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Price-Led Costing: The Wave of the Future

Cost-Plus Pricing’s Epitaph
If one were to lay the two methods of 
pricing side-by-side, it would look like 
this:

Cost-Plus Pricing
ProductàCostàPriceàValue 
àCustomers

Price-Led Costing
CustomersàValueàPriceàCost 
àProduct

Notice how price-led costing turns the 
order of cost-plus pricing inside-out by 
starting with the ultimate arbiter of val-
ue—the customer. Goods and services 
do not magically become more valuable 
as they move through the factory and 
have costs allocated to them by accoun-
tants. 

The costs do not determine the price, 
let alone the value. It is precisely the 
opposite — the price determines the 
costs that can be profitably invested 
into making a product desirable for the 
customer at an acceptable profit for the 
seller. This subtle reordering of the val-
ue/manufacturing chain has a dramatic 
impact on value, price, and profit, as the 
following story illustrates.

A Tale of Two Automobiles
U.S. soldiers stationed in Europe dur-
ing World War II were attracted to the 
sporty British MG car. After the war, 
General Motors took a calculated risk 
designing and then manufacturing the 
Chevrolet Corvette, introduced in 1953, 
utilizing the DuPont return on invest-
ment (ROI) formula to derive a price of 
$3,490. 

As the Corvette was experiencing suc-
cess, a competing automobile company 
took note — particularly one executive 
looking for his next big hit. When Lee 
Iacocca developed the Ford Mustang, he 
chose to reverse the order of the usual 
car-making pricing. Rather than giving 
his engineers carte blanche to develop a 
sports car and then marking up the re-
sulting costs to arrive at a price — as 
GM did — he solicited the opinions of 
potential customers as to what features 
they would want in a sports car, and 
what price they thought they would be 
willing to pay. 

Knowing people liked the Corvette, but 
thought it was too expensive at $3,490, 
Iacocca wanted the price to be low 
enough to entice the potential sports car 
enthusiast. He then went to his engineers 
and asked if they 
could manufacture 
a sports car with 
the desired fea-
tures, and sell it at 
a price of no more 
than $2,500, while 
still turning an ac-
ceptable profit.

Thus constrained 
by the final price, 
the engineers were 
forced to manu-
facture the car at 
an acceptable cost. They built the Mus-
tang on the Falcon’s chassis. In the first 
two years it generated net profits of $1.1 
billion (in 1964 dollars), far in excess of 
what GM had made on the Corvette. 

The average customer was spending an-
other $1,000 on options; and while Ford 
projected that 75,000 units would be 
sold in the first year, the 418,812th Mus-
tang was sold on April 16, 1965, only 
13 months after the first rolled off the 
assembly line. By comparison, the Cor-
vette reached 1 million in sales in July 
1992.

From an engineering perspective, the 
Mustang was mediocre; from a market-
ing and profitability perspective, it was 
one of the most successful cars in auto-
motive history. 

This led Iacocca to remark: “I’m gener-
ally seen as the father of the Mustang, 
although, as with any success, there were 
plenty of people willing to take the cred-
it. A stranger asking around Dearborn 
for people who were connected with the 
Edsel would be like old Diogenes with 
his lantern searching for an honest man. 
On the other hand, so many people have 
claimed to be the father of the Mustang 
that I wouldn’t want to be seen in public 
with the mother!”

There is a long history of companies 
that became obsessively focused on cost 
at the expense of providing a product or 

service of value to 
the customer. The 
fact is, you can 
make a pizza so 
cheap that no one 
is willing to eat it. 

This is not to im-
ply that a firm’s 
internal costs are 
irrelevant, to the 
pricing decision, 
for they are cer-
tainly not. It is 
the order of those 

costs that is important. The profit-op-
timizing firm will only invest in those 
costs that can be recouped through the 
value delivered to the customer, not the 
other way around.

Many companies rely on cost account-

ing; though it is historical, riddled 

with allocation problems and doesn’t 

help in understanding value. Accord-

ing to author Ron Baker, industry 

leaders like Toyota are forging ahead 

with a more effective approach: 

price-led costing. Ron (ron@verasage.

com) is the founder of VeraSage, an 

innovative think tank serving profes-

sional service firms. The following 

excerpt is from his book Pricing on 

Purpose.

