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Pricing Psychology: Findings from the  

There are only three profit drivers: price, fixed and vari-
able costs, and volume (which inevitably is a factor of 
the price). Of these three levers, price has by far the 
strongest impact on profit. The lower the current mar-

gin, the greater the impact of pricing. If we were to change one 
variable at a time, a 5% price increase would bring a much larger 
improvement in profit than a 5% increase in volume or 5% de-
crease in variable costs (e.g. risk, commissions) and fixed costs.

Especially in the insurance domain, where products are complex 
and customer understanding is often very limited, the main deci-
sion driver is typically price, not product. Subsequently there is 
enormous profit potential to be exploited through smart pricing 
strategies, particularly in highly saturated insurance markets with 
volatile customer demand. Doubling profits by means of profes-
sional pricing is more the rule than the exception.

Insurance industry studies carried out in recent years support 
the importance of pricing to the industry; price optimisation is 
quickly moving up the management agenda. The task at hand 
is crystal clear – insurance companies need to be able to project 
and foresee customer responses to different pricing initiatives. 
However, because customers rarely act in a rational manner, this 
task is problematic. Is this to suggest that the powerful lever of 
price should be left to chance? Not in the least. It means that 
an additional layer of insight is needed. Behavioural pricing is a 
new branch of pricing which aims to analyse and understand the 
customer response to prices. To truly crack the psychology, the 
key is to observe customers’ actual behaviour instead of adding 
what seems like more realistic assumptions to the pricing models.

The underlying principle is to collect a wealth of information by 
replicating real purchasing situations and use the resulting data 
to optimise the final price. The implications for the pricing of 
insurance products are clear; once the insurance company has 
understood how customers make their purchasing decision and 
perceive the prices, it can focus its pricing efforts on the levers 
that have the most impact on the customer decision.

The following sections provide some insights into pricing psychol-

ogy and implications for a successful pricing strategy.

1. Not all the products in your portfolio receive the same 
amount of customer attention
Customers are bombarded with heaps of product information and 
prices. As they struggle to process them, they tend to base their 
judgment on the overall ‘expensiveness’ of a certain provider on 
the prices of one (or a handful of) the low-end brand products. As 
all the other products receive far less attention, it is important to 
identify those low-end products and price them correctly. Typi-
cally they are products that are bought frequently, are not widely 
differentiated by provider, and have a high price transparency.

Such products are also found in the insurance sector, and used 
wisely they can become efficient door openers. The UK motor 
insurance market is a good example. Providers offer cheap en-
try products in the form of third party liability cover and then 
use the relationship to cross-sell more expensive products such 
as windshield, personal injury or breakdown cover. As a result, 
customers with surprising regularity pay two to three times the 
market average price for a breakdown cover.

While this strategy may sound tempting, if implemented incor-
rectly it can send out unintended signals. A common mistake is 
communicating the prices of the entry products as a special offer. 
This automatically suggests to the customers that prices of the 
provider are generally higher and that this is a unique opportu-
nity to get a better deal. 

The retail sector often makes claims like “always lower prices”, 
which is good for building an overall low price perception and 
serves as a direct price comparison with the competition. In par-
ticular for low-involvement products (and for most of the custom-
er segments insurance falls into this category) price comparisons 
add to the credibility of the overall price positioning.

2. The impact of the price threshold: Price increases work, 
but only to a point
For the sake of simplicity, customers tend to categorise all the 
prices into groups such as ‘expensive’, ‘acceptable’ and ‘cheap’. 
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At the points where these categories intersect there is a dramatic 
change in how the price is perceived. These points are called price 
thresholds. If a price increase brings the price over the threshold, 
the sales volume will drop considerably. 

To avoid losing profits, either the price should be kept below the 
‘expensive’ threshold or it should be increased by an amount that 
is sufficient to compensate for the lost volume. The price thresh-
olds are commonly round numbers such as £5, £10 or £100, 
which explains why there are so often prices like £4.99 and £9.99. 
Moreover, there is evidence that customers compare prices from 
left to right, which means that they end up rounding the prices 
down, essentially ignoring the right-hand digits (i.e. £9.99 is ac-
tually remembered as £9 plus something). Studies have suggested 
that customers read the .99 price as an indicator of poor quality, 
which is especially unwelcome for products such as insurance. 
Since it can be argued both ways, the impact of the .99 pricing 
needs to be evaluated case by case.

3. The left-digit effect: The direction of the digits influences 
choices
Customers’ awareness of the first digit in a price can be strength-
ened by using a certain combination of numbers. The ‘direction’ 
of the digit is the key factor here. Customers are more likely to 
remember the exact price if it ends in a digit that ‘points’ to the 
right, such as 6. But if a price ends in a digit that points left, such 
as 9, 5, or 7, judgement is anchored on the left-most digit – and 
the perceived price is rounded down. A price of £887 is there-
fore more likely to be remembered as £880 than the lower price 
of £886. Also, the difference between two prices appears to be 
smaller if the difference is more difficult to calculate. The differ-
ence between £4.97 and £3.96 is therefore seen as smaller than 

the difference between £5 and £4 – even though it is actually 
larger. Insurance companies can use this irrationality to their ad-
vantage by influencing the perception of price differences between 
various products and guiding customers in a certain direction. 

