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What decisions should 
the pricing function be 
making? Where should 
a corporation posi-

tion the pricing function? How should 
the pricing function be structured? We 
have been asking these questions for 
past two decades but still don’t have a 
definitive answer nor a standard tem-
plate. Why? What is so odd about pric-
ing decisions that makes organizational 
design choices regarding the pricing 
function difficult?

Christopher Gresov and Robert Dra-
zin may have clarified the nature of the 
organizational design challenge in their 
1997 Academy of Management Review pa-
per “Equifinality: Functional Equiva-
lence in Organizational Design.” In 
this article, we will review the key in-
sights equifinality provides regarding 
organizational design and apply the re-
sultant thinking to the issue of designing 
an organization for pricing excellence.

What is Equifinality?
Equifinality in an organizational setting 
“has come to mean that the final state, 
or performance of an organization, can 
be achieved through multiple different 
organizational structures even if the con-
tingencies the organization faces are the 
same” (Gresov & Drazin).

That is, for some organizational design 
decisions, there may be no single optimal 
choice. Different organizational designs 
will achieve the same performance level 
in both decision accuracy and efficiency 
for some organizational functions.

This is very different from the standard 
thinking regarding organizational de-
sign. For instance, consider the functions 
of accounting, operations, or marketing 
and sales in large corporations. At a high 
level, each of these functions are typical-
ly defined and structured in a relatively 
cross-corporation-consistent manner and 
can be performed somewhat indepen-
dently of one another.
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Figure 1: Equifinal Situations

• Accounting typically manages ac-
counts payable and accounts receiv-
able, keeps the books, and reports up 
to the Chief Financial Officer.

• Operations typically manages produc-
tion and/or logistics and reports to the 
Chief Operations Officer.

• Marketing and sales typically manage 
customer interactions while detecting 
and fulfilling demand, and reports up 
to the Chief Marketing Officer and 
sometimes its compatriot, the Chief 
Sales Officer.

Before I get hate mail, please note that I 
used qualifiers in stating relatively con-
sistent and somewhat independent. There 
are myriad viable variations in organiza-
tional design and structure, and corpo-
rations work better when organizational 
silos are crossed or broken. Yet when we 
compare these functions against that of 
the pricing function, differences become 
glaring.

What does pricing do? Where does pric-
ing report? Can it operate as a self-con-
tained function?

• It might seem obvious that pricing 
manages pricing strategy, but does 
that mean pricing decisions at the 
customer transaction level, the market 
positioning level, the industry strategy 
level, or all three simultaneously?

• Similarly when it comes to reporting, 
research of the members of the Pro-
fessional Pricing Society reveal that 
pricing professionals alternatively sit 
under marketing, finance, sales, and 
other senior management functions 
while airlines and hotels typically 
place pricing under operations.  Even 
in terms of pricing education, univer-
sities are unsure if pricing should be 
in the domain of accounting, finance, 
economics, marketing, or operations 
and all too often it falls under the do-
main of “not here.”

• And, as far as pricing operating as a 
strictly self-contained function, that 
appears to be a relative non-starter 

as pricing decisions are shown to im-
prove through cross-functional en-
gagement according to research by 
Hamburg, Jensen, and Hahn.

Comparing the organizational design 
consistency of the pricing function 
against the accounting, operations, or 
sales and marketing functions reveals 
significant differences.  

Corporations are performing the pric-
ing function through multiple organiza-
tional structures, perhaps even when the 
contingencies are the same. That is, the 
pricing function may exhibit the proper-
ty of equifinality. It may just be that the 
pricing function can be organized in dif-
ferent manners while achieving the same 
relative level of performance.

When does Equifinality 
apply?
Gresov and Drazin examined the con-
ditions in which equifinality may arise 
and suspected they differ along two 
dominant dimensions: (1) the degree of 

conflict in functional demands, (2) the 
latitude in structural options.

The degree of conflict in functional 
demands (vertical axis) refers to the re-
quirements an organization may have 
of a specific function. For instance, an 
organization may require the firm to be 
both innovative in product design and 
flexible in customer relations. These two 
functional demands are relatively con-
gruous and present a low level of conflict 
in functional demand. 

In contrast, a corporation serving a ma-
ture market may strive for both superb 
product innovation and superb manufac-
turing efficiency. These two functional 
demands are inconsistent and may create 
a high level of functional conflict.

