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PRICING DECISIONS 

 
DEFINITION OF PRICING: 

 

It means determination of price of a product on a continuous basis. 

 
NECESSITY OF PRICING: 
 

Pricing is primarily the top management’s exercise in Profit Planning by Profit center. The 

necessity for pricing decision may arise when  

 

(a) Market entry strategies are to be developed.  

 

(b) Quotations or bids are to be made for the products.   

 

PARAMETERS OF PRICING: 
 

The basic four parameters of pricing are   

 

(a) Nature of product 

(b) Market condition 

(c) Strategies of competitors 

(d) Government Policies 

 

TECHNIQUES OF PRICING: 

 

(a) Absorption Costing or Traditional Pricing technique for establish product: 
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S.P = prime cost (actual) + overhead recovered + mark up 

 

(b) Conversion cost method: 

S.P = total conversion cost + mark up on conversion cost 

 

(c) Standard Cost Method: 

S.P = Standard Cost + mark up 

(d) Marginal Cost Method: 

S.P = total variable cost + mark up on variable cost 

 

(e) Differential Cost Method: 

S.P = Differential Cost + mark up. 

 

(f) Relevant cost technique: 

Minimum sale price = variable cost + discretionary cost + opportunity cost. 

 

(g) Learning Curve Method or Experience curve method: 

S.P = Static cost + Reducible cost + Mark up 

 

(h) Return on investment method: (ROCE or ROI) 
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S.P = total cost + mark up on capital employed 

 

(i) Activity Based Costing. 

S.P = Prime cost + overhead on cost driver + mark up 

 

(j) Life Cycle Costing: 

S.P = total cost on estimated life + mark up 

 

(k) Target Costing: 

Target SP = Target Cost + Target Profit 

 

OTHER PRICING STRATEGIES: 
 

(a) Skimming Pricing Policy: 

It is a policy of high price during the early period of a product’s existence. This can be syn-

chronized with high promotional expenditure and in the later years the prices can be gradually 

reduced.  

The reasons for following such a policy are: 

 Inelastic Demand: The demand is likely to be inelastic in the earlier stages till the 

product till the product is established in the market.  

 High Profit at initial stage: The charging of high price in the initial periods, serves to 

skim the cream of the market that is relatively insensitive to price. The gradual 

reduction in price in the later year will tend to increase the sales.  
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 Demand not known: This method is preferred in the beginning because in the initial 

periods when the demand for the product is not known the price covers the initial cost 

of production.  

 Financing High Cost of Capital: High initial capital outlays, needed for manufacture, 

result in high cost of production. Added to this, the manufacturer has to incur huge 

promotional activities resulting in increased costs. High initial prices will be able to 

finance the cost of production particularly when uncertainties block the usual sources of 

capital. 

 

     (B) PRODUCT LIFE CYCLE: 

Product life cycle represents the period commencing from the initiation of product 

development, passes through various stages – preliminary work test manufacture and 

marketing, improvement of market leading to “boom” (the peak point) and if it cannot be 

sustained recession follows up to the point of decline, obsolescence and eventual 

withdrawal from the market. It does not necessarily means that product - life is limited. It 

could have a sustained life.  

Characteristics of phenomenon :  

Initial storage – Cash outflow  

Prime period – Net cash inflow  

Decline – Gradual increase in net cash outflow  

Reasons : new products need product – familiarisation exercises to create gradual 

development of demand. In such initial stages, production and sales, being below break-

even level, net cash outflow will result.  

During prime periods, production and sales being at/or above break-even point, there 

could be net cash inflow.  
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During initial stage of decline, production and sales being expected at/above break-even 

point, the could be net cash inflow.  

During initial stage of decline, production and sales will fall resulting in gradual decrease 

in cash inflow, resulting eventually in cash outflow. 

Above phenomenon depends on various factors, consisting of both controllable and 

uncontrollable 

 

Global context: with the globalization and liberalisation policy in India, product life cycle will 

also depend on global condition. Stiffer competition in place and quality, faster development of 

technology in other parts of the world, marketing capabilities, export and import restrictions, 

shifting of demand pattern, availability of subtitles are the factors which will have effect on the 

product life cycle. 