4. The price presentation effect: Good prices? The presenta-
tion counts!
Consumers look around them for indicators to help them assess 
prices more easily. Providers can create such indicators by means 
of how they visually or verbally present their prices. In visual 
terms, colours, typefaces and font sizes all influence consumers’ 
judgements. Retail buyers often associate the most prominently 
displayed products with lower prices because they have learned 
that the prices of these items are often reduced. Labelling prices 
as ‘special offers’ can increase demand by up to 50 per cent, be-
cause consumers automatically think the offer is limited. This 
effect is weakened, however, if a product is labelled a ‘bargain’ 
and its price lowered by more than 30 per cent. Price reductions 
can be expressed as percentages (‘20 percent off’) or in absolute 
terms (‘Save 50p’). For low-priced products it’s usually more ef-
fective to show discounts in percent, as long as the percentage is 
large enough. For higher-priced products, the saving is perceived 
to be larger if it is shown in absolute figures. 

The communication strategies of insurance comparison websites 
confirm this effect. Potential savings resulting from a price com-
parison are frequently shown in their relation to the premium. 
In personal liability insurance, price differences between the 
cheapest and most expensive providers are given as a percentage 
of the most expensive price. For car insurance, which in many 
cases costs five times as much, the price gap is shown in pounds.
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5. The price anchor effect: A high price is always relative
Consumers use familiar price ‘anchors’ to help them assess a price 
they are unfamiliar with. These anchors harbour tremendous po-
tential for influencing purchasing decisions because most buyers 
are unaware that they are comparing prices. What’s more, they 
continue to make these comparisons even when they become 
aware of it or even if the price anchor is no longer credible. Re-
positioning a price anchor can therefore have a major impact on 
the price perception. One way of harnessing this effect is to intro-
duce extremely high-priced products in order to raise the anchor 
point used for comparison. The impact of high-priced products 
depends on the extent to which they are compared to the actual 
target products. It increases if the two products are similar and 
positioned close together, and if their prices are both shown at 
roughly the same time. 

The anchor effect helps to explain why many insurance holders 
opt for policies without a deductible. They use the price of a policy 
without a deductible as the anchor, and expect other policies to 
cost the same minus the amount of the deductible. What they 
often forget is that they are very unlikely to have to pay the de-
ductible at all. Communicating these facts effectively is therefore 
crucial for justifying the price.

6. The price diversion effect: The relevance of irrelevant prices
Customers usually have several alternatives to choose from when 
they buy a product – either a range of products offered by one 
supplier, or competing products offered by several. But the choice 
can be difficult, even if the product comparison is simple. Let’s 
take an example. Which is best: Product 1 which costs £70 and 
contains Package A, or Product B which costs £100 but includes 
both Package A and Package B? 

Each of these products will be chosen by some people in some 
situations. However, behavioural researchers have observed an in-
teresting irrationality among buyers facing this kind of decision. 
If we add another option, Product 3, which also costs £100 but 
contains only Package B, most potential customers will choose 
Product 2 instead of Product 1. The majority will change their 
decision even when faced with an irrelevant, clearly dominant 
alternative (Product 2 is better than Product 3). But why? In a 
direct comparison, the customer does not necessarily have a clear 
preference for Product 1 or Product 2 – but he or she knows that 
Product 2 is much better than Product 3. The irrational part is that 
Product 2 suddenly looks more appealing compared to Product 1.

This irrationality gives insurance companies a very powerful 
portfolio steering tool. By using diversion products wisely, they 

can steer more customers into buying a high-margin premium 
policy although they would otherwise opt for a cheaper, more 
basic product.

7. Mental accounting: Paying once is less painful
According to the theory of mental accounting, we carry around 
a set of running tabs (‘mental accounts’) in our heads. When we 
want to buy something, we weigh up the product value (a ‘gain’) 
against what we have to pay for it (a ‘loss’). A combination of 
gains, such multiple discounts, is perceived to be more valuable 
than a single discount of the same amount. In the same way, a 
combination of losses, such as having to pay individual prices 
for each component of a product, is perceived as more ‘painful’ 
than paying the same price in one go. This is where price bun-
dling comes into play. A bundled price is booked as a single loss; 
unbundled prices are more painful because they are perceived as 
multiple losses – even if the amount paid is ultimately the same. 
Price bundling can also make customers willing to pay more. 
This is because the unexploited willingness to pay for a particular 
component is transferred to another component. In other words, 
price bundles offer immense profit potential. But what’s the best 
way to implement them?