For the pricing function, we find a rela-
tively high degree of conflict in function-
al demands.

• On one hand, every transaction with 
every customer has to be priced, and 

  

The degree of conflict in functional demands (vertical axis) refers to the requirements an organization 
may have of a specific function.  For instance, an organization may require the firm to be both 
innovative in product design and flexible in customer relations.  These two functional demands are 
relatively congruous and present a low level of conflict in functional demand.  In contrast, a corporation 
serving a mature market may strive for both superb product innovation and superb manufacturing 
efficiency.  These two functional demands are inconsistent and may create a high level of functional 
conflict. 

For the pricing function, we find a relatively high degree of conflict in functional demands. 

• On one hand, every transaction with every customer has to be priced, and the price may differ by 
customer and customer situation, and it has to be priced relatively quickly to match the decision 
timeframe of the customer.  This calls for a pricing function that strives for operational efficiency 
and excellence in price variance, discounting, and promotional management.  These are areas where 
many pricing experts have promoted the use of continuous improvement and Six-Sigma 
methodologies to drive pricing excellence. 

• On the other hand, every product or product line has to be priced to the market overall.  This calls 
for a pricing function that aims for excellence in detecting the drivers to customer value and 
identifying means to segment customers at a granular level according to the value an offer delivers.  
These are areas where many pricing experts have promoted a combination of market research and 
creativity in pricing design. 
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Figure 2: Equifinality in Organizational Design

the price may differ by customer and 
customer situation, and it has to be 
priced relatively quickly to match the 
decision timeframe of the custom-
er. This calls for a pricing function 
that strives for operational efficiency 
and excellence in price variance, dis-
counting, and promotional manage-
ment. These are areas where many 
pricing experts have promoted the use 
of continuous improvement and Six-
Sigma methodologies to drive pricing 
excellence.

• On the other hand, every product or 
product line has to be priced to the 
market overall. This calls for a pric-
ing function that aims for excellence 
in detecting the drivers to customer 
value and identifying means to seg-
ment customers at a granular level 
according to the value an offer deliv-
ers. These are areas where many pric-
ing experts have promoted a combina-
tion of market research and creativity 

in pricing design.

• If balancing the organizational design 
requirements for both creativity and 
efficiency were not enough, we can 
also add the demands for the pric-
ing function to address competitive, 
legal, social, and corporate challeng-
es—some of which may be in conflict 
themselves.

The latitude of structural options (hor-
izontal axis) refers to “the structural 
flexibility or latitude available to the or-
ganizational designer” (Gresov & Dra-
zin). For instance, in a highly unionized 
organization there may be little design 
latitude regarding rewards, job classi-
fication, or specialization, resulting in 
a highly constrained set of structural 
choices. 

In contrast, a newly formed entrepre-
neurial organization may find it is de-
signing itself from a blank sheet of paper 

without guidelines—that is, it has rela-
tively unconstrained structural options.

For the pricing function, we suspect 
there are relatively few structural con-
straints. This suspicion is grounded in 
observation: (1) pricing is observed to 
report to many different executive func-
tions, (2) executives across the differing 
organizational structures tend to defend 
their individual structural choice as op-
timal for their organization, and (3) we 
lack definitive evidence that these claims 
by executives are false.

We said “few,” not zero, structural con-
straints. It is clear that one structural 
constraint must be managed by every 
corporation when it comes to organiza-
tional design and the pricing function: 
politics.  

Pricing decisions are high-impact deci-
sions affecting the corporation and the 
corporate organization broadly. As such, 

Equifinality in Organization Design 
Degree of 
Conflict in 
Functional 
Demand 

Latitude of 
Structural 
Options 

Equifinal Situation Nature of Organizational Design Decision 

Low Constrained Ideal Profiles One organizational structure dominates all 
others. 

Low Unconstrained Suboptimal 
Equifinality 

A dominant singular or consistent set of 
functional demands will inform the 
organizational design decision at the expense 
of other design requirements, and 
performance will be suboptimal. 

High Constrained Tradeoff 
Equifinality 

More than one organizational structure work 
equally well and the choice between the 
various structures reflects managerial 
knowledge of the tradeoffs and personal 
preferences. 

High Unconstrained Configurational 
 Equifinality 

More than one organizational structure work 
equally well and the choice between various 
structures reflects organizational goals and 
personal preferences. 

