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Why Pricing “Best Practices” Often Fail to Deliver Their Promised Results 

Pricing is complicated. If it were easy, the dozens of com-
panies offering pricing software and consulting would 
not exist. Having been involved in this field now for 24 
years, I have read a large sampling of the currently avail-

able professional literature. 

In the end, an objective analysis of the discipline must lead to the 
conclusion that any firm that takes an “accounting” or a “market-
ing” approach to pricing will be at a severe disadvantage when 
competing against a pricing team that is multi-disciplinary. 

If we take a look from 40,000 feet up, the disciplines of market-
ing and cost accounting bracket that of pricing. Marketing tells 
us what the customer would be willing to pay for the product 
and what competition we face in making a sale. Cost accounting 
provides an understanding of the minimum price necessary to 
make the sales effort worthwhile. (Of course, other disciplines 
also provide important information to aid pricing decisions.) The 
input from experts offering these many vantage points has enabled 
a wonderful exchange of ideas between pricing professionals. 

I count five key issues that have received significant discussion 
in pricing circles over the last few years. I believe that most pric-
ing professionals would agree that the following activities are 
important to successful pricing for every company and should 
be included on any list of best practices. 

While there might be some debate that the list should be longer 
or that the phraseology might be enhanced, I would expect that 
most pricing experts would agree that these critical practices 
should be included:

1. Develop a unique strategy/market position 
2. Perceive value from customer’s perspective 
3. Understand the competition 
4. Optimize revenue/manage capacity utilization 
5. Determine real economic cost

Why Each Best Practice Is Important
Develop a Unique Strategy/Market Position
Perhaps the first rule of pricing is: “Don’t try to compete based 
on price.” When competition is based on price, the company 
that has the best cost structure is able to control the market. 
Cost leadership strategies are often based on economies of scales 
and can provide what Harvard business strategy guru Michael 
Porter called a sustainable competitive advantage. While cost 
leaders may be able to control the market price due to lower cost 
structures, they often also enjoy a higher profit margin. In robust 
industries usually no more than one company seeks to become a 
cost leader. Meanwhile its rivals pursue differentiation strategies, 
targeting specific market segments and receiving premium prices 
for their uniqueness. Obviously, these firms hope these premiums 
result in earnings that more than outweigh the costs of being 
a differentiator. If so, then they make money, and everyone is 
happy. Thus, the name of the game for most firms is to stake out 
a unique market position. 

Perceive Value from the Customer’s Perspective 
Understanding customer value is a vital pricing exercise that helps 
us assess how high our price can go. This exercise is coupled 
with the goal of developing a unique market position, and the 
combination often leads to superior profit margins. Customers 
choose products not because they are best in the market in 
general, but because they are best suited for their specific needs. 
As a result, a product that provides a unique value proposition 
can support a premium price for that uniqueness. 

Understand the Competition
In most buying situations customers have more than one choice 
of which product they will buy. The choices may be similar or 
extremely dissimilar. Identifying the competitive options helps 
a company price its product to achieve the ideal combination of 
profits for itself and value for the customer. (In establishing the 
best pricing relative to its competitors, firms often need to link 
their analysis to strategy and value considerations.) 
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The president of Executive Education, Inc., he provides companies with consult-
ing services and training in costing, pricing and other financial management is-
sues. Here he lays out the five “best practices” firms should adopt in implement-
ing successful pricing strategies. Critically, he explains here how companies fail 
when they try to apply just some of these practices, but not others; or when they 
rely on bad cost accounting to make critical assumptions. To learn more, you can 
contact John at: Daly@ExecutiveEducationInc.com. You might also want to obtain 
his excellent book: “Pricing for Profitability” (Wiley & Sons).
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Optimize Revenue/Manage Capacity Utilization
Under-utilized capacity is an unproductive cost. It is often a 
good strategy to fill unused capacity in the short-term by selling 
incremental products at a discount. This approach will work as 
long as the company’s sales revenue covers the variable cost of 
the incremental sales and makes a contribution to fixed costs. 
Conversely, capacity-constrained companies may optimize 
their revenue by focusing on products that provide the best 
contribution margin. 

Revenue optimization strategies require a balancing of short-term 
and long-term considerations, which may be in direct conflict 
with each other. Correctly managing the relationship between 
price and capacity can significantly improve profits. 

