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Pricing Complex Projects – 
Is It Really All About the Cost?

Special qualifications are required 
for project as well as pricing manag-
ers of complex projects because special 
demands arise, such as cost determi-
nation, scope optimization and risk 
analysis. In this article, the author ex-
amines the difficulties in pricing large, 
long-term and complex projects and 
offers suggested strategies for pricers in 
these situations. Reno Koepp serves as 
strategic consultant concentrating on 
pre-sales at PROS Germany GmbH. 
He can be reached at rkoepp@pros.
com. 

9th PPS Annual Conference on European & Global Pricing – Hôtel Con-
corde – Berlin, Germany; 3 December – 5 December 2014. 
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•	 3 Workshops and the 4th Annual Global Pricing for Executives Summit Of-

fered on Wednesday 4 December
•	 16 Keynotes and Breakouts Offered on Thursday 5 December

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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In project management there’s a con-
cept called “complex project man-
agement” that provides guidelines 
and directions for project manag-

ers who coordinate “complex projects.” 
These projects are uncharacteristic and 
you can’t take a cookie-cutter approach 
when dealing with the issues that arise 
along the way, including pricing and 
costs.

Special qualifications are required for 
project as well as pricing managers of 
complex projects because special de-
mands arise. I’ll discuss some of the is-
sues and solutions in this article.

What about quoting and 
pricing complex projects?
Pricing managers who work in conjunc-
tion with project managers on complex 
projects draw largely from their rich 
fund of experience. Sure, there are a 

plethora of publications on the topic of 
pricing; however, complex projects have 
special characteristics that are worth-
while to examine more closely. It’s cer-
tainly not the same challenge for a con-
struction company to price a €100M 
construction project, as compared with 
an aftermarket parts company that prices 
a brake disc that is sold a million times.

In pricing projects, customers often ask 
for support to properly price complex 
projects. But what defines a “complex” 
project? Here are a few examples that il-
lustrate the characteristics of complex 
projects:
•	 An oil and gas project that involves 

building huge industrial plants with 
turbines, compressors, pumps, etc., to 
process oil and gas from the ground.

•	 A construction project that involves 
building a high-rise or a new highway.

•	 An outside plant project that buries 
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thousands of miles fiber-optic cable.
•	 A turnkey project in the telecommuni-

cations industry in which the supplier 
not only delivers the equipment, but 
also plans and builds the radio sta-
tions.

What do these projects  
have in common?
•	 They all are big investments, with a 

very high project price. In the con-
struction industry, a single miscalcu-
lated project could mean insolvency 
for the entire company.

•	 These projects usually last a very long 
time – sometimes several years from 
start to finish.

•	 Offers are often created through a 
tender, a price bid for a construction 
project. Many assumptions about the 
scope, timing and design of the solu-
tion are taken during this phase.

•	 Articles or objects are configured for 
a product or solution by a product or 
solution expert. Often, the concept 
of the product only exists as a logical 
category. This product may possibly 
consist of hundreds of items such as 
software and hardware.

•	 The responsibility and accountability for 
such complex projects are spread over 
many areas. Who is ultimately re-
sponsible if the project goes wrong?

•	 The large number of subcontractors and 
suppliers in complex projects should 
not be underestimated. Sometimes 
you have to deal with many different 
countries and cultures as well, and the 
differences are not negligible.

•	 One of the most important factors, 
however, is the uncertainty in the 
planning, costs and implementation 
of complex projects. Mastering the 
uncertainty is ultimately the decisive 
factor for success and failure.

Why do many complex 
projects go wrong?
The practice shows that complex proj-
ects are calculable, predictable and can 
be successfully carried out. In all sectors 
that perform complex projects, there are 
necessary qualifications, including ex-
perienced project and pricing managers 
who can successfully plan, calculate and 
in the end implement a project. Suc-

cessful companies have the appropri-
ate organizational structures, processes, 
know-how and supporting tools for this 
purpose. In my opinion, the construc-
tion industry is leading the pack. This 
sector deploys a variety of widely avail-
able tools and systems for planning and 
budgeting of complex projects. However, 
most of the time these offers are limited 
to budget, time and cost planning.

