A Treatise on Pricing

By Paul Herbig


Price and  cost are complex concepts.  They can be simplified as to say price is the final value that is exchanged between two parties.  Cost can be simplified as what it takes to make something.  But saying it and doing it are entirely different items.  


Cost is basically an accounting term.  Costs derive from two different sources:  variable cost (those costs that deviate with changes in the level of output) and fixed costs (those costs which would be place even if no units were produced and that do not deviate with output--such as administration salaries and facility rent).  Which costs fall into which category can be disputed.  Although an entire discipline (accounting), government entity (IRS) and an entire set of regulations exist concerning costs, still determining the exact ‘cost’ of an item turns out to be an exercise in assumptions and guesses.


To complicate matters, price is an extension of cost.  To many layman, the final price often appears to be outrageous when compared to the initial cost of producing the item.  For example, pharmaceutical manufacturers  have been heavily critized by consumer advocates for pricing their drugs as high as they do.  The variable costs involved in the manufacture of a pill could be as low as pennies (or less) per pill. So, says the consumer advocates, how can the companies justify charging  a dollar or more per pill, a hundredfold market-up.  The reality is different.  The company may have well spent hundreds of millions of dollars on research, development, testing, regulatory approvals, and manufacturing equipment to enable it to produce the drug.  In economic terms, the first pill cost $200 million, the second pill 5 cents, and so on.  But since no one is going to pay to recoup the cost of the first pill, the entire fixed costs must be prorated among all the pills.  Even at a billion pills, it amounts to a fixed cost per unit of 20 cents.  When added to the variable cost, the ensuing cost of 25 cents compared to the selling price is not extraorbitant.    Examples in other industries are readily found:  semiconductors (where the costs of building plants now are estimated in the billions of dollars) and telecommunications (infrastructure costs) are just two.


Still, to compare price to the COG (cost of good) even acknowledging the cost includes both variable and fixed costs, is not a true indicator.  Physical distribution costs (transportation, warehousing) average nearly 8 cents on the revenue dollar.  Overhead activites not directly related to the production of the good must be included (administration, sales and marketing).  Marketing costs can be huge.  For example, General Mills spends 33 cents of every revenue dollar in marketing; its competitors spend nearly the same proportion.  For consumer products, advertising and promotional expenses are often 15-20 percent of sales revenues.  These costs must be factored into the equation.  Then distribution costs must be included:  traditionally retailers set their prices as double the manufacturer’s price.   If a wholesaler or industrial distributor is included, their margins must be calculated.  And if all of these costs are not enough, the company still has to make a profit and that profit margin must be included.  With these factors in mind, it is not unreasonable for a product with a variable cost in pennies to be priced twenty fold at the retail transaction.


Allow me to provide several examples from my own experience in business to business marketing.  The cost of the good from a manufacturing viewpoint (generally the cost of parts and the labor required to directly assemble them) was the starting point for calculating a price (say $100). The company had a  Overhead factor of 50%.  This means the MLO (or fully burdened cost) would have been $150. Our multiplier was 5 times the cost to the suggested list price ($500) or three times the MLO ($450).  However, we dealt only exclusively with industrial distributors whom we routinely gave steep discounts (averaging 40%).  Therefore, our Average Selling Price (ASP), or the actual revenue received was only 60% of the suggested list price  (or $300).  This would create the margin ($150) from which all other marketing costs, administrative costs, and profit must be derived.  Was the 20% product cost to final product price excessive?  We had plenty of customers and price was rarely an issue.  We reported healthy profits (but not at Microsoft levels).  Was our story unique.  No, not at all.


In the example above, the purchaser of the equipment paid a monthly fee for service and support of our products.  If, as in the case of the spin machine,  the distributor must conduct all service and support activities, these are additional costs the price structure must bare.  In the example noted above, the rule of thumb was 1% of the purchase price of the product per month in service (maintanence) fees.  These were typically borne by the purchaser.  If the manufacturer were to absorb them, these would  be considered indirect costs (not involved directly in the product’s manufacturer) and the price would have to reflect them.  


