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Commodity producers can do little 
to halt overall market prices from 
declining. However, there are strat-
egies companies can follow to keep 
themselves at the top end of the range, 
while increasing or sustaining profits 
for as long as possible. The four-step 
approach presented here is designed 
to help you understand what drives 
prices up and down, and how to stay 
a step ahead of your customers and 
competitors. The author, Jim Man-
occhi, is a director at Deloitte Con-
sulting LLP, specializing in top-line 
growth and profit improvement strat-
egies.  For more information, please 
contact Jim at: jmanocchi@deloitte.
com or 617-585-4785.

� Summer CPP Workshops:  Hyatt Harborside Hotel – Boston, Massachusetts;  
July 17-18, 2008.   
 
Workshops Include: 
1. Making Profitable Decisions – Kent Monroe 
2. Best Practices and Strategies:  Pricing for Profitability – John Daly 
3. Business-to-Business Pricing – Frank Luby & Andre Weber 
4. Price Structure & Strategy – Rob Docters & Bert Schefers 
5. Practical Approaches to Pricing Software and Related Products – Jim 
 Geisman

For the most up-to-date information about PPS events and programs, please 
visit our website at www.pricingsociety.com frequently.

Celebrating  

25 years of publication!

When you’re being chased by a bear, 
you don’t have to outrun the bear. You 
just have to outrun your buddy.

– Hiker’s proverb

Over the past four years, com-
modity producers have had it 
pretty easy when it comes to 
pricing. Economic growth—

including that occurring in China and 
other emerging markets—has meant 
that demand generally exceeded sup-
ply, steadily driving up most commodity 
prices. 

In addition, sharply rising costs for in-
puts such as energy and feedstocks have 
had the pleasant side effect of condition-
ing customers to think of price spikes as 

a normal part of doing business.

Unfortunately, it looks like the party 
may be coming to an end. Declining 
growth threatens to reduce demand for 
many commodities, which could lead to 
excess capacity. This problem is likely to 
be made worse in that many industries 
are now seeing their capacity ratchet up 
as construction projects launched at the 
height of the boom start to come online. 
Both of these forces will tend to drive 
prices down.

At the same time, customers are get-
ting smarter. Many are using strategic 
sourcing and other advanced techniques 
to improve their buying power and se-
cure much better prices. To protect their 
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margins, commodity producers need 
tools and techniques that are at least as 
sophisticated as those their customers 
are using.

In general, a producer cannot do much 
to change overall market price levels. 
However, you can consider taking a 
number of specific actions to stay at the 
high end of the range and help cushion 
your landing. These will improve profits 
over the entire price cycle. 

Choices, Choices.
In recent years the big question for com-
modity producers was how to get prices 
and margins up as high and fast 
as possible. Now, the question is 
how to preserve those margins 
for as long as possible.

Many producers simply resign 
themselves to following the mar-
ket, dropping their prices in line 
with general levels. But you can 
do better. 

One obvious strategy, in the face 
of softening prices, is to lock in 
your gains by shifting customers 
onto longer-term contracts with 
price collars. Of course, that’s 
easier said than done. Most buy-
ers recognize that prices are like-
ly to fall and will be reluctant to 
make a long-term commitment. 
As is often the case in business, 
“the devil is in the details.”

The key to improving prices 
and profits in a declining mar-
ket is to stay a step ahead of 
your customers and competi-
tors. How? By understanding 
the underlying factors that drive market 
prices up and down, and by develop-
ing in-depth insight into how prices are 
likely to change in the future. 

This insight can help you set the correct 
prices early on and make your moves at 
the right time. It can also enable you to 
identify and respond quickly to subtle 
changes in the marketplace—allowing 
you to outmaneuver the competition and 
improve the structure and mix of your 

prices with customers.

A Four-Step Approach  
to Better Pricing
Rather than simply following the mar-
ket roller coaster, a disciplined approach 
to setting price levels and structures can 
help a company achieve much better 
prices across the full cycle.  Consider the 
following four-step approach to help you 
in good times and in bad. 

Step 1: Develop a Pricing Model

A comprehensive econometric model 
that links price fluctuations to specific 

cost and margin drivers can provide a 
mechanism to help develop effective 
strategies. Such models are very good at 
reflecting price movements in markets 
that exhibit typical commodity behavior.  

(Note: in markets where price levels are 
significantly affected by non-market 
forces, or where there is significant spe-
cialty or value price activity, these pre-
dictive tools would require significant 
revision).

The models are built around the funda-
mental logic of commodity pricing by 
which producers set product prices on 
a cost-plus basis to try and achieve re-
turns that meet or exceed their cost of 
capital.  

Also, the models typically assume that—
absent external constraints—if price lev-
els rise to a point where returns exceed 
the required minimum ROI for a sus-
tained period, new investment will be at-
tracted and price premiums will be com-
peted away until it is no longer attractive 
to keep investing.  Further, if costs in-
crease and margins decline, producers 

will attempt to pass through the 
cost increases to the full extent 
market competition will allow.