Here are a few examples of 
complex projects that have 
room for improvement:

•	 A telecom equipment manufacturer suf-
fered substantial losses on a turnkey 
project in Asia. Various factors in-
fluenced the negative result, includ-
ing cultural differences, unreliability 
of local subcontractors, poor project 
management, and far too aggressive 
costs and prices.

•	 While many construction projects 
are completed on time and within 
a predetermined budget, there are a 
few notable cases that don’t. For ex-
ample the new construction of the Ber-
lin airport or the Hamburg Opera. In 
2004, private developers estimated the 
cost of the Hamburg Opera to be ap-
proximately € 100 million. It ended 
up costing five-times that amount, 
more than €500 million.

A 2010 U.K. survey of 250 project or-
ganizations in the construction business, 
found five inhibiting factors that lead to 
cost and time overrun in construction 
projects:

1. Design changes

2. Risks/uncertainties

3. Inaccurate evaluation of project du-
ration

4. Complexity

5. Non-performance of subcontractors

So what’s the solution? In construction, 
project control is a key element to the 
success of a project. Methods have been 

developed, such as Gantt bar charts, 
Critical Path Method and many others 
to manage the project control. 

Other influencing factors 
and complexities
The examples above represent only the 
tip of the iceberg for complex projects. 
The following characteristics affect not 
only project management and implemen-
tation, but also pricing:
•	 The sheer number of products and 

services for a project. Thousands of 
items for a project are not uncommon.

•	 Products are often mistakenly of-
fered that will reach “end-of-life” 
status during the time of implementa-
tion. The other extreme represents fu-
ture products or “roadmap products.”

•	 The products have a dependency on 
the installed base.

•	 The potential customer doesn’t give 
the providers enough time to respond 
to calls for tenders. This leads to more 
risky assumptions and errors under 
deadlines.

•	 The pressure to succeed is large. Sales 
reps want to win deals. A few provid-
ers are competing for a few big proj-
ects.

•	 The service portion of complex proj-
ects often represents up to 70% of the 
project scope. The scope of services is 
very often a “moving target” and may 
be much more difficult to estimate as 
compared with products and materi-
als.

When you think of building a wireless 
network or the construction of an air-
port, the thought arises in the tendering 
phase whether this complexity is man-
ageable. It is manageable under certain 
conditions that have to be created by the 
providers themselves. Important require-
ments are:

Scope and scope 
optimization
The definition of the scope of deliver-
ables and services is the most important 
prerequisite for a profitable complex proj-
ect. However, an optimized scope rep-
resents just the ticket for playing along. 
But it does not mean at all that they will 
successfully complete that game.
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The pricing manager can compare 
complete deals with each other or apply 
specific benchmarks on parts of the offer.

The name of the game is creating an 
optimal “entry-solution” i.e., to find a 
possibly cheap entry-level solution that 
leaves enough room for future expansion 
through which you can make the whole 
project profitable. This concept is also 
known as “Low-Entry and Recovery.”

Challenges in determining 
the cost base
The subject of “scoping” and the subject 
to determine the cost baseline are closely 
connected. This is a complex process that 
includes many small cogs in the wheel 
need to be integrated:
•	 A professional bid management is es-

sential
•	 An integrated project plan between 

product side and the various services 
should be matched

•	 A large number of sub-
contractors, suppliers and 
third parties must be co-
ordinated

•	 Possible savings through 
negotiation gains should 
be included in the cost 
base

•	 Very early in the process product gaps 
and “roadmap products” should be 
identified

•	 Future cost savings are important to 
consider

•	 The project duration is often decisive 
for understanding the profitability

•	 Efficient quoting processes and excel-
lent technical know-how are the life-
blood to successfully pricing complex 
projects

•	 Complex projects cannot be conduct-
ed without a risk analysis

Challenges in the pricing of 
complex projects
So far we have discussed the cost deter-
mination, scope optimization and risk 
analysis. So, is it in fact just a matter de-
termining the correct scope and cost to 
win complex projects? This is certainly 
not the case. A few examples illustrate 
this point:

•	 Construction companies are work-
ing with blueprints to determine the 
scope, but also in terms of cost and 

price determination. Starting from 
a reference or benchmark price for a 
similar project or blueprint, the nor-
malized offered price is determined 
and then adjusted according to the 
difference in scope.

