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Many firms fail to draw on quanti-
fiable data to assess the relative price 
sensitivity of different customer seg-
ments. By understanding the trade-
off between price and volume as well 
as the cost-to-serve, companies can 
make pricing adjustments to gen-
erate more volume, more profit or 
both. This article was written by 
Rob Friedman, Director, Deloitte & 
Touche LLP. For more information 
he can be reached at: rofriedman@
deloitte.com.

Celebrating  

25 years of publication!

Historically, many compa-
nies have relied on two 
common pricing strategies. 
The first—“cost-plus” pric-

ing—requires firms to make constant 
adjustments as their costs rise. Certain 
cost charges such as a rent hike or collec-
tive bargaining agreement, however, can 
impact market participants differently, 
forcing some firms to raise their prices 
more than competitors—and above what 
customers are willing to pay. 

A second common strategy, “competitive 
pricing,” involves setting prices based 
on the price set by rivals. This approach 
can be a problem if the pricing doesn’t 
reflect important differences in what is 
being offered. In addition, this approach 
assumes the competition is setting the 
most effective price for a product. 

Both pricing approaches share common 

failings. They do not incorporate criti-
cal information on what customers are 
willing to pay. Second, they rely heavily 
on management’s subjective judgment, 
rather than on data-driven empirical evi-
dence to determine the impact of differ-
ent pricing levels on demand.

Demand-Based Pricing
Analyzing quantifiable data can refine 
a firm’s understanding of buyers’ price 
sensitivity and how it varies by product, 
channel, geography, and customer seg-
ment over time. This, in turn, forms the 
foundation for “demand-based” pric-
ing. 

By quantifying the trade-off between 
price and volume, as well as incorporat-
ing a detailed understanding of the cost-
to-serve, companies are able to make ad-
justments to generate additional volume, 
additional profit or both.

How Price Sensitivity Can 
Make or Break Your Profits

t Winter 2009 CPP Workshops: Four Seasons Hotel – Houston, Texas; 
February 12-13, 2009

t 20th Annual PPS Spring Conference: Disneyland Hotel – Anaheim, 
California; April 1-3, 2009

For the most up-to-date information about PPS events and programs, please 
visit our website at www.pricingsociety.com frequently.
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Leading hospitality companies under-
stand that business travelers are often less 
price sensitive than leisure travelers. And 
customers in high-end properties tend to 
be less sensitive than those in more mod-
est ones. But in many other industries, 
companies continue to use “cost-plus” 
or “competitive” pricing. By overlooking 
“demand-based” approaches, these com-
panies are foregoing a significant profit 
opportunity.

Estimating Elasticity
The concept of elastic-
ity, a measure of the 
trade-off between price 
and volume, forms the 
foundation for “de-
mand-based” pricing. 
Estimating elasticity 
begins with examining 
two or more years of 
transaction data and us-
ing a statistical analysis 
to quantify the impact 
of different prices on 
volume. But other fac-
tors also impact volume, 
including:

• Overall Economic 
Conditions: Demand 
is likely to be higher in 
good economic times, 
particularly for prod-
ucts such as raw ma-
terials;

• Business-Specific 
Drivers of Business 
Volume: Some industries, such as mort-
gages are highly cyclical, with volumes 
changing dramatically due to exogenous 
factors such as interest rates;

• Seasonality: Some products, such 
as gardening tools, have seasonal de-
mand; 

• Competitive Prices / Underlying Fac-
tor Costs: A 5% increase in the price of 
gasoline from $3.00 to $3.15 per gal-
lon will have a much different impact 
on volume if the price of competitive 
products is $3.00 per gallon than if it 
is $2.50 or $3.50. 

Without explicitly incorporating such 
factors into the analysis, elasticity esti-
mates can be highly inaccurate and mis-
leading, while failing to capture the true 
relationship between price and volume.