 

(C) PENETRATION PRICING POLICY: The circumstances in which penetration policy should be 

adopted are as follows: 

(i) When the demand of the product is elastic to price, In other words, the demand of the 

product increases when price is low. 

(ii) When there are substantial saving on large-scale production. Here increase in demand is 

sustained by the adoption of low pricing policy. 

(iii) When there is threat of competition. The prices fixed at a low level act as an entry barrier to 

prospective competitors. 

(iv) This is only an entry strategy. The prices are regularised by companies after gaining a mar 

ket share. 

 

(D) COMPETITIVE PRICING: 
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Where a company sets its price mainly on the consideration of what its competitors are 

charging, its pricing under such situation is called competitive pricing. Two types of competitive 

pricing are: 

a. Going rate pricing: Under this method, the firm tries to keep its price at the average level 

charged by the industry. Such pricing is useful where it is difficult to measure costs. Adoption of 

such pricing will not only yield fair return but would be least disruptive for industry’s harmony. 

Under highly competitive conditions in homogenous product market (such as food; raw 

materials and textiles) the company has no pricing decision to make. 

b. Sealed bid pricing: competitive pricing is adopted in situations where firms compete for jobs 

on the basis of bids. The bid is the firms offer price, and it is a prime example of pricing based 

on the expectations of how competitors will price rather than on a rigid relation based on the 

concerns own costs or demand. The objective of the firm in bidding situation is to get the 

contract and therefore it tries to set its prices lower than the other bidding firms. 

c. Cost plus pricing : favourable to get a better quality job in the competitive market situation 

e.g. Government contract for infrastructure 

 

(f) GEOGRAPHICAL PRICING: 

(i) Point of production pricing: Price not including freight charges 

(ii) Uniform delivered pricing: Uniform price at all locations including delivery charges. 

(iii) Zone delivered pricing: Different prices for different geographical zones depending on 

uniform fright charges to that zone.) 

(iv) Freight absorption pricing: Prices are inclusive of freight that a competitor located near the 

client would charge. 
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OTHER CONCEPTS ON PRICING: 

(a) Loss Leader: Where a product can be enriched by a series of optional extras, which a 

customers of the main product are at liberty to add on for additional advantages, the main 

product may be offered at a relatively low price. If the price is set below cost, the product 

becomes a loss leader. It leads the customers to buy the extras or optional advantageous spare 

parts which are highly priced.  

When a product range consists of one or more main products and a series of related optional 

‘extract’, which the customer can ‘add on’ to the main product, the supplier can set a relatively 

low price for the main product and a high one for the ‘extras’. Obviously, the aim is to stimulate 

sufficient demand for the former to ensure the target return from sales of the latter. The 

strategy has been used successfully by aircraft engine, gas turbine manufacturers, who win an 

order with a very competitively priced main product that can only be serviced by their own, 

highly priced spare parts.  

 

Gillette did not invent the safety razor but the market strategy Gillette adopted helped to build 

market share. Gillette razors were sold at 1/5 of the cost to manufacture them but only Gillette 

blades fitted and these were sold at a price of 5 cents. The blades cost only 1 cent to 

manufacture and so Gillette made large profits once it had captured the customer. 

 

(b) Pareto analysis: Pareto analysis is based on the 80.20 rule that was a phenomenon 

observed by Vilfred Pareto, an Italian Economist. According to him 80% of wealth of Milan in 

Italy was owned by 20% of its citizens. The phenomenon can be observed in many different 

business situations & the management can follow it in various circumstances to direct 

management attention to the key control mechanism or planning aspects. 

 

Usefulness of pareto analysis: It helps to establish top priorities & to identify both profitable 

and unprofitable targets it helps to: 
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a. Prioritize problems, goals and objectives 

b. Identify root causes 

c. Select and define key quality improvement programs 

d. Select key customer relations and service programs 

e. Select key employee relations improvement programs 

f. Select and define key performance improvement programs 

g. Maximize research and product development time 

h. Verify operating procedures and manufacturing processes 

I.  Product or services sales and distribution 

 

APPLICABILITY OF PARETO ANALYSIS TO BUSINESS SITUATIONS: 

The  Pareto analysis is generally applicable to the following business situation. 

