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Analytical Pricing for  
Commercial Loans

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

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

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

In lending, however, most financial 
institutions lack structured guidelines 

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

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

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

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

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

There are four steps:

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

• Define price seg-
ments

• Quantify your abil-
ity to optimize pric-
ing 

• Implement value-based pricing

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

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

• Customer characteristics

• Product

• Competition

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

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

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

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

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

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

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

of power they have in their negotiation 
with the customer. 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Quantify Ability to  
Optimize Pricing 

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

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

A detailed measurement of elasticities 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

When you know your customers’ 
elasticity, you can increase rates 
where customer reactions to changes 
are low and adopt a different strategy 
in segments where customers are 
more responsive to price changes.
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What is revenue 
management?
Revenue management can be defined as 
the application of disciplined tactics that 
predict consumer behavior at the micro 
market level and optimize product avail-
ability and price to maximize revenue 
growth. The objective of revenue man-
agement is to sell the right product, to 
the right customer, at the right time, for 
the right price.

Revenue management (also referred as 
yield management) is a special pricing 
case that deals with constrained supply. 
It is used extensively in among others, 
the airline, hotel, car rental, and theater 
industry and is applicable under the fol-
lowing conditions:
· The seller is selling a fixed stock of per-

ishable capacity
· Customers book capacity prior to de-

parture
· The seller manages a set of fare classes, 

each of which has a fixed price - at least 
in the short run

· The seller can charge the availability of 

fare classes over time

What started off as a competitive re-
sponse by American Airlines to com-
pete with then-operating discount air-
line PeopleExpress in January 1985 has 
turned out to be a revolutionary, game-
changing strategy for many companies.

Challenges in the movie 
theater industry

The movie theater industry realizes rev-
enues primarily from three sources – ad-
missions, concessions, and advertising.  
Admissions revenue is realized through 
movie ticket sales (also called box office 
receipts); concessions revenue is realized 
through food and beverage sales; and ad-
vertising revenue is realized through the 
sale of advertising and promotions on 
theater screens to companies.

There are two significant challenges that 
the movie theater industry is facing:
1. Declining theater attendance due to an 

increase in alternative entertainment 
options, and

2. Undifferentiated customer experience

1. Declining theater attendance due 
to an increase in alternative entertain-
ment options:

Because of the influx 
of various compet-
ing entertainment 
options, the movie 
theater industry has 
experienced intense 
competition and de-
clining admissions 
revenue. Compet-
ing entertainment 
options include in-
home and out-of-
home entertainment 
alternatives, which 
range from low-cost 

video rentals – notably from companies 
like Red Box that offer video rentals for 
a dollar - to higher cost options, such as 
live performing arts, amusement parks, 
and live sports. (Figure 1)

In light of this intense and increasing 
competition, movie attendance has been 
declining. (Figure 2) Theaters have re-
sponded by increasing ticket prices to 
counteract the effect of declining atten-
dance. While this has taken hold over 
the last several years (growing at 2.8% 
CAGR over the last 20 years), it is in-
creasingly difficult for theaters to main-
tain this ongoing rate of price increases, 
in light of intensifying competition and 
increasing entertainment options. 

Exacerbating the situation, the decline in 
attendance has created a chain reaction 
in that fewer people attending movies 
equates to fewer opportunities to drive 
concession revenue and fewer eyeballs to 
track on-screen advertisements. 

2. Undifferentiated customer experi-
ence:

Theaters have hitherto provided a fairly 
bland customer experience. Moviegoers 
experience the basic offerings of a movie, 
popcorn, candy and sodas but little dif-
ferent from that. This has made the the-

A Case for Revenue Management  
in the Movie Theater Industry 

The movie theater industry has expe-
rienced consistently declining revenues 
over the past few years due to poor eco-
nomic conditions, reduced attendance 
and little to no differentiation in cus-
tomer experience. In this article, the 
author explains how intelligent, inno-
vative revenue management strategies 
can help this industry begin to regain 
former profit shares, despite current 
consumer spending trends. Sudipto 
Banerjee is a Certified Pricing Profes-
sional (CPP) with more than 12 years 
of pricing strategy, execution and rev-
enue management experience. He also 
focuses on product planning, product 
lifecycle management, and innovation. 
He can be reached at Sudipto_ 
Banerjee@bus.emory.edu. 
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2. Undifferentiated customer experience