Case Study: Part I1

“ABC Auto Finance,” an indirect auto 
finance company, makes loans in part-
nership with a national dealer network, 
with dealers compensated for arrang-
ing the financing for consumers’ buying 
vehicles. Dealers have significant pricing 

authority, and their compensation var-
ies depending on the “retail” interest rate 
they are able to negotiate with the con-
sumer. Dealers typically maintain rela-
tionships with a number of “wholesale” 
lenders who provide similar products to 
ABC Auto Finance. As such, the dealers 
tend to be quite price sensitive, shifting 
their business from one lender to anoth-
er depending on various factors includ-
ing the “wholesale” interest rate being 
offered. 

ABC Auto Finance’s management be-
lieved that an opportunity existed to im-
prove its “wholesale” interest rates. Giv-

en that the company originated several 
billion dollars of loans annually, small 
changes that produced either higher 
origination volumes, higher profitability 
or both would have a large bottom-line 
impact.

Management did not understand the 
price sensitivity of its customers—the 
dealers—well enough to make meaning-
ful decisions. The company launched an 
effort to analyze this issue in a highly 
quantitative fashion using new tools that 

could drill down to a 
granular level.

The complexity of auto 
finance derives from the 
multiple features of a 
single loan. In the case 
of this company, rate 
sheets were developed 
for each state. These had 
multiple rates to reflect 
two approval processes 
(standard & expedited), 
seven loan terms, six 
model years, six custom-
er risk tiers, two loan 
amount ranges and two 
loan-to-value bands—in 
all, more than 100,000 
different product com-
binations. Each offering 
potentially had a dif-
ferent elasticity which 
could change over time. 

Despite this complexity, 
ABC completed an ini-

tial study in three months. Management 
found that auto finance elasticity coef-
ficients could differ by more than three 
times depending on product characteris-
tics, such as the loan-to-value ratio, term 
and risk tier. This valuable information 
suggested where prices could be raised 
with little impact on volume and where 
they could be lowered slightly to increase 
volume substantially. 

Management immediately incorporat-
ed this knowledge into its weekly pric-
ing meetings. While elasticity estimates 
helped identify price sensitive business 
segments, they didn’t provide manage-

Management found that auto finance elasticity 
coefficients could differ by more than three times 
depending on product characteristics, such as 
the loan-to-value ratio, term and risk tier. 
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ment with explicit recommendations on 
what prices to offer. Thus, an optimiza-
tion model was needed.

Measuring Performance
In pricing, optimization is a complex, 
highly mathematical activity designed to 
determine which prices will result in the 
best business performance possible. 

To begin, one must determine the per-
formance objective one intends to use. In 
practice more than 
one measure may be 
utilized as manage-
ment typically makes 
a tradeoff between 
two key performance 
indicators, one vol-
ume-oriented and 
one profit-oriented. 
The volume measure 
can track revenues, 
units sold or market 
share. The profit mea-
sure can capture gross 
margin, net income, 
return on equity or 
one of a myriad of 
other objectives by 
which different busi-
nesses assess profit-
ability. 

The profit-volume 
tradeoff reflects the 
willingness of many 
business managers 
to give up short-term 
profits to grow their 
businesses. (Obvi-
ously, they expect to recoup any immedi-
ate reduction in earnings over the long-
term.) 

These performance measures need to 
take into account any business rules and 
constraints that will be applied prior to 
performing the “optimization” process. 
These might include factors, such as how 
the maximum price differs across mar-
kets, whether prices must be lowered as 
order size increases, or if prices must end 
in certain digits such as 99. 

In general, the fewer business rules and 

constraints applied the better. Each time 
one is added, the potential for perfor-
mance improvement declines since it will 
tend to eliminate certain alternate pric-
ing strategies that otherwise would be 
considered.

Mathematical Optimization
Once performance measures and busi-
ness rules and constraints have been 
defined, they can then be combined 
with elasticity estimates to derive the 

“optimal” prices. Essentially, optimi-
zation involves creating thousands of 
pricing scenarios, estimating the vol-
ume of business that will be generated 
for each scenario and evaluating the 
results for each against a set of perfor-
mance measures. 

Looking across all the scenarios, an 
“efficient frontier” is established, de-
fining the maximum profit that can 
be achieved for any level of volume. 
The “efficient frontier” allows manage-
ment to understand what the profit loss 
might be if prices are changed to gain 

another 5% in volume. 

