying. To 
respond effectively to these complex and 
rapid changes, oil companies must reas-
sess their pricing strategies and tactics. 
They must also develop the right organi-
zational assets and tools. Doing so can 
capture profits that improve the financial 
performance of the marketing business 
and help the company as a whole to gain 
a competitive advantage.

Figure 3: Five Pillars of Pricing: A Conceptual Map
Five Pillars of Pricing: A Conceptual Map 
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“We hold these truths to be self-evi-
dent, that all men are created equal…” 

—Thomas Jefferson, The Declaration of 
Independence, July 4, 1776. 

Whenever anyone quoted 
those immortal words 
from the Declaration of 
Independence—“all men 

are created equal”—Federalist Fisher 
Ames, an ardent opponent of Thomas 
Jefferson and a superb congressional ora-
tor, would retort: “And differ greatly in 
the sequel.” 

While Fisher’s admonishment might not 
be the best way to administer a country’s 
laws—where all should be treated equal-
ly—it is profound when it comes to un-
derstanding no two customers are equal. 
As a German Proverb teaches, “He who 
seeks equality should go to a cemetery.”

Maximum vs.  
Optimal Capacity 
All companies have a theoretical maxi-
mum capacity (the total number of cus-
tomers your firm can adequately service) 
and a theoretical optimal capacity (the 
point at which customers can be served 
adequately while maintaining your com-
petitive advantage and pricing integrity. 

From a strategic perspective, one must 
insure proper capacity is allocated to 
various customer segments, while offer-
ing a differentiating value proposition 
within each segment. This is an essen-
tial element when implementing value 
pricing strategies correctly. It also pre-
vents bad customers—those who are 
not willing to pay for the value you de-
liver—from crowding out good ones. 

The Adaptive Capacity Model 
Think of your firm as a Boeing 777 air-
plane.

When United Airlines places a Boeing 
777 in service, it adds a certain capacity 
to its fleet. However, it goes one step fur-
ther, by dividing up that marginal capaci-
ty into five segments: First class; Business 
class; Full fare coach; Coach; Leisure, 
Priceline.com, and Bereavement fares. 

The airlines—and hotels, cruise lines, golf 
courses, car rental agencies, and other in-
dustries with fixed capacity—are adept at 
managing and predicting their adaptive 
capacity to maximize profitability. 

The airlines understand it is the last–
minute customer who values the seat the 
most. Hence they reserve a portion of 
each plane’s capacity for their best cus-
tomers. They do this even at the risk the 
aircraft will take off with some of those 
high price seats empty. That revenue can 
never be recaptured since seats cannot be 
inventoried. Why do airlines take that 
risk? Because the rewards of reserving 
capacity for price insensitive customers 
comprise the majority of their profits.

Airlines allocate only so many seats to 
coach, leisure, Priceline.com, or bereave-
ment seats, which they offer well in ad-
vance of the flight. However, no airline 
adds capacity in order to accommodate 
these customers. 

This point is noteworthy, as too many 
firms will, in fact, add—or reallocate ca-
pacity from higher-valued customers—in 
order to serve low-valued ones. This is 

the equivalent of the airlines putting the 
upper deck in the back of the plane rath-
er than the front.

Furthermore, many companies will turn 
away high-value, last minute work from 
its best customers because they are oper-
ating near maximum capacity, usually at 
the low end of the value curve for price-
sensitive customers. This is common dur-
ing peak seasons; the lost profit opportu-
nities are incalculable.

Many worry about running below opti-
mal capacity and cut their prices in or-
der to attract work, especially in down-
turns or slow cycles. This strategy is 
fine, but you must understand the trad-
eoff you’re making. 

Usually, that capacity could be better 
utilized selling more valued-added ser-
vices to your first-class and business-
class customers, who are less price sen-
sitive than new ones. This way, the firm 
does not degrade its pricing integrity in 
order to attract price-conscious custom-
ers, sending a signal into the marketplace 
it is willing to engage in this strategy, 
which affects the perception of its value 
proposition.

The conventional wisdom is you have to 
be at maximum capacity—where de-
mand exceeds supply—to raise prices. 
But since when do you have to wait to 
be fully booked to demand a premium 
price? Do not confuse working hard-
er (supply-side capacity) with working 
smarter (demand side pricing). Prices 
are determined by value created for the 
customer, not the internal capacity con-
straints of your firm.

How much fixed capacity are you al-
locating to each customer class? What 
criteria will you use to ascertain where 
in your airplane each customer sits? By 
viewing your firm as an aircraft with a 
fixed amount of seats, you will begin to 
adapt your capacity to those customers 
who appreciate—and are willing to pay 
for—your value proposition.

Many companies make the mistake 
of treating all customers equally, 
particularly when considering issues 
like optimal capacity. In fact, in 
sales you want to reserve capacity 
for your best paying clients even if 
it means sometimes excluding more 
price-sensitive ones. This article was 
written by Ron Baker, the founder of 
VeraSage, an innovative think tank 
serving professional service firms. For 
more information you can reach Ron 
at: ron@verasage.com.

Baker’s Law: Bad Customers Drive Out Good Ones