Based on this logic, models con-
taining two basic sections can be 
constructed. The first is the cost 
module, which considers all of 
the costs to produce and deliver 
the product. An effective one 
looks at every cost driver—in-
cluding production and distribu-
tion costs for all product/service 
inputs (e.g., diesel fuel, electric-
ity, total depreciation)—and 
traces each driver back to its 
source to identify and quantify 
the major ones.

The second section is the mar-
gin module, which estimates the 
profit margin that the competi-
tive environment will permit.  
An effective module considers all 
variables that drive margins—
e.g., supply and demand, in-
dustry capacity, new plant con-
struction—and shows how those 

variables have affected margins over an 
extended period of time (ideally, at least 
a full business cycle). 

Understanding the correlation between 
margins and these key variables—as well 
as the associated lag or lead time—can 
help you predict where prices are headed 
and when the move will occur.

Although the cost module is generally 
straightforward to build, the margin 

The models are built around the 
fundamental logic of commodity 
pricing by which producers set 
product prices on a cost-plus basis 
to try and achieve returns that meet 
or exceed their cost of capital.  
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module presents a number of challeng-
ing questions. How does the industry re-
ally compete?  How does it react to internal 
rivalry and external stimuli?  How do you 
model the market’s future behavior?  

The good news is that history usually 
provides strong clues about the future. 
Barring major structural changes (e.g., 
radical consolidation, government regu-
lation, major technology shifts), com-
modity industries tend to exhibit con-
sistent behavior over very long periods 
of time.  

Because most industries evolve rather 
slowly—and because disruptive occur-
rences are relatively easy to spot—it is 
possible to iteratively develop models 
that are useful in simulating various 
scenarios. 

Recently, a company used this tech-
nique on an important project. The firm 
utilized a specially-constructed model 
which correctly predicted 93% of the 
market price changes that had occurred 
over the preceding 10 years. This high 
level of accuracy gave management the 
confidence to act decisively in applying 
the model to anticipate market condi-
tions in a key European country.  

Step 2: Use the Model to  
Quantify Future Scenarios
A pricing model helps convert broad as-
sumptions about the future into objec-
tive scenarios that business leaders can 
use to make decisions. In some cases, 
this conversion is pretty straightforward. 

For example, it is relatively easy to pre-
dict and quantify how manufacturing 
plants that are currently under construc-
tion will affect industry capacity over the 
next two years. However, other factors—
such as energy costs, new competitors, 
and end-market demand—are more dif-
ficult to nail down and typically require 
a broader range of scenarios.

In general, a pricing analysis should fo-
cus on the scenarios that are most likely 
to occur. However, it should also include 
a sensitivity analysis that looks at the 
variability and risk associated with each 
scenario.

This technique does not rely on predict-
ing the future. Rather, the key is to up-
date continually the scenario models as 
external conditions change so you can al-
ways stay a step ahead of your customers 
and competitors. By understanding the 
future sooner and better than they do, 
you can make smarter, faster decisions 
and beat others to the punch.

Step 3: Choose a Strategy

The scenario analysis provides a back-
drop for 
choosing your 
business strat-
egy. Will you 
focus on in-
creasing mar-
ket share or 
improving 
near-term 
profits? In-
crease or de-
crease capac-
ity? Outsource 
production and re-purpose your plants, 
or find new markets and reach out to 
new customers?

Once the overall business strategy has 
been established, you can develop a pric-
ing and execution plan that fits. Create a 
matrix showing the options for each ma-
jor scenario, then outline the principal 
investments required, estimate the bene-
fits, and identify the actions necessary to 
implement the strategy within the given 
timeframe. 

This approach can produce some sur-
prising insights. For example, one firm 
found that it could improve profits in 
the face of a slowdown by raising prices, 

rather than lowering them. This gave 
customers more incentive to sign a long-
term contract, enabling the company to 
lock in favorable margins before the mar-
ket started to slide.

Step 4: Adjust your Strategy in 
Response to Market Changes
Unlike a diamond, a pricing strategy 
does not last forever. It needs to be ad-
justed as conditions change. The ma-
trix created earlier is especially helpful 
in this regard because it shows effective 
strategies for different scenarios and 
can help you recognize market shifts 
(and take corrective action) before your 
customers and competitors even realize 
what is happening. 

Conclusion 
As a commodity producer, there isn’t 
much you can do to stop overall market 
prices from declining. However, there 
are steps you can take to stay at the high 
end of the range and improve or sustain 
your profits for as long as possible. 

The four-step approach presented here is 
designed to help you understand what 
drives prices up and down, and how they 
are likely to change in the future. These 
insights can help you stay one step ahead 
of your customers and competitors. In a 
changing market, that’s the key to profit-
able results. 

The scenario analysis provides a backdrop 
for choosing your business strategy. Will 
you focus on increasing market share or 
improving near-term profits? Increase or 
decrease capacity?


