gin and volume requirements of the interme-
diaries in the channel of distribution.

m Channel Cooperation. Channel cooperation is de-
pendent, in part, on the pricing decision (see
GLOSSARY entry C.6). Channel member cooper-
ation is encouraged by providing incentives,
including various discounts and allowances.
Fach of these, however, is an expense. Prices
must be set at a level that will make required
channel member incentives affordable. This
means that discount structure determination
must sometimes be made before a final price
is determined (see GLOSSARY entry C.11).
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C.22 Pricing Methods

APPLICATION OF PRICING METHODS
TO THE PRICING DECISION

Price is a more complex variable than it may
appear on the surface. One major pricing
decision is to determine the list or base price
for each product, but that is certainly not'the
end of the pricing decisions to be made.
Based on the list price, the structure of dis-
counts and allowances to be offered must be
determined. Numerous pricing policies
must also be established that define how the
base price will be applied in a variety of situ-
ations. In addition, there are a number of
subsidiary pricing problems, such as the re-
lationship of prices in a line of products and
the pricing of new products that are part of
the pricing variable. In this complex of deci-
sions, the subject of this entry, determining
the base or list price, is central, since other
decisions flow from it.

Pricing Methods and the Pricing Process.
The process for setting product price is de-
scribed in GLOSSARY entry C.23 as having
three steps:

W Pricing Objective. The first step in pricing a
product is to define a pricing objective. The
pricing objective defines what the price deci-
sion is to accomplish such as maximizing
profits, maximizing revenues, or maintaining

price stability in the market. The pricing ob-
jective also suggests how product price should
relate to competitive prices. Setting the pric-
ing objective is considered in GLOSSARY entry
.23,

B Determinants of Price. The second step in the
pricing process is to seek and analyze informa-
tion on the factors that must be considered in
determining price. These determinants of
price include factors related to demand for
the product, the cost of the product, and the
environment in which it competes. Price de-
terminants are considered in GLOSSARY entry
C.21.

B Pricing Methods. The third step in pricing a
product is to select and -apply a pricing
method that will follow the direction of the
pricing objective and utilize information from
the pricing determinants to generate a prod-
uct price. Alternative pricing methods are the
subject of this GLOSSARY entry.

What Are Pricing Methods? Pricing meth-
ods are formulas, models, or processes used
to develop a product price. Six pricing meth-
ods are described and evaluated in the next
section. They are (1) the cost-plus method,
(2) the targetreturn method, (3) the value-
pricing method, (4) at-the-market pricing, (5)
the marginal method, and (6) the multidi-
mensional method.

The methods vary widely in approach.
Some offer specific pricing formulas (cost
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plus), while others are largely heuristic (mul-
tidimensional). Some methods are cost
oriented (target return and cost plus),
others are demand oriented (value pricing),
while others consider both cost and demand
(the marginal and multidimensional ap-
proaches). Choice of a method requires care-
ful evaluation of the requirements of the
pricing problem and the availability of data
necessary for application of the method.

ALTERNATIVE PRICING METHODS

Six pricing methods and their strengths and
weaknesses are described below as a guide to
selecting an appropriate method.

Cost-Plus  Pricing. Under the cost-plus
method, also termed the full-cost method,
price is determined only by product cost.
Simplicity is one of the attributes of the
method. To apply it, the cost of the product,
including allocated overhead, is determined
and a markup is added to provide a profit.
The markup, usually expressed as a percent-
age of cost, is often based on industry tradi-
tion or an estimate of what the market will
accept.

Markup pricing, a variation of cost-plus
pricing, is widely used by retailers and
wholesalers. Under this method, a standard
markup is added to the cost of the product,
the markup varying with the type of product.
In the markup pricing method, the markup
is expressed as a percentage of the selling
price, not the cost. Thus the markup be-
comes the gross margin on the product. The
markups used are strongly influenced by the
traditions of the particular field.

Cost-plus pricing methods are widely
used, particularly in situations where de-
mand is not known and would be too expen-
sive to determine. Retailers with thousands
of different items to price find the method
practical as do producers of nonstandard-
ized products and services. Pricing the prod-
uct over cost seems to assure that there will
not be a loss on sales made, but, as noted
below, this may not be a safe assumption. If
the markups used are standard throughout
an industry, as is frequently the case, markup
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pricing will tend to bring about competitive
stability in pricing.

A major deficiency of cost-plus pricing is
its inadequate consideration of demand. Be-
cause cost-plus pricing does not consider de-
mand, it is not an optimizing method. Al-
though it may lead to a satisfactory profit, it
fails to explore demand and demand elastic-
ity to determine whether a higher or lower
price would lead to greater profits, Many
turnover-oriented retailers, such as super-
markets, mass merchandisers, and discount
stores, have abandoned traditional markup
pricing in favor of pricing methods that con-
sider the different demand elasticity of
products. Instead of pricing to assure satis-
factory unit profits, they price to improve
turnover and enhance total profit.