Frequently, companies discover that 
they are operating at a point within the 
“efficient frontier” rather than along it. 
Firms which function within the “effi-
cient frontier” use “sub-optimal” prices 
and so have an opportunity to increase 
profitability without reducing volume; 
to increase volume without reducing 
profitability; or to increase both prof-
itability and volume simultaneously. 

Moving from within 
to a point along the 
“efficient frontier” 
usually leads to a sub-
stantial performance 
improvement. The op-
timization process not 
only indicates what 
type of improvement 
is possible, but also 
provides the specific 
price changes needed 
to get from operating 
sub-optimally to oper-
ating optimally.

Case Study: 
Part II
In the first part of the 
case study, ABC Auto 
Finance estimated the 
elasticity of demand at 
a granular level for its 
indirect auto finance 
business. Now, man-
agement wanted to 
determine how perfor-
mance would improve 
using optimization to 

determine the rates offered to its dealer 
network.

Management first had to agree on the 
performance measures that would drive 
the optimization. Identifying the vol-
ume-oriented measure–origination vol-
ume–was straightforward. Agreeing on 
the profit-oriented measure proved more 
complex as different parts of the organi-
zation assessed “profit” in different ways. 

In the end, ABC Auto Finance chose a 
measure that was defined as the present 
value of the net income generated less 

ABC Auto Finance identified business rules and 
constraints requiring, for example, that interest rates 
on used vehicle loans be no lower than those for 
new vehicle loans.



 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

� November �008

the costs for the capital required to sup-
port the loan. In addition, ABC Auto 
Finance identified business rules and 
constraints requiring, for example, that 
interest rates on used vehicle loans be no 
lower than those for new vehicle loans. 
They also noted rules affecting loans of 
different terms, loan-to-value ratios and 
borrower credit scores.

The optimization revealed that, for 
each $1 billion of loans originated, 
ABC Auto Finance could improve prof-
itability by approximately $1 million 
keeping the risk profile, customer dem-

ographics, and total origination volume 
intact. 

To put this in perspective, in 2006, the 
average loan originations for the top 10 
U.S. indirect auto finance companies 
was $24 billion.2 So, with similar re-
sults, one of these companies could have 
improved annual profitability by more 
than $20 million. For ABC Auto Fi-
nance the potential profit improvement 
equaled approximately 20% of its an-
nual profit. 

To achieve this, only slightly different 
rates were needed. And, to the surprise 
of some internal skeptics, the recom-
mended rates were not all higher than 
those they had been using. Some actu-
ally would be decreased. The rates that 

were increased were for certain custom-
er loans where there was relatively little 
price sensitivity (and hence relatively 
little loss in volume). Those decreased 
were in other segments with relatively 
high price sensitivity. 

The initial analysis was confirmed in 
an “in-market” test where a small por-
tion of the business used an optimi-
zation model to determine rates. The 
performance of that “test” group was 
compared to that of a carefully selected 
“control” group to give management 
confidence that any differences resulted 

from the new pric-
ing approach rather 
than other exog-
enous factors. The 
“in-market” test val-
idated the historical 
data analysis results, 
convincing skeptics 
that price optimiza-
tion could help im-
prove business per-
formance.

Successful pricing programs involve 
broad change management (not merely 
a systems enhancement) with a focus on 
upgrading the skills of those involved in 
the process and aligning the incentives 
of the sales force. Cutting corners in 
these areas isn’t thrifty. One may lower 
the level of investment, but the benefits 
will also tend to be reduced. Overall, the 
infrastructure and other needed invest-
ments will provide a payback within a 
matter of months not years. 