•	 A leading oil and gas company calcu-
lates various reference prices: On the 
one hand, a similar project is refer-
enced, and then the company tries 
to normalize the scope to make the 
offer price comparable to the refer-
ence price. A second reference point 
is a business case for the customer, 
as in modernization projects. While 
modernizing outdated turbines and 
compressors, the value for the cus-
tomer increases. The customer ulti-

mately can produce more oil and gas. 
The value of the extra-production is 
determined. This model is very de-
tailed and can be applied to the differ-
ent equipment types. In a subsequent 
ROI analysis, another reference price 
is determined. Through a smart trian-
gulation, the final offer price is deter-
mined.

•	 A large telecom equipment manufac-
turer determines benchmarks for spe-
cific sub-projects, as well as products 
and services. For example, in a new 
LTE mobile network, the price for the 
radio sub-network is carved out, and a 
price per LTE base station or the price 
per Mbps (megabits per second) trans-
mission capacity is calculated. This 
benchmark is again compared with 
“standardized” reference projects or 
reference configurations, and the pric-
es obtained for comparable customer 
projects in the past.

Benchmarking and comparability are 
the absolute central issue for the pricing 

manager. The argument is often made 
that projects are not comparable because 
no project is alike. The latter is true, but 
you can compare them anyway at any 
level of granularity. The pricing manager 
can compare complete deals with each 
other or apply specific benchmarks on 
parts of the offer. He can go down to a 
level of detail where it might make sense 
to compare the price of a ton of steel. 
The important thing is that these bench-
marks make sense and are applied uni-
formly throughout the organization.

In any case, additional analysis is need-
ed to give a final assessment of an offer. 
Analyses of margins, discounts, rebates, 
etc., play an important role. Not only 
a comparison of the absolute price, but 

also comparisons of mar-
gins, discounts, etc. are 
desirable. Benchmarks 
are of central importance 
in the pricing of complex 
projects. It is through col-
lecting and analyzing big 
data that benchmarks can 
be established.

Summary
The challenges with complex projects 
aren’t just limited to scope and cost of 
materials, but also pricing. An opti-
mized scope and optimized costs are 
only the ticket to the game. The pric-
ing manager can make the difference 
whether you leave the game as a loser or 
winner.

Best-in-class companies are strategically 
utilizing their technical products and 
also pioneering new pricing processes 
by properly training pricing managers 
to meet the changing profile and handle 
complex projects. These companies use 
innovative methods, pricing tools and 
big data to be successful in the market-
place and to improve their margins in an 
increasingly competitive environment, 
where only a few large complex projects 
succeed. Potentially, individual projects 
may be the deciding factor in the success 
or failure of an entire company. Be sure 
to stack the odds in your favor by using 
big data to your project’s advantage.
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Price matching tactics are prevalent in 

B2C environments. Retailers are quick 

to offer to match a competitor’s price so 

as to preserve market share. However, 

these tactics are causing many com-

panies to price themselves out of busi-

ness. In this article, the author analyzes 

these situations and offers alternative 

approaches for B2C pricers. Nicko-

las Cherrier is a consultant at Simon-

Kucher & Partners. He can be reached 

by e-mail at nickolas.cherrier@simon-

kucher.com.

Price Matching in B2C:  
Pricing Like a Sheep or Like a Wolf?

When used as a tool for price increase 
management, price matching promises 
may provide a real strategic edge 
through price anchoring.

In B2B we talk of “Most Favored 
Customer” business practice when 
a promise is made whereby a cus-
tomer will benefit from the lowest 

price on offer. This implies that one key 
account has the power to enforce a clause 
whereby no other customer will receive 
better treatment, hence ensuring a cost 
advantage. Far more common is the B2C 
case where retailers promise to match 
competitor prices. Benefiting customers 
therefore find themselves in a position of 
assurance that they are not being ripped-
off. This price matching tactic is in fact a 
powerful trump card.

If you, as a customer, are able to provide 
proof that the CD you are about to buy 
for $20 is available for only $18 down 
the road, you may save yourself a valu-
able $2. The customer, it seems, benefits 
greatly from such a policy. No wonder 
then that so many stores advertise “We’ll 
beat any offer”, “Seen it cheaper? We’ll 
match it!” and messages to such effect. 

Retailers are fighting to the death in a 
volume before value mentality.