The cost-plus method also fails to con-
sider the true nature of product cost. In
applying the cost-plus method, average
product cost is usually derived from the pre-
vious year’s volume and cost results and is
assumed to remain the same regardless of
the volume produced and sold. However, av-
erage product cost, by the law of diminish-
ing returns, will vary with volume, and vol-
ume, or the quantity demanded, will depend
on the price. (See GLOSSARY entry C.21 on
product cost) If the price developed
through this pricing method results in lower
than assumed quantity demanded, average
product costs will be higher than assumed
and significant losses occur. If sales volume
is higher than assumed, the result can be the
opposite, with large profits resulting. Figure
C.22-1 illustrates the loss potential of this
approach.

Target-Return Pricing, Like the cost-plus
method, target-return pricing is a cost
oriented method. It is identified with the au-
tomobile industry, but is widely used in
other industries as well. This method is
sometimes referred to as the breakeven
method because of the use of breakeven
charts in its application.

Fixed and variable costs must first be de-
termined and the behavior of variable costs
with changes in output estimated. As shown
in Figure C.22-2, variable and total cost will
tend to show the decreasing and then in-
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Cost-Plus Pricing

creasing rate of change dictated by the law
of diminishing returns. Expected output (Ay)
must then be determined for the planning
period, usually a year, and total cost at that
output determined. A desired rate of return
on cost is then added to the cost (A} — Ay).
Total cost plus profit (By) is divided by units
of output (Ag) to determine price. The total
revenue curve is shown extending from the

Total cost
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FIGURE C.22-2

Target-Return Pricing
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origin through the target-cost-plus-return
point. The price can also be derived mathe-
matically using the breakeven formula and
solving for price (see GLOSSARY entry D.5 on
breakeven).

The strengths and weaknesses of target-
return pricing are much like those of the
cost-plus approach that it resembles. Like
the cost-plus method, target-return is easy to
apply, largely because it does not require de-
termination of demand. Treatment of cost
in target-return is better than in cost-plus
since fixed and variable costs are separated
and the change in cost with volume changes
is recognized. Like the cost-plus approach,
the great weakness in the target-return
method is the failure to consider demand. In
order to determine price, output or sales vol-
ume must first be assumed. But price is a ma-
jor factor in determining what the sales vol-
ume will be. Unless the market is very stable
or price is an unimportant factor in con-
sumer selection, the method is likely to give
unreliable results with a danger of sub-
stantial lost profits.

One variation in the use of breakeven
charts attempts to introduce demand into
price determination. Costs are determined
as before, and a target profit amount set.
Rather than assuming a level of output, a
range of trial prices are used to plot alterna-
tive revenue curves. These are shown in Fig-
ure C.22-3. For each price, it can then be de-
termined what level of sales volume would
be necessary to reach the target profit using
either the breakeven graph or formula ap-
proach. Demand is introduced by gathering
expert opinion or using historical data to de-
termine the reasonableness of reaching the
required sales level at the various assumed
prices. In effect, by this indirect method, a
demand curve is being derived. (See GLOS-
SARY entry C.21 on approaches to estimating
demand.) If extended, this approach be-
comes comparable to the marginal approach
explained below.

C.22 PRICING METHODS

Value-Pricing Methods. Value pricing re-
fers to a variety of pricing approaches that
are based on demand or “charging what the
market will bear.” Value pricing is most ap-
plicable in situations where unique products
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Target-Return Method with Alternative Prices

offer benefits to customers that far exceed
their production cost. Computer software,
for example, is very inexpensive to repro-
duce, yet it may have great value to a cus-
tomer. Some value-pricing methods require
definition of the demand curve for the prod-
uct (see GLOSSARY entry C.21), while others
rely on benefits analysis or consumer per-
ceptions of product value gathered by
survey.

Marketers of established products some-
times make estimates of the demand curve
for a brand as a guide to making price ad-
justments. Most often the demand estimate
attempts to establish one or two points on
the demand curve that are adjacent to the
current price. This can be done by market
testing or other techniques discussed in
GLOSSARY entry C.21. If the price and vol-
ume range under consideration is narrow,
average variable costs may be projected to
remain the same. The decision on price
change can then be based solely on the elas-
ticity of demand for the proposed price
change. If demand is inelastic, a price rise
would increase revenues and profits and
thus be desirable. Elastic demand would sug-
gest a lower price. The method depends
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upon the ability to estimate demand, a diffi-
cult problem. Realistically, there must also
be some estimate of likely competitive re-
sponse since it could have a major impact on
brand demand elasticity.