(i) Pricing of a product: In practice, it has been observed that 20% of products of a firm may 

account for 80% of total sales revenue. Under such circumstances the firm can adopt more 

sophisticated pricing method for small portion of products that jointly accounts for 

approximately 80% of total sales revenue. For the remaining 80% of the products the firm may 

use cost bases pricing method. 

(ii) Customer profitability: Customers can also be analyzed instead of products, for their 

relative profitability It has been often found that 20% of customers may generate 80% of sales 

revenue profit. Such an analysis is useful for the evaluation of portfolio of customer profile. 

(iii) Stock control: Approximately 20% of the total investment in quantity of stock may account 

for about 80% of its investment. Since the number of items is small therefore the management 

of a firm may be able to control most of the monetary investment in them. 
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(iv) Applicability in activity based costing: In ABC it is often said that 20% of an organisation 

cost drivers are responsible for 80% of the total overhead cost. By analyzing, monitoring and 

controlling those cost drivers that cause most cost a better control and understanding of 

overheads may be obtained. 

(v) Quality control: Pareto analysis seeks to discover from an analysis of defect report or 

customer complaints which “vital few” causes are responsible for most of the reported 

problems. Often 80% of underlying problems can usual be traced to 20% of the various 

underlying causes. 

 

LIMITATIONS OF PARETO ANALYSIS: 

Potential cost is involved and Product & customer of low rank is neglected. 

 

Q-1 Better and Best Ltd. manufacture only one product. Production is regular throughout the 

year and the capacity of the factory is 1,50,000 units per annum. The summarized Profit and 

Loss Account for the year ended 31st December is being reviewed by the Board of Directors. 

 

Sales @ Rs. 10 per unit 

10,00,000  

  

   

  Cost of sales:   

   

Direct materials 2,50,000  
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Direct labour 1,50,000  

   

  Production overheads: Rs.   

   

Variable 30,000  

   

Fixed 2,30,000  

   

  Administrative overheads:   

   

Fixed 1,00,000  

   

Selling and distribution overhead:   

   

Variable 50,000  

   

Fixed 1,50,000  
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(i) The Production Director proposed to reduce selling price to Rs. 9 in order to utilize full capacity 

(ii) The Sales Director proposed to increase selling price by 20 percent. By spending Rs. 2,25,000 on 

advertisement, sales will be increased to 1,20,000 units per annum. 

(iii) The Personnel Director pleaded for a change in the method of wage payment. For the 

present piece rate of Rs. 1.50 per unit, a bonus scheme (for each 2% increase in production 

over the target, there would be an increase of 1% in the basic wage of each employee) will be 

implemented. A target of 2,000 units per week for the company will be set for 50 week year. 

Selling price increase by 10%. With an additional advertisement cost of Rs. 1,60,000, 20% 

increase in present sales will be achieved. 

(iv) The Chairman felt that the packaging of the product required improvement. He wanted to 

know the sales required to earn a target profit of 10% on turnover with the introduction of an 

improved packing at an additional cost of 20 paise per unit (no change in selling price). 

 

You are required to evaluate individually the proposals of each of the board member and give 

your recommendation. 

 

Solution: 

(a) workings: 

Full Capacity: Rs. 1,50,000 units p.a. 

Current Capacity: Rs. 1,00,000 units p.a. which is equals to 66.67% of full capacity. 

 

Existing Situation 
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Variable cost 4.80 p.u. 

Proposal (i) - Reduce Selling Price to Rs. 9, Capacity Utilization 100% 

 

Particulars Amount (Rs)  

Sales (1,50,000 units x Rs. 9) 

13,50,000  

7,20,000 

 

Less: Variable Cost (1,50,000 units x Rs. 4.80)  

Particulars  Amount (Rs.) Per unit (Rs.) 