Determine Real Economic Cost
Marketing can provide pricing professionals with estimates of 
how high prices might go in a particular situation, while cost 
accounting offers the data to determine the bottom range. 
However, the question “how many cost accounting methods are 
there?” might be answered by another query: “How many cost 
accountants are there in the world?”

In pricing, the choice of cost accounting method matters because 
one can easily demonstrate that the company with the best cost ac-
countant wins in highly competitive industries. Even if two firms 
have identical cost structures the one with a better understanding 
of its real economic costs will consistently win the easy, high-vol-
ume work when competing with a less sophisticated rival. 

With today’s advanced costing methods, any company that arbi-
trarily allocates large portions of overhead will be at a disadvan-
tage against a competitor who can more objectively identify what 
causes its costs. Today, activity-based costing (ABC), which is 
a collection of methods for analyzing overhead, is widely con-
sidered to be the most accurate method for understanding costs. 
ABC techniques have rapidly evolved since the term was first 
coined in 1986 and have made accurate information now easier 
and cheaper to get than ever before. 

The Weakness of  
One-Dimensional Pricing Methods
The wisdom of doing the five best practices listed above is readily 
apparent to most pricing professionals. Still, despite the obvious 
value of these practices, many companies pick and choose certain 
items on the list, but not others. 

While some of these practices will work by themselves in par-
ticular situations, none can optimize profitability when used in 
isolation. Moreover, all of these methods will fail if used in an 
inappropriate situation. 

Occasionally someone will declare a single technique is “the only 
way to go.” For example, three of these practices are sometimes 
used on their own. Separated from the other best practices:
•	 Perceiving customer value becomes Value Pricing
•	 Understanding the competition becomes Market-Based Pric-

ing
•	 Determining real economic costs becomes Cost-Based Pric-

ing 

Using a one-dimensional pricing method is like trying to do a 
home repair job when you only own one tool. If the situation is 
simple, and you only need a Phillips screwdriver, you are in luck 
if you happen to have one in your tool box. However, if the job 
calls for both a screwdriver and a hammer, the quality of the job 
that you are going to be able to do is probably not going to be 
very good. 

Most pricing efforts require multiple tools. While one may use a 
primary tool for a specific situation, the others act like a level or 
a measuring tape to make sure that the job has been done right. 
Here is a discussion of some problems with one-dimensional 
pricing methods:

Value Pricing
Understanding value from the customer’s perspective is sometimes 
touted as THE pricing best practice, and this philosophy has 
gained followers in many industries from professional services to 
manufacturing. Yet with several major automotive suppliers filing 
for Chapter 11 bankruptcy protection, a few years after switching 
to value pricing, the question must be raised, “Did the use of this 
method contribute to the demise of these companies?” 

In all likelihood it did. While understanding value from the 
customer perspective is extremely important in making pricing 
decisions, using this factor alone works solely for high-value, 
unique products. It was never meant to be used in a thin-mar-
gined competitive industry like auto supply. 

Product uniqueness is a key component of a value strategy. Sup-
pose your family had a history of heart disease, and you found 
that a drug existed which, taken daily, would decrease your risk 
of dying of heart disease by 29%. Should your health care plan 
refuse to pay for this drug, how much would you pay for it, if the 
money came out of your own pocket? Many business people have 
told me that they would pay $5 or $10 per day, yet when you know 
that the drug is aspirin, which is widely available for 2¢ per dose, 
you would never pay a $5 or $10 price. Understanding customer 
value alone cannot work in the face of real competition.

Another weakness with the value-based approach is that cost is 
sometimes higher than customer value. This is a particular prob-
lem for companies using rough traditional accounting methods 
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that arbitrarily allocate overhead. These arbitrary allocations have 
a tendency to significantly “under cost” low-volume, or difficult-
to-produce, products; and significantly “over assign” costs to high-
volume, or easy-to-produce, offerings. Faced with the choice of 
paying a significant premium for a very high-priced customized 
product, customers will often “make do” with a cheaper, off-the-
shelf solution. 

Market-Based Pricing
In some very price-competitive industries, most rivals set the same 
or similar prices and spend little time analyzing what they should 
charge to make an adequate profit. This behavior is most often 
seen in industries where the rival products sold are perceived to 
be equivalent or commodities. 