1. Declining theater attendance due to an increase in alternative entertainment options:

Because of the influx of various competing entertainment options, the movie theater industry has
experienced intense competition and declining admissions revenue. Competing entertainment
options include in home and out of home entertainment alternatives, which range from low-cost
video rentals – notably from companies like Red Box that offer video rentals for a dollar to higher
cost options, such as live performing arts, amusement parks, and live sports. (Exhibit 1)

Exhibit 1: Illustrative assessment of entertainment options 
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In light of this intense and increasing competition, movie attendance has been declining. (Exhibit 2)
Theaters have responded by increasing ticket prices to counteract the effect of declining
attendance. While this has taken hold over the last several years (growing at 2.8% CAGR over the
last 20 years), it is increasingly difficult for theaters to maintain this ongoing rate of price increases,
in light of intensifying competition and increasing entertainment options.

Exacerbating the situation, the decline in attendance has created a chain reaction in that fewer
people attending movies equates to fewer opportunities to drive concession revenue and fewer
eyeballs to track on screen advertisements.

Exhibit 2: Attendance across movie theater industry for the last five years 

Figure 1: Illustrative assessment of entertainment options
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ater experience predictable and has made 
going to a movie rather routine. In re-
sponse, over the past several years, the-
aters have been experimenting with of-
ferings to enhance the overall customer 
experience, including:
· High-end food selections
· Redesign of traditional concession of-

ferings
· Increased entertainment options
· Babysitting and child care
· Premium and higher-quality seating
· Digital feeds and enhanced 3D experi-

ence
· Seat reservations, concierge desk, etc.

Many theaters have started to employ 
these offerings at pilot locations and have 
been successful in attracting more cus-
tomers by enhancing their overall experi-
ence. 

With that said, there are two issues that 
emanate from these enhanced offerings:

· These enhanced customer experience 
enhancements come at a cost that the-
aters may either pass on to consumers or 
bear themselves. Depending on the vary-
ing demand elasticities for these servic-
es, consumers may choose to partake or 

avoid them. Bearing the cost of provid-
ing these services in turn increases the 
cost to serve the consumer and impacts 
the bottom line of theaters

· The customer service enhancements 
may lose their novelty over time. As the 
industry more and more adopts these ex-
periential enhancements and more the-
aters offer these types of services, con-
sumers tend to take them for granted: 
the competitive advantage of today be-
comes an expected offering of tomorrow.

Declining attendance and undifferen-
tiated customer experience issues will 
likely increase over time and the movie 
theater industry must look at a long-
term strategy that will create a sustain-
able competitive advantage. 

The industry needs a game changer.

How revenue management 
overcomes these challenges
Enter revenue management. In order to 
adopt a sustainable competitive advan-
tage, theaters should consider a revenue 
management strategy. Before delving 
further into the details we should look 
at some operational details of the movie 

theater industry.

The average period from a film’s initial 
theatrical release to its DVD debut has 
contracted to approximately four months 
- down from six months.  Extrapolation 
of this trend indicates a potential further 
contraction of the time between a film’s 
theatrical opening and release on DVD 
or other at-home medium. The implica-
tion of this to movie theaters is signifi-
cant. Theaters currently have only a four 
month window to maximize attendance 
and, consequently, revenue. 

Every new movie released in theaters 
undergoes a similar capacity utilization 
and cumulative revenue across the time 
continuum as displayed in Figure 3. Ca-
pacity utilization peaks at movie launch 
and tapers off afterwards. Consequently, 
admissions revenue - and total revenue 
by implication - also peaks at the movie’s 
initial release and declines over time. 

To enhance revenue opportunities, the-
aters could adopt a simplistic version of 
the “technology adoption life cycle” to 
segment customers. In this way, custom-
ers exhibit demand across the time con-
tinuum by viewing movies in theaters at 
differing times between a movie’s initial 
release and its end of run in a theater. 