How Demand-Base Pricing 
Applies to Other Businesses
While this case study involves a specific 
industry, many businesses share similar 
characteristics that make elasticity analy-
sis an effective tool for identifying differ-
ences in price sensitivity. Those business 

characteristics include:

• Substantial revenues (i.e., >$100 MM 
annually)

• Large number of transactions (i.e., 
>50,000 annually)

• Complex market characteristics (e.g., 
purchaser size, geography, industry) that 
drive pricing decisions

• Multiple distribution channels (e.g., 
retail stores, direct mail, third-party 
distributors)

• Large number of competitors

• Frequent price changes 

Many retail, manufacturing, distribu-
tion, high-technology and financial ser-
vices businesses have these characteristics 
and can gain great insight into how to 
price their products…or, with another 
stage of analysis, how to truly “optimize” 
prices.

A company that seeks to estimate cus-
tomer elasticity and optimize its prices is 
embarking on a journey that will require 
significant effort. However, the effort 
can pay large financial dividends, pro-
vide enhanced insights about customers 
and improve organizational alignment.

Endnotes
1 While this case study focuses on a B2B2C 
(business-to-business-to-consumer) busi-
ness, the approach has been applied in a 
variety of B2B (business-to-business) and 
B2C (business-to-consumer) markets.

2 Source: Auto Finance Big Wheels 2007 
(Royal Media Group); Deloitte analysis.

Successful pricing programs involve 
broad change management with a 
focus on upgrading the skills of those 
involved in the process and aligning 
the incentives of the sales force.
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How many times have we 
heard the edict “we WILL 
hit the top-line revenue 
number” coming from ex-

ecutives? The urgency behind these state-
ments only gets stronger as firms near 
the end of the quarter, and CEOs do 
everything in their power to live up to 
their targets. 

Let’s face it. The pressure to meet Wall 
Street guidance is enormous. The pric-
ing fire drill that occurs at the end of 
the quarter to make the revenue forecast 
destroys profits over the short-term and 
value over the long-term and becomes 
habit forming. 

Customers, expecting this end-of-quar-
ter desperation, begin to hold orders, 
waiting for the discounts that they know 
are coming. Price concessions given to 
make one quarter’s revenue goal cannot 
be taken back in the next. The result is 
a significant downward drag on profit 
as companies continually use price in a 

never-ending quest to make the num-
bers.

The good news is that a number of 
firms have broken out of this death spi-
ral by taking a systematic, data-driven 
approach to balancing financial, opera-
tional, and pricing objectives against 
the realities of supply and demand in 
their markets. The approach they use is 
called Revenue Planning. This process 
greatly reduces the need to “pull the pric-
ing lever” to overcome shortfalls in busi-
ness performance. This is accomplished 
by creating plans and performance mea-
sures to ensure that financial plans and 
likely supply, demand, and pricing dy-
namics are reconciled at the start of the 
quarter and monitored throughout. 

The benefits of this approach are signifi-
cant and long-lasting. One Fortune 500, 
high-technology company launched a 
Revenue Planning initiative after suffer-
ing the pains of missing Wall Street ex-
pectations one too many times. Through 
disciplined adherence to their plan, this 
company was able to decrease reactive 
discounting by approximately $10 mil-
lion per quarter. 

This significant improvement was achiev-
able, based on a foundation of incremen-
tal successes within the Revenue Plan-

ning process, as detailed below:

• Increased visibility to emerging issues 
that might endanger achieving key 
objectives

• Improved volume linearity throughout 
the quarter

• Improved baseline revenue forecast ac-
curacy (by 40%) 

The Revenue Planning initiative added 
a single cost: that for the addition of one 
person to manage the process.

The Key Elements
The Revenue Planning process balances 
typical financial, operational, and pric-
ing systems. The process is comprised of 
four main components (see Figure 1): 

• Demand Plan – A forecast of product 
volume and mix, the demand plan is a 
reconciliation of “bottoms-up” demand 
data from the sales and marketing teams 
and “top-down” supply and operating 
performance data provided by opera-
tions and finance. The objective of the 
plan is to provide a means for reconcil-
ing supply with demand to meet the 
market’s needs, while maximizing inven-
tory turns and linearity.

