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When ‘Nickel and Diming’ May be 
‘Penny Wise and Pound Foolish’ 

Pricers in many industries have at 

times adopted strategies of introducing 

incremental fees in order to increase 

product profitability. This is predomi-

nantly evident in tough macro-eco-

nomic environments when firms look 

for ways to maintain their profitabil-

ity. In this article, the authors address 

two specific examples: the US domes-

tic airline and credit card industries. 
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Over the last couple of decades, 
industry has learned to be-
come much more sophisti-
cated in price and customer 

segmentation. Frequently, this entails 
the creation of multiple products, fences, 
and other tools to target the “right” price 
to the “right” customer. These strategies 
function well during normal economic 
time. During periods of macro-economic 
stress, however, we see a behavior that 
often times goes against the over-arching 
pricing strategy previously crafted.

Industries have at times adopted strate-
gies of introducing incremental fees in 

order to increase product profitability. 
This predominantly is evident in these 
tough macro-economic environments 
when firms look for ways to maintain 
their profitability. The reader can clearly 
come up with dozens if not hundreds 
of such examples where companies have 
created additional or incidental fees. In 
this article, we would like to direct your 
attention to two such examples: the US 
domestic airline and credit card indus-
tries.

When firms see significant pressure 
on their bottom-line, cost reductions 
are targeted first. Once cost reductions 
are exhausted, the topic of revenue en-
hancements emerges. In a recession, 
increasing the base price may appear to 
be too risky and thus may be taken off 
the table. What is left is an attempt to 
raise revenue through other means such 
as adding or increasing incidental fees or 
charges. 

Often the belief is that increasing these 
charges and fees may not be viewed by 
the consumers as a price increase. This is 
justified under the pretext that consum-
ers can keep the same price and avoid 
these extra fees by a change in behavior.

The airline indus-
try has tradition-
ally been extremely 
strong and proud of 
their ability in seg-
menting consumers 
and building effec-
tive fences between 
price elastic consum-
ers and price inelas-
tic business traffic. 

During the recession 
of 2008, airline companies started charg-
ing for checked bags, and other ancillary 
fees in addition to the base fare. A casual 
observation at the airport reveals that 
the families and/or other leisure travelers 

appear to be the majority of passengers 
checking bags. Even before airlines be-
gan charging bag check fees, most busi-
ness passengers could be seen toting their 
roller-bag to the gate. In recap, airlines 
have chosen a bag fee pricing strategy 
that effectively raises price for the price 
elastic leisure customer segment while 
having much less of an effect on the 
price inelastic business customers. This 
clearly is not consistent with their previ-
ous overarching pricing strategy.

Not all carriers chose to implement these 
fees. In particular, Southwest Airlines re-
mained a strong proponent of maintain-
ing an all-inclusive fare structure. Their 
claim so far is that they have achieved a 
market share gain which more than off-
sets the revenue “left on the table” by not 
charging for checked bags. In a separate 
research, we conclude that Southwest’s 
claim appears to be correct1.

In the credit card industry, it became 
fashionable in the recessions of the early 
1990s to institute a variety of fees related 
to consumer behavior such as over-limit 
fees, penalty APRs, cash advance fees, 
etc. Pressure for these revenue enhance-
ments typically originated from within 
the firms’ CFO or finance departments.

In particular, most of the fees were tar-
geted at customers having difficulty 
making monthly payments. Simplisti-
cally, one could argue that there are 
three credit card customer segments: the 

The airline industry has traditionally 
been extremely strong and proud of 
their ability in segmenting consumers 
and building effective fences between 
price elastic consumers and price 
inelastic business traffic. 
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“transactors” and customers who carry a 
balance but never get into payment diffi-
culty; those who at times get into finan-
cial difficulty but eventually pay off their 
debt; and the ones who eventually end 
up as charge-off accounts. 

Arguably, by far the most profitable cus-
tomer segment in credit card 
industry is the middle classifica-
tion. The first group would have 
paid minimal finance charges 
and the last group being the 
source of financial charge-offs 
and losses. In hindsight, such 
penalty fees can be viewed as 
having been a price increase for 
the issuer’s most valuable/prof-
itable customers while not af-
fecting the other two, with the 
former never being assessed such 
fees and for the latter the accu-
mulated fees simply increased 
the ultimate charge off amount. 
We suspect that few executives 
consciously made the decision to 
increase price only for their best 
customers.

While clearly the brunt of the 
ancillary fees fell on the most 
profitable segment, the true 
profit of these actions is not 
clear. Despite selectively penalizing their 
best customers, they did so during a pe-
riod when those cardholders had limited 
ability to qualify for a card elsewhere 
because of their deteriorated credit situ-
ation. As a result they were extremely 
inelastic to any price changes at least in 
the short run. The extent that they may 
have left the issuer once their financial 
situation improved is unknown. For 

those customers who never recover, the 
ancillary fee revenue may very well have 
improved the issuer’s particular quarter’s 
earnings amount while having a cor-
respondence adjustment due to offset-
ting charge-offs during a latter reporting 
period. 

For the first segment, issuers could get 
away with implementing new ancillary 
fees since these new fees would not affect 
this segment. Hence no significant rev-
enue enhancements came from the seg-
ment.

Fast forwarding to 2013, we see a trend 
led by Discover and Citicorp to elimi-
nate many of these fees.

When instituting ancillary charges, 
one needs to do so in the context of the 
larger pricing strategy. It is our observa-
tion that the proponents of such fees of-
ten come from Chief Financial Officers 
(CFOs) or their organizations with ini-
tial resistance for these fees coming from 
the marketing departments. 

Despite the fact that pricing is 
usually viewed as a marketing 
function, these proposals from 
Finance often gain traction. 
The reason for this appears to 
be that the Finance department 
supporters can easily quantify 
the expected increased revenue 
streams by simply multiply-
ing the fees times the impact-
ed accounts while marketing 
and product managers need to 
rely on assumptions of antici-
pated customer losses due to 
these pricing actions. The cal-
culation of these estimated lost 
customers requires substantial 
assumptions which are often 
times difficult to prove. When 
considering a relatively “hard” 
estimate of positive revenue 
against a “soft” estimate of po-
tential losses, the former tends 
to prevail.
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In hindsight, such penalty fees 
can be viewed as having been a 
price increase for the issuer’s most 
valuable/profitable customers...


