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Why You’re Underpricing Your Proposals: 
Human Nature vs. Economic Theory 

As prices go up, demand goes down, 
right? Not always. In many cases, busi-
nesses are wary of prices that seem too 
cheap. In this article, the author dis-
cusses the psychological reasons why 
many pricers set proposal prices below 
the economically optimal level due to 
loss aversion, and how this can be coun-
terproductive as potential customers 
often interpret under pricing as a lack 
of quality. Reuben Swartz is President 
of Mimiran, LLC, a PPS CPP Faculty 
member, and a frequent PPS contribu-
tor and conference presenter. His online 
pricing training courses can be accessed 
at www.PricingSociety.com and he can 
be reached via www.miriman.com or 
at reuben@mimiran.com.

Economic theory postulates that 
humans are rational beings who 
always make optimal decisions. 
In other words, the theory as-

sumes that humans are not human. 
While economic theory often works well 
in describing real world behavior, the 
times when it falls short can have a huge 
impact. This article discusses the psycho-
logical reasons your proposal prices are 
(almost certainly) below the economical-
ly optimal level.

Many of the examples in this article 
come from a great book called Thinking, 
Fast and Slow by Daniel Kahneman. I 
highly recommend the book (not just for 
business reasons). I actually started read-
ing it just out of curiosity, and only later 
realized how applicable it is to what I 
do in the office. I’ve noted the examples 
from the book with an asterisk (*).

We assume that as prices go up, demand 

goes down. In many cases, this is right, 
although it’s not necessarily so simple. In 
many cases, businesses are wary of prices 
that seem too cheap. They cast doubt on 
the expertise of the provider. After all, 
you wouldn’t want a heart surgeon who 
advertised “Open Heart Surgery $9.99.”

Let’s assume for now that you’re in the 
right ballpark. Let’s also assume that you 
know your competitor has priced their 
proposal at $100,000. You feel you are 
offering at least $125,000 worth of value, 
but you’re nervous about pricing higher 
than your competitor. 

Do you price at:

•	 $125,000, because, hey, you’re worth 
it;

•	 $110,000, because you know you’re 
worth more, but you don’t want to 
be greedy;

•	 $100,000, just to take price out of 
the equation; or,

•	 $90,000, to give you a price advan-
tage?

(Naturally, there are other ways to play, 
but to keep the discussion simple, we’ ll fo-
cus on these options.)

There are a few psychological and eco-
nomic factors at play. One of the most 
important is who owns the decision. If 
it’s a sales rep on commission, the differ-
ence between closing a deal at $100,000 
and $125,000 might be $1,250, while 
the difference between winning at 
$100,000 and losing is $5,000 (depend-
ing on commission rates, obviously). 
Especially if the rep has to spend a lot 
of extra time to close the deal, it may 
not even be in their economic interest to 
pursue higher prices.

Let’s assume that the business owner is 
the one in charge of the pricing decision, 

if not the entire sales process. There-
fore, 100% of the extra windfall will go 
to the business (or the owner). Let’s as-
sume further that it will cost $75,000 
to deliver the deal and support the some 
portion of company overhead. Let’s also 
assume that the company does about 10 
of these deals a year and loses bids on an 
additional 10. You can plug in whatever 
numbers best fit your business– these 
numbers just help keep the math easy to 
follow.

Reference Pricing
The default reference price – both for 
you and the buyer – is the $100,000 bid 
from your competitor. Every dollar you 
gain above that feels like a win and every 
dollar below that feels like a loss. Win-
ning feels great, but not as intensely as 
losing feels bad. In fact, psychological 
research suggests that losing feels about 
twice as bad as winning feels good. In 
economic terms, that means we have 
“loss aversion.”*

Loss aversion leads to economically 
counterintuitive preferences. We would 
generally rather take a bet with a 100% 
chance of winning $100 than a bet with 
a 75% chance of winning $150 and a 
25% of winning $0. Even though the 
first option has a lower expected value, 
the benefit of the possible extra $50 
seems less than the potential loss of $100 
compared to the sure thing. 