Another value pricing method attempts
to substitute consumer perceptions of the
value of the product for demand. In its sim-
plest form, consumer perceptions of the
value of a product are determined by survey
by asking samples of consumers their likeli-
hood of buying the product at a variety of
prices. The percentages of those intending
to buy at each price level are then converted
into demand figures, forming points on a de-
mand curve. Price is determined following
the procedure discussed in the previous
paragraph. For complex products, such as
industrial equipment, prospective customers
might be asked their perceived value of each
of the attributes, features, or benefits of the
product. Product price would then be for-
mulated by summing the value of the bene-
fits of the product. The consumer percep-
tions approach is most often used for new
product pricing.

A third value-pricing method attempts to
analyze the monetary benefits that a cus-
tomer would receive from the product.! The
marketer attempts to do a cost-benefit analy-
sis as the purchaser would. The analysis be-
gins by breaking down a product into its
benefit components and estimating the fi-
nancial value of each attribute to the cus-
tomer. Costs of the product other than its
price must then be determined. These would
include such things as installation cost, oper-
ating costs, and training costs. Financial
benefits less nonprice costs represent the
most that a customer would be willing to pay
for the product. Before accepting this as a
price, the marketer must also compare re-
sults with prices of competitive products just

'See Benson P. Shapiro and Barbara B. Jackson, “In-
dustrial Pricing to Meet Consumer Needs,” Harvard
Business Review (November-December 1978), pp. 119-
27, and Ely S. Lurin, “Make Sure Product’s Price Re-
flects Its True Value,” Marketing News (May 8, 1987),

p. 8.



as a prospective customer would do. In addi-
tion, comparisons of the demand derived
price must be made with the marketer’s pro-
jected product costs to determine profitabil-
ity. This approach, used mainly by industrial
marketers, is very complex in practice. How-
ever it does attempt to introduce demand
into the pricing decision.

At-the-Market Pricing. When a marketer
bases product price on the going compet-
itive price, it is termed at-the-market, going-
rate, or competitive pricing. In many mar-
kets, there is not a single price to which all
competitors adhere. Rather, there is a band
of prices, perhaps 10 percent on either side
of the average. In such cases, pricing at-the-
market means being within the band with an
additional decision required to determine
pricing within the band. (See GLOSSARY en-
try C.21 on competitive prices as a pricing
determinant.)

At-the-market pricing provides a starting
point for many price-setting decisions, with
further modification and adjustment of the
price based on other determinants. For ex-
ample, the marketer with a differentiated
product or a product tailored to a segment
of the market may start with the market
price and then adjust upward based on the
perceived value of the differentiating fea-
tures of the product.

The at-the-market approach is particu-
larly applicable when competing in pure
competition or oligopoly. In conditions ap-
proaching pure competition, marketers have
little choice but to accept the going-market
price, since they can sell all the product they
wish at the market price, but not at a price
above the market. In oligopoly, marketers
frequently adopt the market price or follow
the price leader in order to maintain pricing
stability in the market. This is based on the
belief that if one marketer raises price above
the market level, competitors will not raise
their prices, but will retain the lower price in
order to gain market share from the higher
priced product. If, on the other hand, one
marketer cuts price, competitors will retali-
ate with an equal or greater price cut to fore-
stall market share losses. The result could be
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Kinked Demand Curve

a price war. Individual oligopolists perceive
their demand curve to be “kinked,” as shown
in Figure C.22-4, with the market price at
the kink. (GLOSSARY entry A.1 describes com-
petitive market structures.)

Sealed-bid pricing, used on construction
projects or government contracts, utilizes a
combination of cost and competitive deter-
minants. Under sealed-bid pricing, a firm
must offer a price for the job or product
without knowing what competitive prices
(bids) will be. Sealed-bid pricing generally
begins by estimating costs for the project.
Since most bid projects are unique and com-
plex, cost determination is difficult. The
profit margin added to cost must take com-
petitive actions into account. Adding a
smaller profit margin to costs improves the
probability of winning the project over com-
petition, but reduces the profit. Companies
regularly engaged in bid pricing keep care-
ful records of their own and competitive
bids, using them to estimate the probability
of winning bids at various profit levels.?

The Marginal Method. The marginal ap-
proach of microeconomics represents the

?For details on a statistical approach to bid pricing,
see Arleigh W. Walker, “How to Price Industrial Pro-
ducts,” Harvard Business Review (September-October
1967), pp. 125-32.
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Marginal Approach to Pricing

theoretically ideal pricing method. It com-
bines demand with a correct use of cost to
derive an optimal rather than simply satis-
factory price. It is usable for any competitive
market structure.