  

Applying this paradigm to the pricing function, the suspected high level of conflict in functional demands 
coupled with the relatively unconstrained latitude of structural options leads to the situation of 
configurational equifinality.  That is, for the pricing function to operate well, there may be several 
“optimal” ways to structure the effort, and the optimal structure for a specific corporation will depend 
on the goals and preferences of that corporation. 

What is the value of applying Equifinality to the issue of Pricing? 

Pricing may be really different from sales, accounting, operations, and product management.  This 
difference may be reflected in the differences between corporations in how they structure and position 
the pricing function.  And hence, for designing your organization for pricing excellence, we are returned 
to the original question with one alteration: What decisions should the pricing function be making to 
help your organization reach its goals?   Since your organization’s goals will differ from your 
competitors, you are likely to find that your pricing organization will also be different. 

Applying the concept of equifinality to the pricing function implies that crafting a standard-template 
organizational design for the pricing function is a fool’s errand.  But it doesn’t leave us empty-handed.  
Instead, it highlights the importance of doing the hard work of customizing the organizational design 
and structure for the pricing function for companies at the individual-firm level.  Thus we return to the 
more standard core actions in organizational development: clarifying goals, mapping workflows, closing 
gaps, reducing errors, and creating solutions all by using the right skill sets at the right moments for the 
right questions. 
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owning the pricing function confers 
to the owner a tremendous amount of 
power. Politics, at a fundamental level, 
is about power. This specific structural 
constraint fortunately can be mitigated 
and managed through leadership and the 
application of rationality with respect to 

tradeoffs. So politics may not have any 
special relevance with respect to the out-
comes of good organization design for 
the pricing function other than be ac-
knowledged as an issue to be managed.

These two dimensions naturally lead to 
the management consultant’s favorite 
communication tool:  a four quadrant 
matrix, as summarized in Figure 2.

Applying this paradigm to the pricing 
function, the suspected high level of 
conflict in functional demands coupled 
with the relatively unconstrained latitude 
of structural options leads to the situa-

tion of configurational equifinality. That 
is, for the pricing function to operate 
well, there may be several “optimal” 
ways to structure the effort, and the op-
timal structure for a specific corporation 
will depend on the goals and preferences 
of that corporation.

What is the value of applying 
Equifinality to the issue of 
Pricing?
Pricing may be really different from 
sales, accounting, operations, and prod-
uct management. This difference may be 
reflected in the differences between cor-
porations in how they structure and po-
sition the pricing function. And hence, 
for designing your organization for pric-
ing excellence, we are returned to the 
original question with one alteration: 
What decisions should the pricing func-
tion be making to help your organization 
reach its goals? Since your organization’s 
goals will differ from your competitors, 

you are likely to find that your pricing 
organization will also be different.

Applying the concept of equifinality to 
the pricing function implies that crafting 
a standard-template organizational de-
sign for the pricing function is a fool’s er-
rand. But it doesn’t leave us empty-hand-
ed. Instead, it highlights the importance 
of doing the hard work of customizing 
the organizational design and structure 
for the pricing function for companies 
at the individual-firm level. Thus we re-
turn to the more standard core actions in 
organizational development: clarifying 
goals, mapping workflows, closing gaps, 
reducing errors, and creating solutions all 
by using the right skill sets at the right 
moments for the right questions.
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Figure 1

In this article, the authors discuss strat-
egies for overcoming negative margins 
in the logistics industry, specifically in 
the Asian market. This article is part of 
a series of industry specific pricing case 
studies whose lessons and principles can 
be applied by pricing professionals in 
multiple situations. Fan Oswald-Chen 
is Managing Director of Simon-Kucher 
& Partners’ office in Beijing. Dr. Jo-
chen Krauss is Managing Director of 
the company’s office in Singapore. Dr. 
Philipp Biermann is Partner with Si-
mon-Kucher and Head of the Compe-
tence Center “Transport & Logistics” in 
Germany. They can all be reached via 
www.simon-kucher.com. Dr. Jochen 
Krauss will be a keynote speaker at the 
PPS 2nd Annual Asia-Pacific Confer-
ence (10-11 April 2014 at the Fairmont 
Singapore Hotel).

Freight Forwarders in Asia: Today’s Bad 
Pricing Costs Tomorrow’s Profits 

Negative margins? Reality 
for up to 10% of freight 
forwarders
Gross margins in business-to-business 
markets differ tremendously across com-
panies. The Asian logistics industry is 
not an exception. 