• Price Plan – This is a detailed forecast 
of the selling prices required to meet the 
demand plan. It should have sufficient 

Making last-minute price conces-
sions is not the way to meet revenue 
goals, say authors Mark Burton and 
Jason DePue. They show how com-
panies can avoid the usual “end-of-
quarter” frenzy to make numbers by 
use of Revenue Planning. Carefully 
applied, this process will ensure com-
panies meet their projections, while 
maintaining the integrity of their 
pricing processes. Mark Burton is co-
founder and Jason DePue is a project 
manager for Holden Advisors (www.
holdenadvisors.com), a pricing con-
sultancy and training firm. For more 
information you can reach them at: 
mburton@holdenadvisors.com and 
jdepue@holdenadvisors.com, respec-
tively.

Control Your Pricing 
through Revenue Planning

Figure 1: The Revenue Planning Process
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granularity to ensure accountability and 
control.

• Reconciliation and Conflict Resolution 
– It can take several iterations to recon-
cile the demand and pricing plans with 
a firm’s financial objectives. Inevitably, 
this process will surface differing views 
on the viability of key elements of the 
plan. For example, the price plan can 
be a lightning rod of controversy, given 
that different organizations (e.g. tacti-
cal pricing, business units, field sales, 
finance) often 
have conflict-
ing primary 
goals and met-
rics. This type 
of open con-
flict is healthy 
and should be 
encouraged. 
H o w e v e r , 
strong execu-
tive leadership 
is needed to 
drive the team 
to reconcili-
ation and to 
ensure buy-in. 

• Performance 
Measurement 
– Performance 
i s  r e v i e wed 
through weekly 
and quarterly 
analyses of key 
elements in the 
plan (see next 
section on “Protecting the Plan” for 
explanation and examples). The mea-
surement process is not a simple “how 
are we doing?” meeting. Rather, it is an 
active process where emerging drivers of 
deviation from the plan are identified, 
actions are given, and organizations are 
held accountable. 

Protecting the Plan
Creating a revenue plan is only half the 
battle. Once created, a company needs 
to ensure that the appropriate functions 
are held accountable to achieve it. This 
is where regular weekly reporting and 
analytics comes into play. Traditional 
reporting, such as analysis of the quar-
ter-to-date revenue number compared to 

plan, is inadequate, because it does not 
provide the firm with the necessary level 
of information throughout the quarter to 
ensure it can achieve the plan goals.

Fortunately, there are simple analyt-
ics that can make it all actionable. By 
breaking down the plan into three com-
ponents (price, volume, product mix), 
firms can begin to define the drivers of 
performance for any given quarter. The 
chart below shows a hypothetical PVM 

(price, volume, product mix) analysis of 
the revenue plan compared to actuals. 

This relatively straightforward calcula-
tion isolates each one of the components 
in order to determine what is driving the 
deviation. Notice that the unit of mea-
sure is dollars. For example, Business 
Unit C is $9M ahead of plan in volume 
(e.g., actual volume shipments exceed 
forecasted shipments by $9M). Yet, in 
total, it is only slightly ahead of plan be-
cause its sales volume has been skewed 
toward lower-end products (i.e., mix). 
From this chart an organization can also 
drill down into the underlying data and 
determine what product, region, or cus-
tomer is driving the positive or negative 

impact. Without these types of metrics, 
organizations are, in essence, running 
blind throughout the quarter. 

Implementing  
Revenue Planning
Starting a Revenue Planning project may 
seem like a daunting task. However, if 
a firm uses a methodical approach, it is 
very achievable. Key ingredients for suc-
cess include: 
• An executive willing to drive the process 

and hold organi-
zations account-
able
• A cross-func-
tional team em-
powered to make 
trade-offs between 
each element of 
the plan
• Clearly-defined 
and well-commu-
nicated goals and 
objectives
• C r e a t i o n  o f 
baseline metrics 
for success (e.g., 
volume and price 
forecast accuracy)
• A willingness to 
start with what-
ever data is avail-
able and improve 
it through succes-
sive iterations of 
the process

Firms can also implement Revenue Plan-
ning in phases. For example, a Fortune 
1000 firm found that it did not have an 
adequate process to create or control the 
price plan, which was costing it millions 
of dollars a quarter in lost profits. To ad-
dress the immediate issue, management 
started a targeted project to address the 
price planning process. 