Experience shows that customers are more likely to buy a mixed 
bundle containing components that are also available separately 
than a price bundle where this is not possible. Concerning price 
reductions, it has been shown that lowering the price of the en-
tire bundle is seen as less advantageous than price reductions for 
single components in the bundle.

Despite the theory of mental accounting, in some cases it makes 
more sense to adopt another price strategy: displaying multi-di-
mensional prices for a single insurance policy. Here, premiums for 

optional policy components are shown on top of a basic price. 
Although customers feel more ‘pain’ at having to pay multiple 
prices, this strategy is useful for drawing attention to policy 
components that would otherwise be overlooked. A separately 
priced component is more likely to be noticed, which can in 
turn generate additional willingness to pay. In the fiercely fought 
insurance market, this can help insurance companies to differ-
entiate their products and even divert customers’ attention away 
from weaknesses in the core product.

8. The right price metrics: Underestimated potential
Price metrics describe the units in which a price is expressed. 
The most frequent examples are time-based units (such as 

monthly or yearly insurance premiums) and units of insurance 
cover (such as the premium per £1,000 insured sum). Empirical 
studies have shown that the way prices are expressed influences 
how customers perceive them. An annual premium of £600 is 
seen as more ‘painful’ than a monthly premium of £50, for ex-
ample. Expressing prices in smaller units therefore sounds like a 
good idea, but the choice of price unit also needs to consider the 
price transparency and customer knowledge.

A recently conducted study on loan repayment insurance in Asia 
clearly showed that deviating from the usual price metric in the 
market can raise customer willingness to pay. Prices in this market 
were usually given as a percentage of the outstanding loan – but 
the study found that customers were willing to pay considerably 
more if they were charged a fixed amount per currency unit.

By using diversion products wisely, 
they can steer more customers into 
buying a high-margin premium policy 
although they would otherwise opt for 
a cheaper, more basic product.
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9. “No price tag, no value”: Price as an indicator of quality
Customers almost never have all-encompassing information 
about the quality of a product – be it due to a lack of knowledge, 
time or interest. As a result, their judgement of product quality 
is based on a few simple indicators such as brand, country of ori-
gin or price. The general as-
sumption is that a high price 
equals high quality. Empiri-
cal studies and lab experi-
ments have shown that this 
experience-based technique 
is applied to a wide range of 
goods. In comparing pairs 
of items that have different 
prices, the higher-priced cof-
fee, painkiller and radio are 
perceived to taste better, be 
more effective, and have a 
better sound – even if there 
is actually no difference in 
quality.

For the insurance industry, 
this simplified assessment 
method means that unfea-
sibly low-priced policies can signal inferior quality. Traditional 
premium and service insurers that focus too closely on delivering 
cheap products risk losing their premium image and weakening 
their performance positioning in the long term.

10. The right price-performance ratio: What do customers 
really want?
The price-performance ratio is a subjective construct that custom-
ers put together based on their perception of the product’s price 
and of the value it delivers. Added benefits or higher insurance 
coverage equate to higher value, but they also generate higher risk 
costs that have to be passed on to customers as higher prices. Ac-
cording to the principle of diminishing marginal utility, the first 
unit of consumption of a product yields greater utility than the 
subsequent units. Insurance companies therefore need to strike 
the right balance between the utility and prices of their products. 
From customers’ point of view, the ideal product is the one with 
the maximum difference between the perceived value it delivers 
and the price they have to pay for it. With the right prices, insur-
ance providers can therefore maximize their margins.

Let’s take an example. A variable annuities project found that a 
roll-up guarantee of three per cent every two years resulted in 
the highest margins. Increasing the guarantee to three per cent 
per year added less value to the customer than the increase in 
the associated costs. This “improvement” would therefore have 
caused profits to fall.

Profit-maximizing product design therefore needs to consider 
not only product features, but also how customers perceive these 
features’ attractiveness and cost effectiveness. Only then can the 
right price be set.

Smart pricing = immediate profit potential 
As markets reach saturation point and the competition heats 
up, it is increasingly important for companies to understand 

how their customers behave. The paradigm of the rational con-
sumer does not work. In the world of insurance, where products 
are often viewed as complex and abstract, providers have con-
siderable scope to influence customer perceptions by means of 
prices. The question of pricing for single products right through 

to the entire portfolio is an 
extremely important one, 
but many companies neglect 
it. Instead, they invest large 
sums of money in technical 
improvements that custom-
ers hardly notice.

With smart pricing, even a 
small adjustment to a price 
– not only the simplest com-
parison criterion, but also the 
most effective profit driver 
– can harbour tremendous 
profit potential. But this po-
tential will not be achieved 
with the pricing methods 
that the insurance industry 
uses today.
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