Over time, many companies are con-
fronted with a negative gross margin by 
leaving transport costs (main haul, pick-
up and delivery costs) unsecured. This 
might, in individual cases, be a necessary 
evil for carriers with their own freighters 
(“asset heavy” carriers), as the transport 
is part of their fixed costs. 

Freight forwarders without their own 
“assets,” however, should bear in mind 
that clients with a negative gross margin 
do not cover the variable costs and hence 
reduce the total margins of the company 
in any case. Experience shows this hap-
pens to up to 15% of revenues and 10% 

of all clients. Of course, such exceptions 
are often justified, in that the freighter 
took the risk intentionally and declared 
the client to be a “strategic client.”

Do your math: Hoping for 
the best doesn’t make your 
business profitable 
Analyses of such “problem customers” 
show that, in particular, older contract 
relationships (> 1 year) are susceptible to 
negative gross margins. Often basic pa-
rameters such as shipment volumes or 
structures (i.e. products, lanes or weight) 
have changed over time to the disadvan-
tage of the freight forwarder. 

It may happen that the underlying cost 
calculations are not up-to-date any more, 
e.g. after carriers enforced price increases 
for transport, fuel or security, or the as-
sumptions for future development were 
wrong. This might have been due to 
unforeseeable events such as global eco-
nomic developments or soaring oil pric-
es. 

On the other hand, on a daily basis in-
cidences are observed where neither the 
sales organization nor the client carefully 
enough assesses the contract details; in-
stead they both seem to be merely hop-

ing for the best.

Sales typically have a very limited inter-
est in “turning” those loss-making clients 
into profitable ones, as this could mean 
losing a contract. Yet despite this obvi-
ous maladjustment between the freight 
forwarder’s costs on the one side and the 
price for the end customer on the other 
side, many loss-making clients are still 
being carried along for many years. 

Typically, the first challenge arises when 
those clients who generate negative mar-
gins for the company are being identi-
fied. This requires some analytical efforts 
and is not a trivial task, especially as reli-
able information on actual costs is often 
hard to get, or as the same client is gen-
erating positive revenues on other ship-
ment types. But it is even more difficult 
to turn these insights into actionable re-
sults. It is simply human that sales prefer 
to talk to clients about a new deal rather 
than price increases. 

Considering the typical structure of sales 
incentives (i.e. variable compensation 
based on volume, not on gross margins), 
it is not surprising that the task of mak-
ing such clients profitable is being persis-
tently neglected.

Systematic customer split: Identifying “problem customers” pays off 
 
In this context, a systematic approach is required to obtain the buy-in of all stakeholders. Successful 
freight forwarders use a multi-step approach (see box) and are able to increase their profits and keep 
them sustainable. Ideally, this is not a one-time effort, but an evolving program with frequent actions 
(i.e. several times per year). The following graph shows the typical results from a global forwarder’s 
perspective:  

 

Research and experience recommends declaring a small minority (less than 10%) of all “problem 
clients” as “strategic” and accepting negative margins with them temporarily. However, it is extremely 
important to define precisely which criteria must be met for a client to be part of that category. The 
remaining clients should be approached proactively and confronted with a compulsory price increase. 
The negotiations should end with either a preliminary ending of the loss-making client relationship or 
with a price increase for the client, with both alternatives leading to improved margins for the freight 
forwarder. 

 

 

 

 

 

 

 

 

 

 



 PRICING ADVISORThe

www.pr ic ingsociety.comA Professional  Pr ic ing Society Publ icat ion

3535 Roswell Road, Suite 59 
Marietta, GA 30062 
770-509-9933

6 January 2014

Systematic customer 
split: Identifying “problem 
customers” pays off
In this context, a systematic approach 
is required to obtain the buy-in of all 
stakeholders. Successful freight forward-
ers use a multi-step approach (see box) 
and are able to increase their profits and 
keep them sustainable. Ideally, this is not 
a one-time effort, but an evolving pro-
gram with frequent actions (i.e. several 
times per year). Figure 1 on the previ-
ous page shows the typical results from a 
global forwarder’s perspective.