These segments exhibit multiple charac-
teristics across various dimensions:

n Demand elasticities – The different 
segments exhibit various demand elas-
ticities. It is intuitive to think that inno-
vators and early adopters would be most 
inelastic whereas laggards would be most 
elastic. These elasticities also depend on 
the location of a theater, the time of the 
year a film is released (summer and the 
winter holiday season are traditionally 
peak times) and the product being re-
leased – the movie genre and its level of 
appeal to consumers. For example, some-
one living closer to a theater located in 
a shopping mall may be less elastic than 
someone who lives further away from 
the movie theater. The concept of cost of 
experience comes into play in this case as 
there are material costs involved for the 
person living further away (e.g., mileage, 

Figure 2
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Source: Company annual reports
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2. Undifferentiated customer experience:

Theaters have hitherto provided a fairly bland customer experience. Moviegoers experience the
basic offerings of a movie, popcorn, candy and sodas but little different from that. This has made the
theater experience predictable and has made going to a movie rather routine. In response, over the
past several years, theaters have been experimenting with offerings to enhance the overall
customer experience, including:

High-end food selections; chocolate and coffee bars; and alcoholic beverages

Redesign of traditional concession offerings of soda, hot dogs, popcorn, and candy

Source – NATO (National Association of Theater Owners) and company 10K’s
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fuel costs, and the cost of time as well as 
psychological costs of preparing for trav-
el, etc.).

n Willingness to pay – Additionally, 
all segments might have a different will-
ingness to pay. This is linked with the 
value that segments place on the movie 
and the experience associated with view-
ing it in the theater in a particular geo-
graphic location. It also depends on the 
time of day and into which demographic 
constituent the customer fits. For exam-
ple, a family of four may have more of 
a willingness to pay for a movie shown 
on a Saturday evening as opposed to a 
Wednesday evening. Intuitively, one can 
deduce that innovators and early adopt-
ers would have a higher willingness to 
pay.

One can typically expect the number of 
attendees to be positively skewed (tail to 
the right) – this again leads to our obser-
vation of higher capacity utilization and 
cumulative revenue capture from innova-
tors and early adopters.

It must also be mentioned here that the 
demand elasticities and innovators’ and 
early adopters’ willingness to pay influ-
ences other segments. Participation and 
reviews by early adopters will influence 
the participation patterns of other seg-
ments. 

Application of revenue management 
techniques across segments at different 
points in time will increase the number 
of attendees leading to higher utilization 
and revenue capture. The strategies and 
tactics used may include either a price 
increase or decrease based on supply 
and demand situations. Figure 4 illus-
trates the effect of a price decrease after 
the second month that essentially causes 
a lift in attendees, utilization, and rev-
enues. 

Just as in the airline industry, movie 
theaters can utilize multiple fare classes 
(tiers) that are opened and closed based 
on recommendations provided by the 
revenue management system. For ex-
ample, the revenue management system 
might recommend a higher ticket price 

for a Friday evening film that has been in 
release three weeks out for a customer in 
the “early majority” segment.

On average a film’s distributor takes ap-
proximately half of box office receipts as 
film rental fees. The remaining is kept by 
the theater. The split varies by movie and 
theater location but, in general, a distrib-
utor keeps a higher percentage in earlier 
weeks. By enhancing revenue in later 
weeks from the late majority and laggard 
segments, a theater can retain a larger 
share of revenues generated.

Additional considerations
There are several key considerations to 
implementing a revenue management 
philosophy in the movie theater industry, 
including:

n It’s about time – The example above 
has shown the application of revenue 
management in the time continuum 
from movie release to movie run conclu-
sion. There are additional areas where 
an opportunity for revenue management 
can be practiced: 

§ Revenue management by day-part 
– Differing times of day and days of 
the week command a different pre-
mium. Identification of these times is 
critical to implementing differential 
pricing. Many theaters may already 
offer discounts for off-peak times such 
as the matinee shows. This, however, 
is too simplistic to be called revenue 
management. Evenings and weekends 
are potential peak times and should 
demand premium pricing.

§ Revenue management by location 
– Different parts of the theater com-
mand different price premiums. Front 
and side seating are discounted due to 
visibility issues whereas reserved mid-
dle and back row seating are consid-
ered premium. Many theaters in India 
conduct price discrimination by loca-
tion. Exhibitors provide the option of 
a specific seat in advance and charge a 
premium for mitigating any last min-
ute hassles of finding a better seat.

n The Web - The advent of the Internet 
and proliferation of frequent-use loyalty 
club memberships have acted as a cata-
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Application of revenue management techniques across segments at different points in time will increase
the number of attendees leading to higher utilization and revenue capture. The strategies and tactics
used may include either a price increase or decrease based on supply and demand situations. Exhibit 4
illustrates the effect of a price decrease after the second month that essentially causes a lift in
attendees, utilization, and revenues.