Sales (1,00,000 units x Rs. 10) 

Less:     Variable Cost  

Direct   Direct Material  

Direct   Direct  Labour  

             Production Overheads  

S           selling and Distribution Overhead  

 

10,00,000  

 

2,50,000  

1,50,000  

30,000  

50,000  

 

10.00  

 

2.50  

1.50  

0.30  

0.50  

 

 

               Contribution  

Le           less: Fixed Cost   

Produ     production Overheads   

A             Administrative Overheads     

Se           selling and Distribution Overhead    

                 profit 

     5,20,000  

 

2,30,000  

1,00,000  

1,50,000  

 

40,000 

5.20 

 

2.30 

1.00 

1.50 

 

0.40 
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Contribution 6,30,000  

Less: Fixed Cost 4,80,000  

   

Profit 1,50,000  

   

 

Proposal (ii) - Increase in Selling Price by 20%, Additional Advertising Cost Rs. 2,25,000, Sales 

Volume 1,20,000 units per annum. 

  

Particulars Amount (Rs.) 

Sales (1,20,000 units x Rs. 12)  

Less: Variable Cost (1,20,000 units x Rs. 4.80)  

14,40,000 

5,76,000 

Contribution  

Less: Fixed Cost  

8,64,000 

4,80,000 

Less: Advertising Cost  2,25,000 

Profit  1,59,000 

 

Proposal (iii) - Increase in Selling Price by 10%, Additional Advertising Cost Rs. 1,60,000, 20% 

Increase in Present Sales and Bonus Scheme (for each 2% increase in production over the 

target, there would be an increase of 1% in the basic wages of each employee) 
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Particulars Amount (Rs.) 

Sales (1,20,000 units x Rs. 11)  

Less     Less: Variable Cost  

[1,       [20,000 units x Rs.(2.50 + 1.65* + 0.30 + 

0.50)]  

 

13,20,000 

5,94,000 

Contribution  

Less: Fixed Cost  

Less: Advertising Cost  

7,26,000 

4,80,000 

1,60,000 

Profit  86,000 

 

Workings(*): 

Present Labour Rate = Rs. 1.50 per unit 

Target Production Volume = 2,000 units x 50 weeks = 1,00,000 units 

Production above the target volume = 1,20,000 units – 1,00,000 units = 20,000 units or 20% of 

Target Production Volume 

Bonus (for each 2% increase in production over the target, there would be an increase of 1% in the 

basic wages of each employee) = 1% / 2% x 20% = 10% increase in basic wages   

It means wages would be Rs. 1.65 (Rs. 1.50 x 1.10) per unit. 

Proposal (iv) -Target Profit 10% on Turnover, Additional Packing Cost 0.20 paise per unit, No 

Change in Selling Price, Sales Volume =?  

Let Sales Volumes is K units 

Particulars Amount (Rs.) 

Sales (K units x Rs. 10)      10 K 
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Less:     Variable Cost         5K 

[K uni   units x Rs.(4.80 + 0.20)   

Contribution        5K  

Less: Fixed Cost     4,80,000  

Profit  5K-4,80,000  

 

 Profit equals to 10% of Turnover. It means- 

= 5K – 4,80,000 = 10% of 10K 

= 4K = 4,80,000 

K = 1,20,000 units 

Turnover = 1,20,000 units x Rs. 10 

= Rs. 12,00,000 

Profit = 10% of Rs. 12,00,000      = Rs. 1,20,000 

Particulars  Capacity Utilization Profit (Rs.) 

Existing Situation  66.67% 40,000 

Proposal (i)  100.00% 1,50,000 

Proposal (ii)  80.00% 1,59,000 

Proposal (iii)  80.00% 86,000 

Proposal (iv)  80.00% 1,20,000 

 

Company should accept Proposal (ii). 
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QUESTIONS FOR PRACTICE 

Q-2 A company has furnished the following cost data: 

Direct materials                                                                                                               Rs 11.20 per unit  

Direct wages                                                                                                                    Rs 3.00 per unit  

Variable overheads                                                                                                         Rs 0.80 per unit  

Fixed factory overhead                                                                                                   Rs  6,60,000 p.a.  

Fixed selling and administration overhead                                                                  Rs 3,60,000 p.a. 

Annual sales                                                                                                                       4,00,000 units  

Capital employed on fixed assets                                                                                   Rs 9,00,000  

Capital employed on current assets                                                                               50 % of sales  

 

 

Determine the selling price per unit to yield 20 % return on capital employed.   