Many retailers will be quick to point 
to this business practice in identifying 
sources of margin deterioration. Indeed, 
typically competitors respond to such 
practices by lowering prices and advertis-
ing their own price guarantees in return.

The endgame is not difficult to forecast: 
Price War. In the short term, this is very 
bad for the industry, but attractive for 
customers. Anyone versed in basic mi-
croeconomic theory will draw a parallel 
to the magic of perfect competition. 

We are witnessing competitive forces at 
work which may ultimately result in the 
reduction of price to the level of zero 
profitability. Like sheep to the slaughter, 
companies are pricing themselves out of 
business.

Price increase management
The increased market information 
brought by the digital age is rapidly 
turning customers into price scaven-
gers. Assuming all else to be equal, price 
competition benefits lower prices. Price 
matching therefore allows companies to 
price their goods at 
a level which makes 
them at least as 
attractive as their 
competitors. And 
here lies the trump 
card. Not all com-
panies using this 
practice are pricing 
like sheep. Some 
may be wolves in sheep’s clothing. 

Let us assume two companies A and B. 
They both sell CDs at $18. A is inter-
ested in raising prices in order to increase 
profits but is afraid of losing volume. 
Customers would eventually become 
aware of B’s price advantage and A’s 

sales would drop significantly. Perhaps 
B would follow the price rise and both 
would be better off, but as it is, A has 
no insurance that would happen. Judg-
ing from past behavior, B is quite likely 
to keep prices constant and increase its 
market share.

What if A decides to introduce a price 
matching promise while increasing its 
price to $20? It offers to match all com-
petitors’ prices. Assuming B does not 
budge the status quo remains. A contin-
ues to sell at $18 by price matching B. 
If B increases prices, up to $20, A’s price 
level will automatically adjust itself. 

By introducing the promise, A manages 
to rid itself of the non-cooperative issue 
and signals to B that they should raise 
prices to $20. The impact was entirely 
positive and A did not take any risk in 
raising its price. When used as a tool for 
price increase management, price match-
ing promises may provide a real strategic 
edge through price anchoring.

Price transparency
Price transparency is a secondary ad-
vantage of price matching. In the above 
case, the market was described as rather 

transparent. Of course, that is not always 
the case. Very often companies need to 
invest in market research and competi-
tive monitoring to understand changes 
in consumer behavior and competi-
tion tactics. With such opacity, it may 
be costly to follow all competitors’ price 
movements. Price matching however 
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While evidence suggests price 
matching often leads to price 
wars, game theory leaves 
the door open for another 
outcome.

manages to provide the information 
at zero cost.

If we continue with the above sce-
nario, A now knows that B has 
reached the $20 price point as A 
no longer receives requests to price 
match its competitor. If B decides 
to lower prices however, A will be 
made aware through its custom-
ers’ requests. Indeed, A will be in-
formed of the exact price point and 
location of the store where B is pric-
ing below $20.

This information gathering mecha-
nism is in fact quite useful for com-
panies to track price movements 
in different geography for tactical 
responses, or worse, to enforce price 
points in oligopolistic markets.

Wealth of Most Favored 
Nations
“People of the same trade seldom meet 
together, even for merriment and di-
version, but the conversation ends in 
a conspiracy against the public, or in 
some contrivance to raise prices.” These 
famous words written by Adam Smith in 
the Wealth of Nations describe the na-
ture of business in rather alarming terms. 
Nonetheless it raises the unequivocal 
truth that market coordination is ex-
tremely dangerous to the public. Smith 

however argued little could be done, le-
gally or otherwise, to prevent businesses 
from seeking to exploit the system. 

Regulators never take kindly to market 
coordination and hefty fines are dealt to 
those found guilty of price fixing. Sig-
naling desired price points to competi-
tors in an effort to drive industry prices 
up is considered highly illegal in a great 
number of countries. Nonetheless, de-
spite the potential signaling advantages 

of price matching, the promise to 
offer a better price to the customer 
is in itself favorable to consumers. 
Additionally, empirical data strong-
ly supports price matching leading 
to a downward price spiral rather 
than the more “wolfish” price in-
crease management case. 

Best Buy, Sears, Target and 
Walmart all offer to price match, 
and the effect it has had on the US 
retail industry was to push prices 
down. Consequences however need 
to be weighted with the objectives. 