Just as in the airline industry, movie theaters can utilize multiple fare classes (tiers) that are opened
and closed based on recommendations provided by the revenue management system. For example,
the revenue management system might recommend a higher ticket price for a Friday evening film that
has been in release three weeks out for a customer in the “early majority” segment.

On average a film’s distributor takes approximately half of box office receipts as film rental fees.5 The
remaining is kept by the theater. The split varies by movie and theater location but, in general, a

Figure 3: Conceptual illustration of revenue and capacity utilization across segments
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lyst for revenue management. Websites 
such as Moviewatcher.com and Fandan-
go.com provide a repository of customer 
information and buying habits. Mem-
ber rewards programs can be seamlessly 
integrated with the revenue management 
system to optimize customer loyalty and 
price points. For example, a more loyal 
member may receive a discounted ticket 
for a Saturday evening show akin to a 
Platinum member on an airline receiving 
upgraded business class seats.

n Bundling – There also exists an op-
portunity to bundle the main exhibition 
experience with other “filler” experiences 
to increase demand at off-peak times. 
For example, theaters may run a promo-
tion in the third month of film’s release 
in which they offer a bundled, discount-
ed rate for a family of four that includes 
popcorn and soft drinks.

n Leisure vs. Business – Just as car 
rental agencies optimize their supply 
by renting cars to business travelers on 
weekdays and leisure travelers on week-
ends, theaters may too optimize their 
Revenue Per Seat (RPS) by appealing to 
companies to host employee meetings, 
simulcasts, and conferences during off-
peak demand periods. Consequently, 
theaters can leverage their core compe-
tency of movie exhibition for leisure cus-
tomers during peak times.

There are many risks that movie exhibi-
tors should weigh before embarking on 
the revenue management journey. Can-
nibalization, competition, distributor 
relationships, and employee skills pre-
paredness are but a few. Theaters should 
carefully consider the impact of their 
pricing decisions on the overall business 
model. Careful analysis should be con-
ducted to determine potential cannibal-
ization on other segments for a pricing 
action in one segment. 

Competitor reaction should also be a 
factor in the decision along with careful 
monitoring of ticket sales through auto-
mated price canvassing engines. 

Film distributors should also be included 
in the decision-making process and con-
tracts should clearly define the ramifica-
tions, if any, of revenue management on 
the relation between theaters and dis-
tributors. 

Finally, theater employees may need to 
upgrade their skill levels to understand 
the benefit of optimization through rev-
enue management techniques. Employee 
performance metrics should be aligned 
with the core objective of revenue man-
agement – revenue and margin improve-
ment.

Technology plays a critical role in en-
suring that the demand forecast, pric-

ing engine, reservation systems, and 
revenue management decision support 
systems are well aligned. For larger the-
ater exhibitors, this will be easier, as they 
have a well-managed and robust store-
house of consumer demand information 
by movie genre category, theater loca-
tion, segment, and time. They can lever-
age all this information to propel their 
businesses into a more mature world of 
revenue management. For many others, 
a radical change in thinking at top may 
be required.

Conclusion
The movie theater industry, with all its 
challenges, is a quintessential case in 
point to implement revenue manage-
ment techniques without any significant 
operational changes, provided they un-
derstand their net contribution margin 
and optimize it. Revenue management 
programs generally produce 3%-7% in 
added revenue, and the cost of produc-
ing this additional revenue is minimal 
with nearly 80% of this new revenue go-
ing straight to the bottom line. Despite 
issues presented by piracy, the in-person 
movie theater experience combined with 
an added sense of consumer “empower-
ment” will provide movie theaters with a 
marked advantage over competing me-
diums, both legitimate or pirated, and 
can generate remarkable profits for those 
companies that get there first.  
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distributor keeps a higher percentage in earlier weeks. By enhancing revenue in later weeks from the
late majority and laggard segments, a theater can retain a larger share of revenues generated.
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Additional considerations

There are several key considerations to implementing a revenue management philosophy in the movie
theater industry, including:

It’s about time – The example above has shown the application of revenue management in the
time continuum from movie release to movie run conclusion. There are additional areas where
an opportunity for revenue management can be practiced:

o Revenue management by day part – Differing times of day and days of the week
command a different premium. Identification of these times is critical to implementing
differential pricing. Many theaters may already offer discounts for off peak times such
as the matinee shows. This, however, is too simplistic to be called revenue
management. Evenings and weekends are potential peak times and should demand
premium pricing.