 

 

 

Q-3 Metal Products Ltd. have received an enquiry for the supply of 2,00,000 numbers of a 

special type of machine screw. Capacity exists for manufacture of the screws in the company’s 

unit no.3, but a fixed investments of Rs 60,000 and working capital to the extent of 25% of sales 

value will be required if the job is undertaken. The costs are estimated as follows:- 

 

Raw materials  20,000 lbs @ Rs 2.30 per lb 

Labour hours  18,000 hrs of which 2,000 would be overtime 

hours payable at double the labour rate. 

Labour rate  Rs 1 per hour 

Factory overhead  Rs 1 per labour hour 

Selling and distribution cost  Rs 23,000 

Material recovered as scrap at end of Rs  2,000 
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operation  

Expected rate of return  25 percent on capital employed 

Prepare a cost and price statement indicating the price which should be quoted to the 

customer. 

 

 

Q-4 An organisation manufactures a product, particulars of which are detailed below: 

 

Annual production  20,000 units 

Cost per annum (Rs)   

Material  50,000 

Other variable cost  60,000 

Fixed cost  40,000 

Apportioned investment  1,50,000 

 

Determine the unit selling price under two strategies mentioned below. Assume that the 

organisation’s tax rate is 40 %. 

(a) 20 % return on investment. 

(b) 6 % profit on list sales, when trade discount is 40 %. 

 

 

Q-5 A small scale unit has a capacity to make 10,000 units of a product. The actual cost in 2009 

is given below: 

 

Direct material Rs 50 per unit 

Direct labour Rs 12 per unit 

Variable overhead Rs 4.5 per unit 

Fixed factory overhead Rs  25,000 
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The company’s budget for the next year was to be prepared for the following data: 

(a) A wage agreement is entered into where the wage will be linked to an index. The labour rate 

presently comprises of 50 % basic pay and balance as D.A. The formula is to link the existing 

D.A. to price index. 

(b) The sale is estimated to touch 80 % capacity. 

(c) The average fixed assets (net) will be ` 2,25,000 and working capital would be 25 % of value 

of sales. 

(d) Company expects a return of 15 % on capital employed. 

(e) The price indices for the base period 2009 and for 2010 are as follows: 

                                                                                                  2009                   2010  

Cost of living index for D.A.                                                    420                     525  

Copper                                                                                       450                     600  

Aluminium                                                                                 400                     480  

 

(f) The material used is 60 % copper and 40 % aluminium. 

 

Determine the price at which product will be sold in 2010. 

 

Q-6 ABC Ltd. has developed a new product which is about to be launched into the market. The 

variable cost of selling the product is Rs 17 per unit. The marketing department has estimated 

that at a sale price of Rs 25, annual demand would be 10,000 units. However, if the sale price is 

set above Rs 25, sales demand would fall by 500 units for each Rs 0.50 increase above Rs 25. 

Similarly, if the price is below Rs 25, demand would increase by 500 units for each Rs 0.50 

stepped reduction in price below Rs 25.  

Determine the price which would maximise ABC Ltd’s profit in the next year. 

 

 

Q-7 A manufacturing company has an installed capacity of 1,50,000 units per annum. Its cost 

structure is given below: 
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Material costs  Rs 10 per unit 

Labour (Minimum Rs 1,00,000 per month)  Rs 10 per unit 

Variable Overheads  Rs 4 per unit 

Fixed overheads:  Rs 1,92,300 per annum. 

 

Semi – variable overheads Rs 60,000 per annum at 75 % capacity, which increases by Rs 4,000 

per annum for every 5 % increase in capacity utilisation for the year as a whole. The capacity 

utilisation for the next year is estimated at 75 % for three months, 80 % for next six months and 

90 % for the remaining part of the year. If the company is planning to have a profit of 20 % on 

the selling price, calculate the selling price per unit? 

 

 

Q-8 C ltd, an Indian company, has entered into an agreement of strategic alliance with Z inc of 

United States of America for the manufacture of personal computers in India. Broadly, the 

terms of agreement are: 

(a) Z will provide C with kits in a dismantled condition. These will be used in the manufacture of 

the personal computer in India. On a value basis, the supply, in terms of the FOB price will be 50 

% thereof. 

