Crimson Publishers

Opinion

Wings to the Research

The Dangers of Cost-Plus Pricing
Donald E Sexton*
Professor Emeritus of Business, USA

Introduction

Numerous companies-probably the majority-use some form of cost-plus pricing. Costplus pricing can easily lead to pricing mistakes-prices that are too high or too low. Incorrect
pricing can cause businesses and companies to fail. Nonetheless managers continue to use
cost-plus pricing. Why? Because it is so easy to apply even though it usually produces the
wrong prices. Consider the worst case of cost-plus pricing: full cost-plus pricing. Full cost-plus
pricing can easily lead to serious pricing errors.

Steps in full cost-plus pricing

As an example, suppose a book publisher wants to set a price for a book and is using full
cost-plus pricing. Typically, there would be three steps in full cost-plus pricing:
1. Estimate unit sales for the book.
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2. Calculate the average full cost per unit for the book.

3. Set the price of the book by adding a mark-up to the average full cost per unit for the
book.
Here is an example with some hypothetical numbers that make the arithmetic easy.
1. Sales Estimate = S = 1,000 books

2. Average Cost per Unit = AC = Variable Cost per Unit + Average Fixed Cost per Unit
Where: Variable Cost per Unit = VC = $2

Note: Variable Cost per Unit is the incremental cost of each book
such as paper and binding.

Fixed Costs = FC = $10,000

Fixed costs include equipment costs and overhead.

Average Fixed Costs per Unit = FC/S = $10,000/1,000 = $10
So:

AC = VC + AFC = $2 + $10 = $12

3. Full Cost-Plus Price = Average Cost per Unit X (1+% Markup)
Price = $12 (1.40) = $16.80
Where: Markup = 40%

Assumptions underlying full cost-plus pricing that may cause problems
Sales must be estimated before price is determined. In short, that assumption assumes that
price has no impact on sales. In any open-market situation, that would likely not be the case.
The author worked once with a large New York City bank that employed cost-plus pricing.
When the manager was asked how she estimated sales without knowing the price, she said
that the bank typically used the “6:6:8 rule.” They estimated sales growth for the first year at
6%, second year at 6%, and third year at 8%. In other words, they estimated sales without
considering the price of the product. The mark-up is often cited to indicate relative profitability
among products. For example, in the book example, someone might say that, with a $16.80
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price, the publisher is making 40% above average cost per unit.
However, that 40% occurs only when sales are exactly 1,000 books.
If sales are fewer than one thousand books, profit per book is less
than the 40% markup because average fixed cost per unit would
be higher than $10. On the other hand, if sales are more than one
thousand books, profit per book would be higher than 40% because
average fixed cost per unit would be lower than $10.

Overhead allocation potentially has a great impact on price.
In the book example, suppose the $10,000 of fixed costs includes
$6,000 of direct fixed costs and $4,000 of overhead (also known as
indirect fixed costs). Direct fixed costs are costs directly involved
in producing the product such as equipment. The test of whether
a fixed cost is direct or indirect is: If the product disappears, does
that fixed cost disappear? If so, it is a direct fixed cost - direct to that
product.
The table below shows the impact of overhead (indirect cost)
allocation on a full cost-plus price based on a sales estimate of
1,000 units and a 40% markup.

The table shows that the amount of overhead allocated to the
product has a significant impact on the full cost-plus price. It may
be that one of those prices is the optimal price but that would be
due to chance. What is true is that whoever allocates overhead
determines the full cost-plus price. That person, arguably, may be
quite distant from the customers and the market and, in any case,
usually is not directly responsible for pricing decisions. However,
in a cost-plus system, whoever allocates overhead has a major Influence on price and, in effect, is responsible for pricing decisions.
Table 1: Allocation of overhead and cost-plus prices.
Indirect Fixed Costs
(Overhead Allocated)

$4,000

$2,000

$6,000

Fixed Costs

$10,000

$8,000

$12,000

Variable Cost Per Unit

$2

$2

$2

Direct Fixed Cost

Average Fixed Cost Per
Unit
Average Cost Per Unit
Full Cost-Plus Price

$6,000
$10
$12

$16.80

How should prices be set?

$6,000
$8

$10

$14.00

$6,000
$12
$14

$19.60

Costs have a role in pricing, but it is a diagnostic role - if a product does not cover costs in the long run, then it should probably
not be continued. Costs should be at the end of the pricing process,
not at the beginning as they are in cost-plus pricing. My recommendation to managers is to employ some form of value/cost pricing.
Here are the steps in one approach to value/cost pricing that result
in optimal pricing - prices that achieve strategic objectives:
1.

Estimate the perceived value (or willingness to pay) for the
customer. (This is the ceiling on price.)

2.

Estimate fixed costs and variable costs.

4.

Develop tentative strategy, including target markets, positioning, and business objectives such as growth, profitability, or cash flow.

3.

5.
6.
7.
8.

Assess competitors’ pricing.

Set a tentative price.

Estimate sales for the tentative price.

Predict the financial results for the tentative price.

Evaluate the tentative price-redo all or parts of the steps in
the process if necessary.

Value/cost pricing is more difficult than cost-plus pricing. Costplus pricing is relatively simple but has a high risk of leading to
pricing mistakes. Value/cost pricing has a much higher chance of
determining prices that are optimal for a company.

Final comments

Surveys indicate that many marketing managers consider the
pricing decision their most difficult decision and they are probably
right. However, if managers wish to make better pricing decisions,
they need to move away from cost-plus pricing and incorporate
customer perceived value in their process of determining prices keeping in mind, of course, that costs must be covered if a company
is to stay in business.
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