Research and experience recommends 
declaring a small minority (less than 
10%) of all “problem clients” as “stra-
tegic” and accepting negative margins 
with them temporarily. However, it is 

extremely important to define precisely 
which criteria must be met for a client to 
be part of that category. The remaining 
clients should be approached proactively 
and confronted with a compulsory price 
increase. The negotiations should end 
with either a preliminary ending of the 
loss-making client relationship or with 
a price increase for the client, with both 
alternatives leading to improved margins 
for the freight forwarder.

With today’s new business, 
start thinking about 
tomorrow’s profit 
As this example shows, freight forward-
ers have an accessible lever at hand to 
quickly improve their margins if they 
approach their loss-making customers 
in a systematic way and on a regular 

basis. The larger the number of “problem 
customers,” the higher the additional 
profit potential. Yet it goes without say-
ing that every freight forwarder should 
aim at limiting the risk of (potentially) 
subsidizing “negative customers” in the 
future right from the start, i.e. when 
signing a deal with a new client. Too of-
ten, forwarders fail to hedge their risks, 
be it due to the application of minimal 
margins, “all-in” insufficiently differen-
tiated and conditional pricing, or faulty 
T&Cs. Only those who do their home-
work when contracting new clients can 
avoid the unpleasant task of facing a 
large number of their customers with the 
following choice: “Pay higher prices or 
find somebody else.”

Figure 2

Step Top 3 success factors 
Analyze gross margins of all 
customers 

 Choose an approved data source 
 Define the applicable gross margins 
 Adjust the gross margin calculations according to internal 

cost allocations 
Identify and prioritize 
problem customers 

 Define the boundaries for problem customers (e.g. gross 
margin = 0) and prioritize 

 Analyze the cause for each (prioritized) customer 
 Define strategic customers and exclude them 

Develop and execute an 
action plan for each customer 

 Define responsibilities per customers (sales force, head of 
sales, management, etc.) 

 Define an overall timeline and process 
 Develop and execute bespoke strategies for each customer 

(e.g. new target price, walk-away price, type and timing of 
communication, negotiation tactics, argumentation flow, 
etc.) 

Award and control the 
success 

 Ensure proper incentive structures for sales (e.g. special 
bonus, sales ranking award, etc.) 

 File regular status reports and communicate both progress 
and deficits 

 Monitor your customers after price increases for any 
changes in shipment structures (e.g. prices, shipment 
structures and volumes, terms of payment, etc.) 

With today’s new business, start thinking about tomorrow’s profit  
 

As this example shows, freight forwarders have an accessible lever at hand to quickly improve their 
margins if they approach their loss-making customers in a systematic way and on a regular basis. 
The larger the number of “problem customers,” the higher the additional profit potential. Yet it goes 
without saying that every freight forwarder should aim at limiting the risk of (potentially) subsidizing 
“negative customers” in the future right from the start, i.e. when signing a deal with a new client. Too 
often, forwarders fail to hedge their risks, be it due to the application of minimal margins, “all-in” 
insufficiently differentiated and conditional pricing, or faulty T&Cs. Only those who do their 
homework when contracting new clients can avoid the unpleasant task of facing a large number of 
their customers with the following choice: “Pay higher prices or find somebody else.” 
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New Products: Moving from Cost-Based  
to Value-Based, Customer-Centric Pricing

Many companies, when developing a 

pricing strategy for new product devel-

opment and deployment, leave cus-

tomer perception and market needs 

until the last stage of the process. In this 

article, the author explains how using 

a value-based, customer driven pro-

cess ensures that from the moment the 

new product is released, customers will 

already be aware of how it will add 

value in their business processes. Steve 

Wilkins serves as a strategic consultant 

at PROS, where he focuses on sales and 

pricing effectiveness in industrial man-

ufacturing. Wilkins earned both an 

M.B.A. and B.A. from the Univer-

sity of Wisconsin-Whitewater. He also 

holds a Certified Pricing Professional 

designation through the Professional 

Pricing Society. He can be reached at 

swilkings@prospricing.com.

Figure 1: Cost-based pricing

In today’s difficult economic envi-
ronment, organizations are looking 
for ways to improve processes, be 
more competitive and strengthen re-

lationships with customers. When many 
companies review their New Product 
Development (NPD) process, they be-
lieve they’re doing all they can to provide 
high-quality products by using a toll/
stage gate process to measure effective-
ness at each stage. The product must 
meet guidelines to advance to the next 
stage, insuring all requirements are met.