Industries set in a battle for market 
share use such pricing tactics for 
volume gains. This does not mean 
that in the future we may not see 
an opposite trend in an industry set 
on margin recovery.

While evidence suggests price match-
ing often leads to price wars, game the-
ory leaves the door open for another 
outcome. As a price increase manage-
ment instrument, this practice may al-
low companies to rig the game in their 
favor by anchoring a desired price point 
for all competitors to see, while avoiding 
the risks associated with unilateral price 
rises.
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When It’s Wise to Offer Volume Discounts 
In this article, the author analyzes 
a common habit of many managers 
when it comes to pricing: offering dis-
counts for large or bulk orders. Most 
believe that this is a best practice in 
that it shows customer appreciation. 
However, as the author points out, this 
token is often not necessary and only 
serving to decrease prices. Rafi Mo-
hammed is the founder of Culture of 
Profit LLC, a Cambridge, Massachu-
setts-based company that helps busi-
nesses develop and improve their pric-
ing strategy, and author of the 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.

On the way to a recent bar-
becue, I dropped by a lo-
cal gourmet market to pick 
up ingredients to make my 

famous Korean-style ribs. While the 
butcher was initially thrilled with my 
unexpectedly large 30 pound order, his 
mood soured when I asked him to thinly 
slice the ribs “flanken style” (cut parallel 
to the ribs). After 20 minutes of intense 
slicing (and several reminders to “slice it 
thinner”), the meat was ornately pack-
aged and ready to go. Then, out of curi-
osity – let’s call it “research” – I asked if I 
was entitled to a volume discount since I 
was buying so much. Without giving it a 
second thought, the butcher chopped the 
per pound price from $8 to $6. As a con-
sumer I appreciated the $60 savings—
but as a consultant who helps businesses 
optimize their pricing, I wondered if the 
butcher realized how much of the store’s 
operating profit margin disappeared due 

to his hastily-considered discount.

In my work with companies on their 
pricing strategies, I’ve noticed that vir-
tually all managers price according to 
the mantra of “the more you buy, the 
lower the per-unit price.” “Why?” I al-
ways ask. A common refrain is, “It’s a to-
ken of appreciation to our customers.” I 
agree–it’s important to express gratitude 
in a business transaction. However, there 
are many less costly alternatives such as, 
say, a handwritten thank you card. And 
remember, not every customer is seek-
ing a discount – so providing one may be 
costly and go unappreciated. 

Some managers claim that since custom-
ers believe it’s cheaper to sell larger quan-
tities, they feel compelled to provide a 
lower price. I understand, but since when 
are the specifics of your company’s cost 
structure any of your customers’ busi-
ness?

There are only four primary 
reasons to offer a volume 
discount:

1. To capitalize on the law of dimin-
ishing utility: The concept of “the 
more one person consumes within 
a period, the less they value a prod-
uct” is a cornerstone of microeco-
nomic theory. Convenience stores 
and movie theaters, for instance, un-
derstand that thirsty customers are 
willing to pay a hefty price for the 
first 12 ounces of a cold soda rela-
tive to the next 12 ounces. To entice 
customers to consume more, the ad-
ditional per-ounce price is signifi-
cantly reduced in larger cup sizes. As 
a result, consumers are often faced 
with the conundrum of calculating 
whether it’s worth it to spend an ex-
tra 75 cents to double the size of our 
fountain drinks.

2. To compete with rivals who of-
fer them: If your close competition 
provides volume discounts and you 

believe that by not granting similar 
price breaks you’ll lose the sale to a 
rival…trim away.

3. To lock in customers: In highly 
competitive markets, volume dis-
counts nudge customers to commit, 
to the detriment of rivals. If a com-
petitor is entering a market, locking-
in customers preserves market share 
as well as thwarts the new entrant.

4. To encourage a large order instead 
of a series of small ones: Pharma-
cies often offer a discount if you 
purchase a year-long supply of a 
common prescription, for instance, 
instead of filling it monthly. This 
price break yields higher profits as 
pharmacies only have to incur the 
costs of filling a prescription once, 
instead of twelve times.