(b) C will procure the balance of materials in India. 

(c) Z will provide to C with designs and drawings in regard to the materials and supplies to be 

procured in India. For this C will pay Z a technology fee of Rs 3 crores. 

(d) Z will also be entitled to a royalty at 10 % of the selling price of the computers fixed for sales 

in India as also reduced by cost of standard items procured in India and also the cost of 

imported kits from Z. 

(e) C will furnish to Z detailed quarterly returns: 

 

Other informations available are: 

i. FOB price agreed $ 510. 
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ii. Exchange rate to be adopted $ 1 = ` 47.059  

[Note: In making the calculations, the final sum may be rounded to the next rupee] 

iii. Insurance and Freight ` 500 per kit. 

iv. Customs duty leviable is 150 % of the CIF prices, but as a concession, the actual rate leviable 

has been fixed at 30 % of CIF. 

v. The technology agreement expires with the production of 2,00,000 computers. 

vi. The quoted price on kits includes a 20 % margin of profits on cost to Z. 

vii. The estimated cost of materials and supplies to be obtained in India will be 140 % of the 

cost of supplies made by Z. 

viii. 48 % of the value in rupees of the locally procured goods represents cost of the standard 

items. 

ix. Cost of assembly and other overheads in India will be ` 2,000 per personal computer. 

 

Required: 

Calculate the selling price of a personal computer in India bearing in mind that C has targeted a 

profit of 20 % to itself on the selling price. 

 

 

Q-9 A Company manufacturing agricultural Tractors has a capacity to produce 6,000 tractors 

annually. The capital employed in the project as on date is Rs 20 crores. 

 

With increasing cost of production and reducing margins the company is fast narrowing its 

margin of safety. The return on capital employed fell from 10% in the previous year to 6% in the 

current year, i.e., the current year profit is Rs 1.20 crores. The company wants to maintain the 

original cut off rate of 12% and various possibilities have been examined for this purpose. 

 

The company is at present manufacturing and marketing 6,000 tractors annually though there 

is imbalance in the plant. The company has the following major production departments with 

percentage capacity utilisation for the present production: 
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Production Department  Capacity Utilised 

Machine Shop  75 % 

Assembly Shop  100 % 

Heat Treatment Shop  75 % 

Induction hardening  50 % 

 

The Company operates a single shift of 8 hours per day on an average for 300 days in a year. 

For technical reason the plant will have to operate on single shift basis only. The two 

alternatives which have emerged after a detailed study are: 

 

(a) To hire out the surplus capacity in the productions shops for which constant demand exists. 

The following income and expenditure projections are drawn out: 

 

 Hire Charges per hr (Rs) Incremental cost per hr (Rs) 

 

Machine shop  10,000 2,000 

Heat Treatment 

shop  

7,500 1,500 

Induction hardening  5,000 1,000 

 

 

(b) To increase the installed capacity to 8,000 tractors by spending Rs 2 crores on additional 

machinery for the assembly shop. The incremental revenue from the additional sale will be Rs 

5,000 per tractor. The cost of additional finance will be 12% being the cost of existing capital 

employed. In addition tax benefits on an average will work out to 1% of additional investment 

 

Q-10 The profit for the year of Push On Ltd. works out to 12.5% of the capital employed and the 

relevant figures are as under:- 



 

CATESTSERIES.COM 

Sales  Rs  5,00,000 

Direct Materials  Rs  2,50,000 

Direct Labour  Rs  1,00,000 

Variable Overheads  Rs 40,000 

Capital Employed  Rs 4,00,000 

 

The new Sales Manager who has joined the company recently estimates for next year a profit of 

about 23% on capital employed, provided the volume of sales is increased by 10% and 

simultaneously there is an increase in selling price of 4% and an overall cost reduction in all the 

elements of cost by 2%. 

Find out by computing in details the cost and profit for next year, whether the proposal of Sales 

Manager can be adopted. 

 

 

 

 

 

 

 

 

 

 

  

 

   