The first process puts a high emphasis 
on the belief that the company knows 
the industry better than the customers. 
These companies are developing new 
products based on internal beliefs about 
what product enhancements and changes 
need to be made to meet market needs. 

This is known as the “product driven” 
process, and revolves around the belief 
that if you build it the customer will buy 
it. This process also uses “cost-based pric-
ing” as a means to determine a custom-
er’s willingness to pay for the product.

One of the ways the NPD team deter-
mines ideas is to review current product 
issues, which are usually application spe-
cific, and then develop possible solutions. 
A second way they come up with NPD 
ideas is by using internal knowledge of 
the industry, and determining future 
market needs.

These two ways of generating ideas de-
velop the first stage in the product driv-
en process, which is then prototyped 
to develop an initial cost estimate. The 
prototype goes through further refine-
ment to develop a final cost structure. 
There’s usually a margin requirement 

for the new products which are factored 
into the cost to determine the new prod-
uct’s price. The marketing team is then 
charged with developing value proposi-
tions to market the new product to cus-
tomers.

The “customer” is the last stage in this 
process, and many times the company 
realizes that the product doesn’t meet 
the wants and needs of the marketplace. 
Another issue that arises surrounds the 
product’s costs. A new product won’t sell 
if a customer isn’t willing to pay the ask-
ing price. This process results in many 
new products that don’t meet the expec-
tations of the management teams. Ulti-
mately the company must deal with high 
NPD expenses that are never recovered.

There is a second way of developing new 
products, which puts a much higher 
emphasis on working with customers to 
determine the needs of the marketplace. 
This “customer driven” process differs 
greatly from the “product driven” pro-
cess by involving the customer from the 
beginning, as opposed to bringing the 
customer in at the end.

In this process, the NPD team works 
with current and potential customers, 
industry experts, sales teams and inter-
nal resources to understand the likes and 
dislikes of current products in the mar-
ketplace. These teams also listen to the 
resources to understand how the prod-
ucts are being used. 

The NPD teams work with the resources 
to understand if enhancements to cur-
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rent products or entirely new products 
are needed to help the market grow. Ad-
ditional questions are examined to un-
derstand how these enhancements and 
new products will add value and improve 
current processes. During this discussion 
process, the NPD teams build 
partnerships and trust with cus-
tomers. This collaboration helps 
each group grow, and enables a far 
better understanding of market-
place needs.

Using the information gathered 
from the “customer” stage of the 
process, the NPD team works 
with the marketing teams to de-
termine the additional value op-
portunities and propositions for 
each enhancement and new prod-
uct. This helps in developing a priority 
schedule for these opportunities. The 
identified values and willingness to pay 

will be used in developing the “value-
based pricing” for these new products. 
Staying within the market’s willingness-
to-pay price spectrum, a cost structure 
is developed and measured against NPD 
requirements. 

If the product meets the requirements, 
the prototype process begins. The team 
works to ensure they’re able to include 

the value-added attributes from the cus-
tomer requirements in the product’s final 
version.

Using the value-based, customer driven 
process ensures that from the moment 

the new product is released, cus-
tomers will already be aware of 
how it will add value in their 
business processes. The benefits 
of involving customers from the 
get-go are tremendous. The odds 
of offering the right product, to 
the right customer, at the right 
time and at the right cost drasti-
cally increases. 

When a new product release 
meets the needs of the market-
place while balancing the expec-

tations of management teams, it’s a win-
win for all.

Using the value-based, customer 
driven process ensures that from 
the moment the new product is 
released, customers will already 
be aware of how it will add value 
in their business processes. 

Figure 2: Value-based pricing
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Technology upstart Uber is disrupt-
ing the taxi industry by making it 
easier to use medallion-less car ser-
vices. By combining dynamic pric-
ing strategy and new technologies 
with high service standards and a 
free market model, Uber is realiz-
ing rapid growth in an industry that 
has historically been known for heavy 
regulation and static pricing and de-
mand constraints. Rafi Mohammed 
is the founder of Culture of Profit 
LLC, a Cambridge, Massachusetts-
based company that helps businesses 
develop and improve their pricing 
strategy, and author of  The 1% 
Windfall: How Successful Compa-
nies Use Profit to Profit and Grow. 
This article originally appeared on 
the Harvard Business Review web 
site at HBR.org.