Although it’s counterintuitive, there are 
actually opportunities to increase prices 
for larger volumes as long as the pre-
mium can be justified by providing ad-
ditional value. Magnums of champagne 
(1.5 liters) are often sold at more than 
double the price of individual 750ml 
bottles. Why? One reason is because 
it’s more festive (and hence valuable) to 
show up at a party with a magnum com-
pared to two regular bottles. Magazines, 
for instance, can sell collections of back 
issues for a premium if they provide ad-
ditional value such as special packaging, 
rare issues, and a collection-wide index.

While there are sound reasons to provide 
volume discounts, most companies over 
use them and offer them with too little 
thought. The next time you are contem-
plating offering a volume discount, ask 
yourself, “Do I really have to do this?” 
Back in my gourmet store, I’d already 
committed to buying 30 pounds of Ko-
rean ribs, discount or no discount. It was 
a classic case of a manager extending a 
discount that took a wholly unnecessary 
slice out of profits.
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Implementing and announcing price 
increases are incredibly stressful tasks 
for organizations. However, this is 
often because price increases are set 
too quickly and without utilizing all 
of the research, market analysis and 
key stakeholder perspectives needed in 
order to make an informed, and ulti-
mately successful, pricing decision. In 
this article, the author outlines the steps 
that need to be taken prior to imple-
menting a price increase and how pric-
ing decisions require using both sides of 
the brain. Author Mark Burton is Co-
Founder and Vice President of Holden 
Advisors, Co-author of  Pricing with 
Confidence: 10 Ways to Stop Leav-
ing Money on the Table, CPP faculty 
member frequent PPS speaker. He can 
be reached at mburton@holdenadvi-
sors.com. 

Price Increases Require Using  
Both Sides of Your Brain

One of the most anxious times 
for many organizations 
comes right after they de-
cide they need to implement 

a price increase. Whatever the internal 
reasons are, there is usually a lot of fear 
that goes along with the decision. What 
will customers do? How much volume 
are we going to lose? Will our competi-
tors make it worse by seizing the oppor-
tunity to undercut us and grab share? 
Will we have to abandon our plans or 
accept a far lower increase than we an-
nounce? These are extraordinarily un-
comfortable questions but the dire con-
sequences that they imply can be avoided 
by using both sides of the organization’s 
“pricing brain.” 

The left side of our brain is the source of 
logic and rational thought. We need to 
use it lay the foundation for the increase. 
This foundation is based on cold logic 
and includes an analysis of the business 
conditions driving the increase, a review 
of key value differentiators, an assess-
ment of how to pre-empt competitive 
opportunism, and analysis of how the 
increase can be best put to use to cre-
ate more value for customers in the near 
future. 

This forward-looking analysis should 
also be supported by a clear-eyed review 
of past increases that documents true 
yield versus target increases across cus-
tomer segments, regions, and 
products and a root cause analy-
sis of any shortcomings. Taken 
together the elements should 
form the basis for defining the 
“what” of the implementation 
plan.

Stopping at this point however, 
will lead to a program that falls 
short of its goals. Ask any sales 
professional how they feel about 
telling customers about a price 
increase and they will tell you 
that these are often very difficult 
conversations. This is where the 
right brain – creative and emo-
tional thinking – comes in. Sur-
facing all possible customer ob-
jections and tactics, developing 
job aids, then really training all customer 
facing staff on how to manage customer 
conversations is critical to success. 

The best organizations begin with a com-
plete analysis of all key stakeholders – 
both internal and external. They review 
the positions, skills, and motivations and 
then develop a comprehensive commu-
nications plan that is often heavy on the 
“soft” skills of conversation management. 
This is the “how” that complements the 

“what” of the implementation plan.

With the “what” and the “how” in place 
there is still one more step and that is 
planning the “when.” This includes a 
complete schedule of what is communi-
cated to who by whom and in what or-
der. The schedule also needs to include a 
“war room” component to analyze mar-
ket feedback and update tactics as need-
ed. Is this a lot of work? Yes, but consider 
what typically happens. 

Firms announce an increase that is much 
higher than target because they know 
smart customers will negotiate aggres-
sively. The announcement is often ac-

companied by some cursory justification 
and little real preparation. All of this 
sends an implicit message to the sales 
organization of “good luck and happy 
hunting.” The sales team of course feels 
neither lucky nor happy. And the in-
crease may generate some short-term 
financial gain but often at the cost of 
badly weakened relationships between 
the organization, customers and the sales 
team.