Revenue Planning requires serious ef-
fort over a sustained period of time. But 
firms, which avoid this process, are liter-
ally flying blind and condemned to us-
ing price reactively to respond to quar-
terly pressures. With even a rudimentary 
process in place, pricing truly becomes a 
strategic weapon.

-$10,000,000 $0 $10,000,000

Price
Volume
Mix
Total

Business Unit C

Business Unit B

Business Unit A

Figure 2:  PVM Analysis Identifies Drivers of Performance 

This relatively straightforward calculation isolates each one of the components in order to 
determine what is driving the deviation.  Notice that the unit of measure is dollars.  For
example, Business Unit C is $9M ahead of plan in volume (e.g., actual volume shipments 
exceed forecasted shipments by $9M). Yet, in total, it is only slightly ahead of plan 
because its sales volume has been skewed toward lower-end products (i.e., mix). From
this chart an organization can also drill down into the underlying data and determine what 
product, region, or customer is driving the positive or negative impact. Without these
types of metrics, organizations are, in essence, running blind throughout the quarter.

Implementing Revenue Planning 
Starting a Revenue Planning project may seem like a daunting task. However, if a firm 
uses a methodical approach, it is very achievable. Key ingredients for success include:

An executive willing to drive the process and hold organizations accountable 
A cross-functional team empowered to make trade-offs between each element of the 
plan
Clearly-defined and well-communicated goals and objectives 
Creation of baseline metrics for success (e.g., volume and price forecast accuracy)
A willingness to start with whatever data is available and improve it through
successive iterations of the process 

Firms can also implement Revenue Planning in phases.  For example, a Fortune 1000 
firm found that it did not have an adequate process to create or control the price plan, 
which was costing it millions of dollars a quarter in lost profits.  To address the 

Figure �: PVM Analysis Identifies Drivers of Performance
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Avoid Common Pricing Mistakes  
and Misconceptions

Pricing has always been an inte-
gral component of doing busi-
ness, but has only evolved re-
cently into a rigorous discipline. 

Many company processes have developed 
via intuition and human instinct rather 
than from a conscious effort to develop 
best management practices. Yet a recent 
study found that firms which instituted 
a misguided pricing strategy ended up 
worse off than those not having one at 
all.1 Often, companies repeat the same 
basic mistakes because they do not ap-
preciate their significance. What follows 
is a description of some of these common 
errors—and how to avoid them. 

Ignoring Potential 
Competitive and Customer 
Reactions to Pricing Actions
Reflecting the universal “Fight or Flight” 
instinct, people in stressful situations 
tend to act immediately without careful-
ly considering the consequences of their 
decisions. Take, for example, the com-
mon belief among executives that drop-
ping prices will lead to an increase in 
market share. This approach intrinsically 
ignores the reaction of competitors, who 
inevitably match decreases quickly and 
return the market to its previous state, 
just at a lower price level. Also, managers 

often fail to consider what will happen 
when an established customer learns that 
others have received a lower price. Of 
course, that customer will seek a simi-
lar reduction. Thus, companies need to 
think through the whole cycle of poten-
tial market reactions before taking any 
pricing actions.

Not Considering and 
Managing Market  
Signals Properly
Every deal, exception, price adjustment 
and external comment sends a signal to 
customers and competitors alike, regard-
less of whether companies realize it. If 
your firm does not explain its actions in 
the market—especially aggressive ones—
then how are outsiders to interpret them? 
Similarly, companies which fail to read 
these kinds of signals correctly lose an op-
portunity to understand a competitor’s 
true intentions, which are generally much 
less aggressive than they first appear. 
(Note: Too many companies continue to 
be fined hundreds of millions of dollars 
for price fixing. Even seemingly harm-
less internal emails anticipating a com-
petitor’s pricing decisions have resulted 
in hefty fines. Bottom line: make sure all 
your communications are legal.) 