While we would expect to see commodity pricing for mining 
and agricultural products, commodity behavior can also be seen 
with airline tickets when the major legacy carriers have failed to 
differentiate their products. While in theory each airline should 
pursue a geographical differentiation strategy based on its own 
unique hub system, in practice, the carriers may bypass getting an 
attractive price — even when 
they possess the competitive 
advantage of having the only 
nonstop flight to a particular 
destination. 

Like value-based pricing, mar-
ket-based pricing can fail in the 
absence of accurate informa-
tion. Without knowing the real 
economic cost of producing a 
product, a “dumb” company 
can lead equally foolish com-
petitors into a fight over a market segment that none of them 
would want if they knew the true economics of the situation. 
Bottom line, if a product cannot be sold at a profit, then the mar-
ket is telling you something: perhaps your company shouldn’t be 
selling that particular item. 

Cost-Based Pricing
To many companies, cost-based pricing seems like a “safe” 
alternative. After all, if the firm sets its price above its cost, it 
should never lose money on a single product. Like any other 
one-dimensional method, this logic is flawed in several ways. 
The company may significantly “under price” a product by not 
understanding customer value. 

Alternately, without understanding the competition, the compa-
ny’s cost may be uncompetitive without knowing it. Moreover, 
many firms use information that is incomplete or severely flawed 
because they arbitrarily allocate large portions of cost. While not 
doing any one of the five best practices can handicap a company’s 
pricing efforts, doing a bad or incomplete cost analysis can leave 
a firm thinking that it is following all five best practices when, in 
fact, its cost accounting is sabotaging the entire process. 

In previous sections, we have talked about how the five best prac-
tices can fail when not used together. In the next section we will 
focus on how bad cost accounting can sabotage the other four. 

Why “Best Practices” Often Fail
According to Thomas Nagle and Reed Holden in The Strategy 
and Tactics of Pricing, “Understanding costs is probably the most 
challenging aspect of pricing.” 

Some pricing books describe cost as a simplistic combination of 
fixed costs and variable costs, claiming that only variable costs 
are relevant in a pricing decision because fixed costs are already 
spent. Such statements show a misunderstanding of the differ-
ence between fixed costs (which are costs that do not change with 
increasing or decreasing volume) and sunk costs (which are costs 
that have already been spent). In the real world, most companies 
have little ability to change the costs that they will incur tomor-
row; but, as the future time horizon expands from one day to one 
month to one year, a company has an increasingly greater ability 
to affect its cost structure. In the long term, a firm can sell its 
building and buy a bigger or smaller one, change its equipment, 
modify its products, and adjust its workforce. 

Having a solid understanding of real economic cost is impor-
tant because most companies have thin profit margins and want 

to make sure that when they 
make a sale they are eco-
nomically better off as a re-
sult. Understanding cost is 
complicated and is very de-
pendent on the time-frame 
that is relevant to the pricing 
decision. 

Cost accountants believe that 
in the short term all costs are 
sunk costs; but in the long 
term all costs are incremental, 

requiring both an in-depth understanding of the relevant time 
horizon for a costing decision as well as the factors causing the 
various components of cost to occur. 

Pricing professionals may believe that cost accounting personnel 
have a good grasp of the numbers they provide for their compa-
ny’s products, but the accountants’ bosses have no such illusion. 
According to a 2003 study sponsored by the accounting firm of 
Ernst & Young and the Institute of Management Accountants, 
98% of chief financial officers believe that they receive bad in-
formation about costs, particularly those tied to overhead. 

Many companies today still use old-fashioned “traditional” cost-
ing methods which add allocated overhead to direct costs. Since 
allocations result in arbitrary distributions of costs, some products 
will inevitably be allocated too much and others too few. 

Direct and standard costing are among the traditional accounting 
methods frequently used for pricing. These methods concentrate 
on materials and direct labor (variable costs in the long term). 

Overhead is a mixture of costs that are truly fixed and truly vari-
able, as well as many step-variable costs. Since traditional cost 
accounting approaches usually allocate overhead according to 
direct labor, it becomes treated as a variable cost, so its genuine 
character is lost. 