Loss aversion is a powerful motivator: 
golfers putt better to save par than to 
make birdie.* Sales reps often invest more 
effort trying to save a “bad” deal than 
to make a good deal extraordinary. Loss 
aversion is a useful evolutionary develop-
ment. Its inherent conservatism helped 
our ancestors live and breed another day.

Yet this conservatism can be costly. 
Let’s just pick between the $125,000 
and $100,000 options. To make the 
math more realistic, let’s also break the 
$75,000 cost into $25,000 of fixed cost 
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and $50,000 of variable cost. Let’s say 
you win 50% of deals at $100,000 and 
40% at $125,000. Let’s look at both sce-
narios, assuming 100 proposals per year 
(just to make the math easy).

These scenarios generate the same 
amount of revenue, but the higher prices 
yield much more profit because variable 
costs are lower. There are a lot of “off the 
balance sheet” benefits to pricing higher, 
too. You have fewer customers to sup-
port, fewer status meetings to attend, 
and fewer late nights at the office. You’re 
also working for customers who value 
what you do, where you can make more 
of a difference.

Perhaps we are being optimistic, howev-
er. Let’s lower the win rate for the higher 
price to 35%.

We’re still ahead! At a certain point, of 
course, we can price ourselves out of the 
market. Or a competitor may improve 
their offerings, increasing their value, 
or lower their costs further, peeling off 
more price-sensitive customers. But there 

are huge benefits to delivering 
and expecting compensation 
for good value. 

In fact, in many B2B sales sce-
narios, increasing price within 
certain bounds does not dimin-
ish your win rate. It can even 
increase it, as being the higher 
priced provider often signals 
quality and reduced risk, in the 
absence of other objective cri-

teria. Clearly, as we get closer to a 50% 
win rate at the higher price point, our 
revenue, and more importantly, our prof-
it, vastly outstrips our results at the lower 
price point.

Pooling Risk
One natural way to overcome loss aver-
sion is to pool risk. This is the basis of 
insurance, including those extended 
warranties that are economically silly to 
purchase, and are designed to take ad-
vantage of loss aversion. 

Another way to look at risk pooling is to 
consider not a single proposal in isola-
tion, but your portfolio of deals. If your 
mind is focused on optimizing a 
single deal, it’s real hard to avoid 
loss aversion– and perhaps you 
shouldn’t, in those circumstanc-
es. But optimizing a portfolio of 
deals leads to a different answer.

Kahneman cites an example of 
a company retreat with 25 VPs. 
Each VP is offered the chance to 
make a risky bet that has a 50% 

chance of doubling revenue and a 50% 
chance of failing completely. None of the 
VPs want to take the bet, because failure 
means a blemish, or perhaps termination 
of their career. The CEO wants everyone 
to take the bet, because the overall out-
come for the company will be substantial 
growth.*

Risk pooling only works properly when 
the bets are independent. If all your bets 
are that the housing market will go up 
forever, you might have a big problem on 
your hands. If you know that you win 
70% of the time when you have a rela-
tionship with the decision maker and 
30% of the time when you don’t, you 
need to control for that variable and in-
vest more in building relationships with 
decision makers. If one industry doesn’t 
see as much value in your offering, you 
need to deliver a lower priced, lower cost 
option to that industry.

Whatever you do, invest in creating a 
portfolio of bets, a deal pipeline, so your 
whole business does not depend on a sin-
gle proposal. That leaves you vulnerable 
to under-pricing due to loss aversion.

$100K $125K

Total Wins 50 50
Total Revenue $5,000,000 $5,000,000
Total Cost* $3,750,000 $3,250,000
Total Profit $1,250,000 $1,750,000

* = ($1,250,000 fixed cost, plus $50,000 variable 
cost per win)

Figure 2

$100K $125K

Total Wins 50 50
Total Revenue $5,000,000 $4,375,000
Total Cost* $3,750,000 $3,000,000
Total Profit $1,250,000 $1,375,000

* = ($1,250,000 fixed cost, plus $50,000 variable 
cost per win)