o Revenue management by location – Different parts of the theater command different
price premiums. Front and side seating are discounted due to visibility issues whereas
reserved middle and back row seating are considered premium. Many theaters in India
conduct price discrimination by location. Exhibitors provide the option of a specific seat

Figure 4: Conceptual illustration of price decrease after second month
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Value-based pricing is acknowl-
edged to be the ideal pricing 
scenario for businesses, yet few 
companies have put it in prac-

tice.  Most companies struggle with cost-
plus pricing which simply requires charg-
ing a set margin over incurred costs.  
Companies also try other approaches, 
such as, competition-based pricing or 
willingness-to-pay, but without know-
ing their costs, these are equally or even 
more likely to lead to lower revenues and 
even losses.

But what does the cost pertain to? De-
pending on the industry, the physical 
costs can vary as a percentage of the total 
costs, as do the mix of its various cost 
components such as activities required 
to support the customer directly or indi-
rectly.

To identify these activities, one approach 
is activity-based costing (ABC). Over 
time, costs of activities change for bet-
ter or for worse. ABC uncovers many 
activities taken for granted but never 
priced because their cost is considered 
“negligible”. Then there are activities 

that may have been outsourced but now 
these are out-of-sight and out-of-mind 
for the purpose of costing (and pricing). 
There is also a “hidden factory”1 of ac-
tivities such as rework that never attain 
visibility – and are therefore not priced 
– but nonetheless incur cost.

To figure out whether or not to price 
something we should first know all the 
costs and then figure out whether or not 
they need to be bundled. Consider the 
example of airline pricing. Many activi-
ties go into supporting a passenger and 
usually these are priced with the ticket. 
But some airlines are pushing the un-
bundling envelope by separately charg-
ing for even activities like the passenger’s 
use of toilets on the plane!

Consider the example of Ryanair. The 
carrier charges £30 to check in a bag, 
£10 to pay for flights with a debit or 
credit card, £60 to check in sports or 
music equip-
ment, £15 for 
each kilo of 
excess bag-
gage, £50 
to change 
a flight and 
£100 to 
change the 
name on 
a ticket. It 
now plans to 
charge for £1 
for using the toilet.2 All this to keep the 
ticket price competitive!

But before companies start charging cus-
tomers for using the restrooms on their 
premises, they need understand the ac-
tivities supporting different customers. 
This would require:

1. Activities-based costing, at least for 
customer-supporting (and related) activi-
ties

2. Find if any activities related to cus-
tomer were outsourced where, directly 
or indirectly, your company is incurring 
cost

3. Uncover the “hidden factory” of activ-
ities that are not “standard” in terms of 
ideal business processes but nonetheless 
occur and incur costs.

Whether the costs of these activities are 
bundled into the price or not, knowing 
these activities and their costs may reveal 
a clear competitive advantage that can 
be the source of confidence in explaining 
to your customers why your prices are 
what they are and where and how you 
add more value to them relative to com-
petition. Now such a cost-plus approach 
supports competition-based pricing and 
even value-based pricing.

Deconstructing and identifying all the 
costs incurred by company operations 

can make 
companies 
more com-
petitive as 
they elimi-
nate unneces-
sary activities 
to lower costs 
and focus on 
delivering 
value in line 
with their 
competitive 

advantage.

Endnotes
1. Miller, JG and Vollmann, T.E., The Hid-
den Factory, HBR, 1985. See also, Kaplan, 
R., One cost system is not enough, HBR, 
1988.

2. http://www.telegraph.co.uk/travel/travel-
news/4861505/Ryanair-may-charge-1-for-toi-
let-use.html

First Deconstruct for Cost 
Then Reconstruct for Value

Deconstructing and identifying all the 

costs incurred by company operations 

can make companies more competitive 

as they eliminate unnecessary activi-

ties to lower costs and focus on deliver-

ing value in line with their competi-

tive advantage, as the author explains. 

Navdeep Sodhi is Vice President of 

Pricing at Ceridian,  Managing Direc-

tor at Six Sigma Pricing, and author of 

the Six Sigma Pricing Blog. He can be 

reached at navdeepsodhi@gmail.com.

The lifecycle stage as detected by product velocity can 
significantly influence price sensitivity

... Some airlines are pushing 
the unbundling envelope by 
separately charging for even 
activities like the passenger’s 
use of toilets on the plane!