 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

8 November 2013

In this article, the author explores 
three different approaches to price dis-
crimination - the practice of charging 
different prices to different buyers for 
the same product - and analyzes what 
makes these strategies effective. Mary 
DeBoni is a Senior Pricing Analyst 
at Wiglaf Pricing. Before coming to 
Wiglaf Pricing, Mary spent he er post-
graduate-school years working as a 
data analyst and as an adjunct in-
structor of Economics and Statistics at 
Moraine Valley Community College 
and Richard J. Daley College. Mary is 
a member of the Professional Pricing 
Society. She holds a BA in Economics 
from Michigan State University and 
an MA in Economics from The Uni-
versity of Detroit Mercy.

When Is Price Discrimination Effective?

Producers use price discrimination 
in an attempt to maximize profits 
and increase sales — and in many 
cases, it works.

“Discrimination” is a 
charged and highly sen-
sitive word in the Eng-
lish language, but is it 

really that bad when it comes to pricing? 
First, let’s review what price discrimina-
tion is: it is the practice of charging dif-
ferent prices to different buyers for the 
same product.

This practice is differentiated into three 
degrees.  First-degree price discrimi-
nation is the ability to charge each in-
dividual customer a different price; 
second-degree price discrimination is 
charging different prices based on quan-
tities purchased; and third-degree price 
discrimination is charging different 
prices to different groups of customers, 
separated by some or other factor such 
as location or industry segment.

We see second and third degree in prac-
tice all the time at places like the movie 
theatre (different ticket prices for adults, 
students, and seniors) and at the gro-

cery store (price per ounce for a gallon 
of milk vs. a single-serving carton or 
bottle).

Producers use price discrimination in an 
attempt to maximize profits and increase 
sales—and in many cases, it works.

So, when is price discrimination effec-
tive? It is effective whenever it works in 
practice.

Each individual customer has a maxi-
mum price he/she is willing to pay for 
a particular item. If customers are able 
to purchase a service or product for less 
than the top amount they would part 
ways with for the item in question, we 
call the money they “saved” their con-
sumer surplus. 

Ideally, a producer would like to cap-
ture as much of this consumer surplus as 
possible in order to increase revenue. If 
a seller could figure out each individual 
customer’s willingness to pay, then the 
seller could practice first-degree price 
discrimination across the board, but this 
is not easy as it is time consuming, cost-
ly, and hard to practice, especially given 
most goods/services must have advertised 
prices.

Instead, we typically see 
third-degree price dis-
crimination working out 
quite well for a lot of sell-
ers. When a seller can 
find a way to segregate its 
customers without those 
customers feeling and/or 
knowing that they are being segregated, 
then the seller will be able to effectively 
use price discrimination.

Although they are aware that the senior 
citizens a few rows down are paying less 
for the same exact movie ticket, most 
adults still willingly purchase the full-
priced movie ticket. These customers in 
the higher price tag group are willingly 
paying this higher price, so this sce-
nario holds as an example of successful 

price discrimination.

Is price discrimination unfair? Well, 
would you willingly purchase things if 
you thought you were being charged an 
unfair price? Unless it is something that 
she absolutely cannot live without (and 
no, the gold iPhone 5 does not qualify), 
a rational person would not engage in a 
transaction that she deemed unfair. Peo-
ple respond to incentives, therefore they 
only enter into voluntary exchange if 
they believe they are trading their hard-
earned dollars for something of equal 
or greater value — and this is why price 
discrimination can be effective. If cus-
tomers sense they are being taken advan-
tage of and charged unfair prices, then 
they will not purchase and price discrim-
ination will not be effective.

Big data will certainly help shape the 
future of price discrimination, espe-
cially in cases of individual consumers. 
Data is constantly being collected on our 
purchasing habits. Firms for some time 
have been tracking consumer informa-
tion such as purchase histories and In-
ternet browsing data, and we are already 
starting to see them putting this data to 
good use. 

When you make purchases using your 
CVS Care card you usually get a receipt 
that is taller than you are. The coupons 
on this receipt vary by customer and it 
prints them out based on your purchase 
history. In the not-so-distant future, we 
will definitely see more and more compa-
nies trying to use big data to help them 
practice price discrimination, and if they 
do it correctly, we, as consumers, will 
most likely not be opposed!