In some very price-competitive 
industries, most rivals set the same 
or similar prices and spend little time 
analyzing what they should charge to 
make an adequate profit.
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The relationship between real cost and volume may be seen 
in Exhibit 1. The straight red line represents the relationship 
that traditional cost accounting will give for a product that has 
$100,000 of fixed launch costs and a variable cost of $1 per unit. 
Real cost/unit will be $3.00 if 50,000 units are produced, $1.20 
if 500,000 units are produced, and $1.10 if 1,000,000 units are 
produced. 

Traditional cost accounting, however, would treat launch costs as 
overhead, and all units would be valued at $1.20. Examining this 
graph further, we realize that if the x-axis went down to 5,000 
units, the cost at that point would be $21.00 each.

While someone looking at this graph might think that cost dis-
tortions are only a problem for low-volume products, they exist 
for high-volume products as well. While the percentage is far less 
for the high volume offering, in Exhibit 2 we can see that the 
dollar amount is the same.

A graph of the relationship between cost and product complexity 
would show that cost accelerates as complexity increases. Tradi-
tional cost accounting “under assigns” costs to complex products 
and “over assigns” costs to simple ones. But though this may re-
sult in the greatest percentage difference showing up with dif-
ficult low-volume products, the greatest dollar difference is for 
high-volume ones. 

Being off by 100% may not be a big issue when it involves a loss 
of $5 on a modest 2,000-unit-a-year product. However, being 
low by 20% on a high-volume offering can add up to real money. 
For example, $1 times one million units is $1 million. A costing 
error like this can cause a company to cease to exist. 

Cost accountants acknowledge that overhead allocation methods 
provide these distortions and can easily categorize which products 
will be distorted. Traditional methods do a reasonable job for an 
average product produced at an average volume, using an average 
mix of the company’s resources and sold to an average customer. 
Costs calculated using these methods are reasonably accurate for 
some “relevant range” on either side of that average. But for any 
product that is not close to average in every way, there’s a risk 
that the calculated costs will be grossly distorted. 

As a result of these distortions, the high-volume and easy-to-pro-
duce “gravy” products that your CEO loves to sell will be allo-
cated too much cost. The low- volume and difficult-to-produce 
“dog” products about which your company is ambivalent will 
be allocated too few costs. Because cost sets the floor for pricing 
decisions, the result of bad information is that firms may try to 
charge too much for gravy jobs and not enough for the dogs that 
they don’t care about. 

Beyond this, over-pricing and under-pricing don’t even out. 
When a product is overpriced, the only money lost is often the 
time required to prepare the quote. But when a product is un-
der-priced, the company is economically worse off because it has 
made the sale. 

With these facts in mind, the logical conclusion is that if two 
companies had identical cost structures and products, then one 
could achieve a competitive advantage solely by having better cost 
information. Let’s look at an example. Suppose your company, 
Smart Systems, Inc., has only one real competitor and value prices 
its product wherever possible. A customer comes with a request 
for proposal (that has also been given to your major competitor) 
which indicates that it is seeking to buy three similar products 
in the following quantities: 

Product A Product B Product C TOTAL
Quantity 9,500 5,000 500 15,000

The buyer has told your salesperson that it expects to pay about 
$99 per unit making the contract worth about $1.5 million and 
that it wants a cost breakdown. You know from experience that 
this customer will use this breakdown to try to get a better price 
and that it is willing to buy all of the units from one vendor or 
to split the contract between more than one supplier to get a 
lower cost. 

Your competitor, Dunce Corporation, has 
made many of these products and believes 
that the cost of products like this will be 
$90. Since it knows that the contract is 
being competitively bid, it seeks only a 
7% mark-up on costs (which is a 6.5% 
profit margin). Exhibit 3 shows how 
Dunce Corporation views its costs. 

Exhibit 1. 