“So many people have 
claimed to be the father 
of the Mustang that 
I wouldn’t want to be 
seen in public with the 
mother!”

— Lee Iacocca
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In other words, the company explicitly 
understands that its price determines its 
costs, and does not let its costs dictate its 
price. You must do your cost accounting 
BEFORE providing the service (what 
Toyota calls Target Costing). Historical 
costs don’t matter, it’s only future costs 
that count.

Wisdom Is Timeless
Henry Ford of the Ford Motor 
Company understood price-led 
costing, recognizing that no cost 
is truly fixed and that value drives 
price. While price may be taught 
in business schools as the last of 
the four Ps of marketing, Ford 
knew value had to be understood 
first, as demonstrated in his au-
tobiography, My Life and Work 
(1922). It is worth quoting for the 
historical lessons it teaches. 

Our policy is to reduce the price, 
extend the operations, and im-
prove the article. You will notice 
that the reduction of price comes 
first. We have never considered 
any costs as fixed. Therefore we 
first reduce the price to the point 
where we believe more sales will 
result. Then we go ahead and try 
to make the prices. We do not 
bother about the costs. The new 
price forces the costs down. 

The more usual way is to take 
the costs and then determine the 
price; and although that method may 
be scientific in the narrow sense, it is 
not scientific in the broad sense, because 
what earthly use is it to know the cost 
if it tells you that you cannot manufac-
ture at a price at which the article can be 
sold?

The Almighty  
Hourly Rate
Let us analyze how the standard hourly 
rate in professional knowledge firms is 
calculated, since it is no different from 
cost-plus pricing in any other industry:

Hourly Rate = Overhead + Desired Net 
Income ÷ Expected Billable Hours

The first fact to note in the above equa-
tion is not cost accounting, it is profit 
forecasting. There is no cost accounting 
theory that allocates desired profit — or 
a return on investment — among its 
costs. Hence, the more relevant ques-
tion firms need to be asking is not “Did 

we make money on this customer,” 
but rather, “Did we optimize the prof-
it from this customer?” The equation 
— or cost accounting or ABC — cannot 
answer this more relevant question, no 
matter how accurate it is.

When you reward people for billable 
hours, you get billable hours, even if 
those hours logged on the time sheet are 
outright lies or are worthless in terms 
of creating results for the customer. You 
also create an incentive measurement 
that will verify C. Northcote Parkinson’s 
Law: “Work expands to fill the time 
available.” 

Pricing takes place in a world of risk 
and uncertainty, and sometimes the 
costs cannot be known in advance. Ac-
tuaries have to price the risk for natu-
ral disasters long before they know how 
much the damages inflicted are going 
to cost, let alone any profit left over. No 
one would purchase insurance under a 
cost-plus formula, priced in arrears.

The Price-Led  
Costing Revolution
The lesson being taught by Hen-
ry Ford, Toyota, and Lee Iacocca 
with the Mustang, is that a com-
pany needs to start with value, 
then determine price, which fi-
nally dictates the costs that can 
be profitably incurred to produce 
a good or service desired by cus-
tomers. 

As Henry Ford pointed out, no 
one knows what a cost should be. 
Yet cost accounting has held he-
gemony for far too long over the 
pricing strategies of businesses 
everywhere, embedding the con-
ventional wisdom that costs deter-
mine price. Cost accounting, and 
its more modern cousin, activity-
based costing, does not deserve to 
be the apotheosis of pricing, let 
alone running a business.

In a PKF, your costs are fixed, so 
cost-accounting is a fairly simple 
function. We prefer conducting 

After Action Reviews, which can include 
a back-of-the-envelope check on your up-
front cost accounting. What’s important 
in a PKF — unlike Henry Ford’s facto-
ries — is learning, knowledge dissemina-
tion, effectiveness and value creation. 

But who is in charge of value? Who in 
the firm is keeping the focus on the out-
side in an attempt to understand and 
continuously enhance value for custom-
ers? Perhaps it is time to create a Chief 
Value Officer.

The lesson being taught by ... Lee 
Iacocca with the Mustang, is that 
a company needs to start with 
value, then determine price, which 
finally dictates the costs that can 
be profitably incurred to produce 
a good or service desired by 
customers. 