The analogy to the spin machine is as follows:  the variable cost is the cost of the card.  However, the company must also include the fixed cost (the machine itself) (perhaps you should calculate the cost  of the machine, add in the service costs over the life of the machine and divide by the estimated number of plays to obtain a rough fixed cost which you could then contend must be included to the cost of the card to portray a realistic cost )


Price is the other part of the equation.  Pricing must first be derived from the set pricing objective (you need to ascertain the marketing objectives from distributor).  If you are intent on rapid market share, you can use a penetration pricing, or price considerably underneath your competitors so as to preempt their efforts.  If you are intent on quality or prestige, you price high to create the correct image.  If you wish to maximize profitability, if the conditions were right, you could use price skimming.  The final price strategy is totally dependent upon the marketing objective specified.


Pricing can also be demand based, cost based, or competitively based.  Demand based is backwards pricing, examining what the customer is willing to pay, setting the price accordingly and working backwards to ensure the cost is such you willhave sufficient profits.   Examples of demand-based pricing is penetration pricing and price skimming.  Penetration pricing is initially pricing a product extremely low to quickly gain market share.  Price skimming is pricing high and cherry picking customers who desire your good and lowering your price periodically to ensure demand. This is only applicable when the market perceives significant advantages to your product and you have a sustainable competitive advantage (the spin machine would qualify for price skimming based on the advantages and patent protection which would create barriers to compete for others). Cost-based is determining cost first then adding a markup or margin (the example above was cost-based).  Competitive pricing is using your competition as a benchmark then meeting, being higher or lower than the competition. (I would suggest play prices for similar machines be available to provide examples of competitive prices). 


Pricing can also be psychological as in even-odd pricing.  That is, pricing a good at $9.95 so it appears to be under the $10 or teens.  Even pricing is $1.00, etc.  The spin machine uses even pricing.  This is correct in that it is a self-service device and  any other pricing methods (say 1.05 or .88) would  create a level of retail interaction that is not desired,  increase cost considerably (must be able to handle a wide variety of coins, check for correct amount, and provide correct change), and inhibit play by requiring combinations of coins that are not common.  By pricing at $1,  bills are accepted or 4 quarters (?).  The level of interaction between retailer and user is minimized to an acceptable degree and the denomination required is common enough that the user should readily have bills available.


Another consideration with pricing theory is the stage of the life cycle.  During the introductory stage, management usually sets prices high in the hopes of quickly recovering its development costs.  Usually the innate demand is high resulting in inelastic prices and the initial customers (who are usually the early adopters) are willing to pay for the product to be the first.  Since few competitors exist for the device, such prices can be established and will be paid.

Examine  the cost-price relationship of a product such as a Pepsi drink.  Twelve ounces of Pepsi is basically some syrup with the rest carbonated water.  Total price could not be more than pennies.  Yet put it in a can and sell it retail (Scotts has advertised a 24 can pack for $5.00  or approximately 20 cents a can).  Place the same can in a vending machine for 50 cents or more.  A fast food outlet will sell the equivalent amount in a paper cup for 85 cents (adding ice to create more volume).  The same can in an upscale hotel room refrigerator “honor” bar can sell for $1 or more.  And movie theaters and  sporting events can charge even more.  Twenty times or more for the basic cost of selling the item.  And consumers will buy it.  How can they do so?  Because there are other ingredients involved in price than just the basic product.  Pepsi spends extraorbitant amounts in marketing, advertising, and promotion on the product (perhaps not at the same rate as General Mills but still 15-20% of revenues).  Distribution costs must be added (the retailers mark-up and the vending machine operator’s costs).   These costs are often several times that of the basic product costs.  The difference in prices can be attributed to convenience (for vending machine and honor bars and events).  Therefore, just comparing basic product costs to final selling price cannot be made without including a considerable list of other cost elements and customer buying influences.