Uber’s ‘Price Gouging’ Is The Future of Business

Uber has quickly become one 
of the hottest startups in the 
technology sector. The car 
service company just arranged 

low-cost financing to help add 100,000 
cars to its fleet; revenues are growing 
by 20% monthly; and New York Maga-
zine proclaimed the company may be – 
one day – more valuable than Facebook.

So what’s driving Uber’s success? Great 
service and an innovative pricing strat-
egy.

Taxis are regulated by local governments 
in most cities. Operators have to pur-
chase a medallion license and abide by 
a series of rules (including a rigid pric-
ing structure) in return for the right to 
pick-up passengers who hail service from 
the street. This right to pick up passen-
gers from the street is valuable. Medal-
lions in New York, for instance, have 
recently sold for over $1M. While rival 
car services often exist, without a me-
dallion customers have to pre-arrange 
the ride (call or book by the internet, for 

instance), so it’s far more convenient to 
take a taxi.

Technology is disrupting the taxi indus-
try by making it easier to use medallion-
less car services. Uber’s smartphone app, 
for instance, has made it almost effortless 
(and in many cases preferential) to pre-
arrange a car service instead of hailing a 
taxi. Satellite technology allows riders to 
track the impending arrival of their car 
and the transaction is cashless. Custom-
ers have already provided their form of 
payment – a receipt is emailed to cus-
tomers at the end of a trip (tip is includ-
ed in the fare). Uber offers three primary 
transportation services: SUV, Black Car, 
and UberX (hybrids and mid-range cars). 
Drivers are independent contractors – 
they own their cars and pay roughly a 
20% commission to Uber.

One of the first benefits I noticed when 
using Uber is its consistently great ser-
vice. Drivers often welcome passengers 
with a bottle of water or even hard candy 
– a nice touch. Of course, drivers have 
an incentive to provide great service be-
cause at the end of each trip, passengers 
rate them on a scale of 1 – 5 (with 5 be-
ing the best). Uber drops drivers with 
low scores – market incentives tend to 
yield better service than the “who else 
are you going to use” attitude often as-
sociated with regulated monopolies such 
as taxis.

Aside from service, Uber’s dynamic pric-
ing strategy is a key driver of its growth. 
In Boston, UberX claims to charge 
30% less than taxis – a great way to get 
customers’ attention. This results in a 
strong value proposition: clean cars and 
great service at a significant discount.

The caveat (one that is not widely adver-
tised) is that during busy times, Uber 
imposes a surcharge which can be as 
high as eight times its normal rate. To be 
clear, there’s no deception involved: rid-
ers are notified of and have to agree to 
this surcharge before requesting a car. 
Last New Year’s Eve, for instance, Uber 

warned customers that its pricing would 
not be for “the faint of heart.” Of course, 
some people complained – like the guy 
who paid $63 for a 0.73 mile trip. But 
that’s the value of convenience – custom-
ers always have the choice to fight crowds 
during peak times, take public transpor-
tation, or if feasible…perhaps even walk 
the 0.73 miles.

Uber surcharges aren’t limited to special 
events – they occur almost daily during 
peak periods. Uber’s surcharge policy re-
ceived flak recently when prices skyrock-
eted during the snow storm that hit the 
east coast. This “gouging” uproar will 
pass because (as I have written before) 
customers always have the right to walk 
away and not purchase.

Uber’s dynamic pricing strategy effec-
tively turns taxis into sitting ducks. Dur-
ing high demand periods, taxis charge 
the same uniform fares as they pass by 
eager would-be passengers who would 
have paid more for a ride. And during 
times of low demand, taxis constrained 
by regulated prices desperately cruise the 
street seeking customers or idly sit at taxi 
stands.

Uber instead lets the market rule and 
drops prices. This discounting steals 
customers from taxis and, just as impor-
tantly, attracts new customers. This walk 
down the demand curve entices custom-
ers who otherwise might not have used a 
taxi or car service. This is the beauty of a 
smart pricing strategy – it captures value 
from customers who are willing to pay 
the most (reaping higher margins) as well 
as uses discounts to generate growth.

The big lesson that managers should 
take away from Uber is the importance 
of a robust pricing strategy to every 
business. While most companies don’t 
have their prices regulated, they often 
behave as if they do by setting one-size-
fits-all prices. By being innovative with 
your pricing strategy, just like Uber is, 
you have the opportunity to make your 
competition sitting ducks.