Believing that Knowledge  
of Competitors’ Exact  
Prices Is Valuable
If a sales organization knows a rival’s 
prices, what action will it most likely 
take? In a comprehensive study of mid-
sized manufacturers, approximately 80% 
said they would beat the price2 … and 
so the downward pricing spiral goes. On 
the other hand, if a firm does not know 
a competitors’ prices, then it will most 
likely concentrate its efforts on convincing 
the customer of its product’s value and ex-
plaining how it meets the buyer’s needs.

So, while it is useful to understand your 
competitor’s positioning and true inten-
tions, focusing exclusively on contract 

prices and “winning the deal” can be 
counterproductive.

Not Realizing the First 
Exception Is the End of  
Your Pricing Strategy
Offering exceptions to certain custom-
ers is one way sellers avoid making diffi-
cult decisions. But buyers rarely appreci-
ate these “exceptions” for what they are. 
Rather, they simply see lower prices in 
the market—and become conditioned to 
asking for more. Companies must walk 
away from these “opportunities,” or risk 
undermining their pricing strategies. 

Failing to Understand When 
Rules of Classical Supply 
and Demand Don’t Apply
When price goes down, demand goes up; 
and the market expands—according to 
the classical theory of supply and de-
mand. (The reverse is true when price in-
creases.) However, in the case of derived 
demand, price and overall demand may 
not be correlated. 

Consider the case of car seats. Demand 
is derived from the number of new cars 
that are going to be built. The price is 
inelastic: the number of vehicles is not 
going to change with the price of seats 
unless they become many more times 
expensive. However, car manufacturers 
can switch between seat suppliers, and 
may do so for small price differences. 
Thus, the overall total demand-for-seats 
is inelastic; but for individual suppliers 
it is highly cross-elastic. Price decreases 
are a negative-sum game in this situa-
tion because they do not lead to greater 
demand, just shifts between suppliers. 
Similarly, higher prices will not decrease 
total demand if all suppliers follow them.

Basing Actual Pricing 
Decisions on Non-Value 
Factors
Virtually every marketing expert will 
extol the virtues of value-based pricing 

With the global economic downturn, 
companies must work more aggres-
sively than ever to employ smart 
pricing. However, in their efforts to 
adopt new strategies, many firms will 
fall victim to some common, though 
costly, errors. To avoid these pitfalls, 
author Jan Krasnodebski (Director of 
Pricing Foundations, a business con-
sultancy), identifies these minefields 
and shows how to avoid them. For 
more information he can be reached 
at: jan@pricingfoundations.com.
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and claim to follow it. However, when 
it comes to the actual pricing analyses 
and processes, the fundamental metrics 
employed are often volume, floor prices, 
competitive data and so on. Yet these 
have a connection neither to value nor to 
the buyer’s needs. They are, however, sig-
nificantly easier to define and implement 
than value-based measures, which require 
true understanding of the customer.

A related mistake is to believe that offer-
ing volume discounts is a good practice. 
Supposedly, because of economies of 
scale, the more you sell, the less it costs 
to deliver. In fact, this is just cost-based 
pricing, which virtually every marketing 
expert frowns upon. 

Offering discounts based on quantity 
presents other dangers, especially when 
used to stimulate larger purchases or to 
capture market share. The former can 
lead to overzealous salespeople stuffing 
shelves or to customers buying in bulk 
to secure lower prices; the latter can set 
off price wars. Volume discounts are 
particularly dangerous since sophisticat-
ed purchasers are increasingly promot-
ing purchasing groups and creating the 
“800-pound gorilla” adversary. When 
large, aggressive customers receive big-
ger discounts, they gain a competitive 
advantage over smaller rivals who often 
pay higher prices. These gorillas grow 
at the lesser players’ expense, becoming 
even larger and demanding ever-greater 
volume discounts. It is not surprising the 
most successful American steel company, 
Nucor, which has grown while others 
have shrunk, has one price for all cus-
tomers.