The application of the marginal approach
is illustrated in Figure C.22-5. A demand
schedule for the brand must be determined.
Demand is shown plotted in Figure C.22-5,
together with the marginal revenue curve.
Marginal revenue is the increase in revenue
realized by selling one more unit. It is deter-
mined from the demand schedule by deter-
mining the change in revenue realized for
each change in price and dividing by the
change in number of units sold. Average to-
tal cost per unit must then be determined
for each level of output. Marginal cost, or
the cost of producing each additional unit,
can be calculated from the total cost sched-
ule. These two cost curves are also plotted
on Figure C.22-5.

Ideal output is at the point where mar-
ginal cost equals marginal revenue. It is
shown in Figure C.22-5 at the intersection
of the marginal cost and marginal revenue
curves. To increase output beyond this point
would mean that the cost of the next unit
would be greater than the revenue derived
from that next unit and profits would de-
crease. To produce one less unit would be to
give up potential profits. The price is deter-
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mined by going from the marginal cost-mar-
ginal revenue intersection upward to the de-
mand curve that indicates how much people
would be willing to pay for the product at
that volume level. Profit per unit will be the
difference between the average cost and the
price, and total profit will be average profit
per unit times the number of units de-
manded. No other solution will yield a
greater total profit.

The marginal approach can also be illus-
trated and calculated on an aggregate basis
using the breakeven-style presentation. This
is shown in Figure C.22-6. The total revenue
curve is calculated from the demand sched-
ule by multiplying price times quantity. It
represents an aggregate demand curve, the
total revenue realized .at various prices.
Fixed costs and total variable costs at various
levels of output are also determined, plot-
ted, and summed to give total costs. Optimal
output is at the point where the difference
between total revenue and total cost is great-
est (and positive). Price is determined by di-
viding the revenue at that point by the out-
put. The solution provided is the same as
that from the unit cost presentation in Fig-
ure C.22-5. Incidentally, if fixed cost is plot-
ted above variable cost, a solution can be de-
veloped to maximize contribution.

The virtues of the marginal approach are
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Aggregate Approach to Optimal Pricing



obvious. It correctly uses both cost and de-
mand, combining them to provide an opti-
mal price and output. In spite of this, the ap-
proach is rarely used in practice, largely
because of the difficulty in determining the
appropriate costs and the difficulty in accu-
rately determining demand (see GLOSSARY
entry C.21). In addition, this model makes
the unrealistic assumption that all environ-
mental conditions can be held constant.
Most damaging of these is the assumption
that competitors will not respond to pricing
actions by changing their prices or other ele-
ments of their marketing mixes. Despite
these limitations, the marginal approach is
important because it represents a theoretical
ideal against which other methods can be
compared.

Multidimensional Method. The pricing
methods described above probably repre-
sent only a small fraction of the total pricing
decisions made by marketers. Pricing is a
complex problem. Many factors must be
considered (see GLOSSARY C.21) and only a
few of them enter into any one pricing
method. Information on any of the determi-
nants is typically incomplete and of uncer-
tain accuracy. In such situations, marketers
tend to become intuitive, use rules of thumb,
and break the decision into simpler steps.
These pricing approaches might be called
multidimensional pricing methods.?

Most multidimensional methods
three steps, described below.

have

B Set a Base Price. Most multidimensional ap-
proaches begin by establishing a base price to
which adjustments can be applied. There are
two commonly used bases. For an established
product, the base is often the current price of
the product. The pricing problem is to deter-

%For a description of a multidimensional pricing ap-
proach, see Alfred R. Oxenfeldt, “The Differential
Method of Pricing,” European Journal of Marketing 13
(1979), pp. 199-212.
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mine what change should be made in the cur-
rent price. For other products, the base se-
lected is sometimes the competitive or going
market price. Here the problem becomes:
How should our price relate to competitive
prices? Other base prices are also possible.

B Make Adjustments to the Base Price, With the base
price set, price adjustments are next made by

C.22 PRICING METHODS

considering, one at a time, the other determi-
nants of price. (See GLOSSARY entry C.21 for a
description of the determinants of price,) First
among these determinants is the pricing ob-
jective that was defined as the first step in the
pricing process, This determinant usually sug:
gests an adjustment of price relative to com

petitive prices. Although information on
many of the other determinants will be impre-
cise, each one should be examined to deter-
mine whether it indicates that the base price
is too high or too low and adjustments made
accordingly.

W Research the Price Change. If the result of the ad-
justment process indicates a need to change
price, there is great value in testing the price
change before it is implemented. Price
changes can have major impact on product
success. Considering the uncertainty of the in-
formation on which price changes are based,
testing price changes is prudent. Many com-
panies, anticipating the need to adjust price in
subsequent years, make pricing tests a normal
part of their research effort annually.
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