While someone looking at this graph might think that cost distortions are only a 
problem for low-volume products, they exist for high-volume products as well. 
While the percentage is far less for the high volume offering, in Exhibit 2 we can 
see that the dollar amount is the same. 
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Exhibit 2. 50,000       Units 950,000      Units
Total Cost Cost/Unit % Total Cost Cost/Unit %

Real Cost 150,000$    3.00$     100% 1,050,000$ 1.11$      100%

Traditional Cost Accounting 60,000$      1.20$     40% 1,140,000$ 1.20$      109%

Difference 90,000$      1.80$     60% (90,000)$    (0.09)$     -9%

While traditional cost accounting may be off by huge percentages for low-volume products,
the problem is just as serious for high-volume offerings because of the total dollars involved.
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the problem is just as serious for high-volume offerings because of the total dollars involved.
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Smart Systems has also had experience making 
similar products. Its cost structure may not be 
any different than its competitors’, but it has a 
different way of thinking about cost. For ex-
ample, Smart knows that each product will have 
$50,000 of design and product launch costs 
that have been separated out from overhead. It 
also knows from studying the activities neces-
sary to make these three that economies of scale 
will be achieved by making larger batches of 
product. Smart Systems still has a substantial 
portion of its costs arbitrarily allocated; but be-
cause its information is more detailed, it is more 
reliable than its competitors’. Exhibit 4 shows 
what Smart Industries numbers might look like 
if it had five cost buckets rather than three:

The result may be perplexing to the customer 
because both companies have quoted the same 
overall price of $1,444,500 for the three units, 
but the prices of Products A & C are very dif-
ferent. The quoted price for Product B, which 
is average in every way for both firms, is exactly 
the same in the two quotes. 

What will happen? As we see in Exhibit �, the 
customer will probably cherry-pick the two 
quotes, buying Product A from Smart Systems 
and Product C from Dunce Industries. And 
how will the economics look to the customer?

The buyer has ended up with a total cost that 
is $94,545 better than the overall quote of ei-
ther vendor. 

Who will win the bid for Product B? In theory, 
because Smart Systems and Dunce Industries 
are working with the same costs, it should be a 
toss up. In the real world, however, the smarter 
company will consistently win over the dumb 
one. The reason for this is the thinking that 
evolves after management at the dumb company analyzes the 
effect of “winning” bids for offerings like Product C. 

Even if the dumb competitor quotes every job at a 7% mark-
up, it won’t translate into a corresponding profit margin in each 
case. As a result, management will conclude that it can never 
get near its desired profit with bids reflecting a 7% mark-up, so 
the markup will be raised to 14% to get a 7% profit. Unfortu-
nately, management will not realize that bad cost information 
is the actual source of the problem. This added “fudge factor” 
will make Dunce Industries uncompetitive on average products 
like Product B. 

The inevitable result of having differences in the quality of cost 
information among regular rivals is that the smarter competitor 
will win most of the easy, high-volume jobs and the dumb firm 
will secure most of the difficult low-volume ones. The smart 
company will have a growth spiral and its less intelligent rival 
will fall into a death spiral, slowly becoming a niche producer of 
the contracts that the other vendors don’t want.

While Smart Industries has a significant competitive advantage 
over Dunce Corporation, its “five-bucket” cost analysis still isn’t 
very sophisticated, leaving over 25% of its cost structure unana-
lyzed and arbitrarily allocated. We cannot definitively say how 
costs would change with even better cost information. 

However, since arbitrary allocations tend to assign too much 
cost to high volume products and too little to low-volume ones, 
Smart’s calculated cost for Product A is still likely to be higher 
than its real cost; while the calculations for Product C will likely 
be lower than the real cost. Thus the conclusion must be that 
a company with even better information would have a stronger 
chance of winning “gravy” Product A.

The techniques used to understand overhead costs fall under the 
umbrella of activity-based costing. Since accountants tend to pri-
oritize the analysis of cost according to the size of the element 
being studied, the law of diminishing returns applies. While we 
saw that Smart Industries had a significant competitive advantage 
over Dunce Corporation by using five categories of cost instead 
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a 6.5% profit margin). Exhibit 3 shows how Dunce Corporation views its costs.
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had five cost buckets rather than three: 

Exhibit 3

Dunce Corp. 
Quotation 
Worksheet

Product A Product B Product C Extended 
Quote Amounts 
for 15,000 Units

# of Units 9500 5000 500                  15,000 

Materials $47.50 $47.50 $47.50               712,500 
Labor & 4.25 4.25 4.25                  63,750 
Overhead 38.25 38.25 38.25               573,750 
TOTAL COST $90.00 $90.00 $90.00            1,350,000 
7% Mark-up 6.3 6.3 6.3                  94,500 
Quote Price $96.30 $96.30 $96.30 $1,444,500 