Using Price to Mask Sales 
and Marketing Deficiencies
How often do you hear sales saying, “We 
lost the business because of price;” ver-
sus “I lost the business because I made a 
mistake”; or “The competitor did a bet-
ter job?” In a Harvard Business Review 
survey of purchasers asking about the 
greatest mistakes made by salespeople, 
a high price was mentioned <2% of the 
time. The top three mistakes were: 1) not 
adhering to the customer’s buying pro-
cesses; 2) not listening to the buyer’s 

needs; and 3) not following up.3 So, if 
price is commonly given as the reason 
for losing or not gaining business, then it 
may be a good idea to dig deeper. 

Similarly, marketing may be applying 
a price for a new product that it knows 
customers will accept, rather than ex-
ploring other options first. A Wharton 
study concluded that marketing manag-
ers tend to be too conservative and fear-
ful when establishing prices. They set 
them close to current ones, thus losing 
significant revenue and profit.4

Excusing a Lack of Pricing 
Action on “Poor Data”
A common excuse for avoiding action is a 
lack of good data. If the goal is to imple-
ment a sophisticated price optimization 
system, accurate data is critical. How-
ever, given all the external unknowns in 
business, how can internally controlled 
data be such an impediment to following 
good business practices and correcting 
obvious issues? Good pricing takes cour-
age. Data—or lack of it—provides a too-
convenient excuse to shy away from it.

Not Realizing What 
“Rational” Behavior Is
Natural human pricing behavior is based 
on risk aversion and heuristics, not prof-
it-maximization. This has served us well 
for hundreds of thousands of years, just 
not in pricing.

We pay handsomely to eliminate risk. 
The size and profitability of the insur-
ance industry is a testament to that. In 
seminars, approximately two-thirds of 
participants preferred realizing a third 
less monetary gain if it were not placed 
at risk (all other factors being equal).5 It 
is, therefore, natural for sellers to under-
price and accept lower revenue and prof-
it—if it means removing the possibility 
of losing a sale. Thus, companies need to 
provide more than monetary incentives 
to drive good pricing behavior by em-
ployees.

Firms must also understand what drives 
customer behavior. When humans find 
themselves in new situations, they gen-
erally react based on what they already 

know (heuristics). This gives rise to pow-
erful effects in pricing, such as anchor-
ing (the tendency to use and be swayed 
by information that has one’s attention, 
whether relevant or not), being influ-
enced by comparisons, and using price 
to judge quality. For these reasons cus-
tomers will often accept much higher, or 
expect much lower, prices than what the 
true value suggests.

With this in mind companies need to 
realize that relying on people to behave 
rationally will not maximize profits or 
sales. However, firms can develop pro-
grams and processes which consider 
buyer tendencies—and better help them 
achieve their sales goals. With savvier 
presentations, companies can change 
buyer perceptions of whether certain 
prices are high or low. They can also 
eliminate some of the risk and uncertain-
ty at every stage of the selling process, 
which will only pay off in the end.

 Although not exhaustive, this list has 
outlined a number of the major pitfalls 
that trip up many companies. In certain 
cases firms have needed years to recover 
from these pricing missteps—if they ever 
do. But if you become more aware of 
these trouble spots, and give extra thought 
to avoiding them, then it can bring hand-
some dividends to your business.

References:
1 Monitor Group Perspectives, “Building a 
World-Class Pricing Capability: Where Does 
Your Company Stack-up?” by John Hogan.
2 “Why You Do Not Want to Know Your 
Competitor’s Prices” by John S. Harrison, 
Professional Pricing Society Webinar, June 
9, 2005.
3 “What B2B Customers Really Expect,” 
Harvard Business Review, April 2006. 
Based on a survey of 120 sales leaders across 
various industries and 200 of their custom-
ers.
4 “Pricing Problems, Short-Term Gains, 
Long-Term Losses” by Robert Meyer, John 
Walsh, Rajeev Tyagi, Harvard Business 
Review Briefing from the Editors, March 
1994.
5 Sums are adjusted for risk: two-thirds pre-
ferred $500 versus 50% of $1500 (=$750). 
Total population size of 127.

Conventional wisdom suggests that 
companies can’t afford the risk to 
operations or balance sheet dilution by 
acquisitions during times of stress. 