Exhibit 4

Smart Systems, Inc. 
Quotation Worksheet

Product A Product B Product C Ext'd Quote 
Amounts for 
15,000 Units

# of Units 9500 5000 500             15,000 
Launch Costs  $  50,000  $  50,000  $  50,000           150,000 
Batch Costs  $  25,000  $  12,500  $  12,500             50,000 

Materials $47.50 $47.50 $47.50           712,500 
Labor & Benefits 4.25 4.25 4.25             63,750 
Launch Costs/Unit         5.26       10.00     100.00           150,000 
Batch Costs/Unit         2.63         2.50       25.00             50,000 
Other Overhead $22.31       25.75 $66.11           373,750 
TOTAL COST $81.95 $90.00 $242.86         1,350,000 
7% Mark-up $5.74 $6.30 $17.00           255,003 
Quote Price $87.69 $96.30 $259.86         1,444,500 
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The result may be perplexing to the customer because both companies have 
quoted the same overall price of $1,444,500 for the three units, but the prices of 
Products A & C are very different. The quoted price for Product B, which is 
average in every way for both firms, is exactly the same in the two quotes.

What will happen?  As we see in Exhibit 5, the customer will probably cherry-
pick the two quotes, buying Product A from Smart Systems and Product C from 
Dunce Industries. And how will the economics look to the customer? 

The buyer has ended up with a total cost that is $94,545 better than the overall 
quote of either vendor.

Who will win the bid for Product B?  In theory, because Smart Systems and 
Dunce Industries are working with the same costs, it should be a toss up. In the 
real world, however, the smarter company will consistently win over the dumb 
one. The reason for this is the thinking that evolves after management at the 
dumb company analyzes the effect of “winning” bids for offerings like Product C. 
Even if the dumb competitor quotes every job at a 7% mark-up, it won’t translate 
into a corresponding profit margin in each case.  As a result, management will 
conclude that it can never get near its desired profit with bids reflecting a 7% 
mark-up, so the markup will be raised to 14% to get a 7% profit.  Unfortunately, 
management will not realize that bad cost information is the actual source of the 
problem. This added “fudge factor” will make Dunce Industries uncompetitive on 
average products like Product B.

The inevitable result of having differences in the quality of cost information 
among regular rivals is that the smarter competitor will win most of the easy, 
high-volume jobs and the dumb firm will secure most of the difficult low-volume 
ones. The smart company will have a growth spiral and its less intelligent rival 
will fall into a death spiral, slowly becoming a niche producer of the contracts that 
the other vendors don’t want. 

While Smart Industries has a significant competitive advantage over Dunce 
Corporation, its “five-bucket” cost analysis still isn’t very sophisticated, leaving 
over 25% of its cost structure unanalyzed and arbitrarily allocated. We cannot 
definitively say how costs would change with even better cost information. 
However, since arbitrary allocations tend to assign too much cost to high volume 
products and too little to low-volume ones, Smart’s calculated cost for Product A 
is still likely to be higher than its real cost; while the calculations for Product C will 

Exhibit 5

Product A Product B Product C TOTAL
Bid Winner Smart Toss-up Dunce

Price 87.69$         96.30$         96.30$         
# of Units 9,500           5,000           500
Extented Contract Price 833,055$      481,500$      48,150$       1,362,705$    
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of three, the advantage that a company using seven cost elements 
would have over Smart would not be as great. In the real world, 
a company that analyzes a dozen activities, shouldn’t be at a sig-
nificant disadvantage when competing against a company that 
has analyzed two dozen.

While cost accounting may be the weak link in pricing, there 
is considerable hope for those companies that attempt to get it 
right. In the final analysis the firm with the best cost accoun-
tant wins. 

Executive Summary
•	These are the five major best practices to follow today:

1. Develop a unique strategy/market position  
2. Perceive value from customer’s perspective 

3. Understand the competition 
4. Optimize revenue/manage capacity utilization 
5. Determine real economic cost

•	These best practices often fail because:
1. Organizations frequently concentrate on a single practice 
while neglecting one or more of the others.
2. A faulty cost analysis can undermine pricing efforts, even 
for a company that is using a value pricing, or market pric-
ing, strategy.

•	Having a superior cost analysis by itself can create a competi-
tive advantage, and the company with the best cost accountant 
wins.




