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FOR THE LIFE OF YOUR BUSINESS

PRICING FOR MANUFACTURERS

PRICING GUIDELINES

When your company produces and sells a product, the price you charge will have a direct effect on the
success of your business. Though pricing strategy and computations can be complex, the basic rules of
pricing are straightforward.

1. Prices must cover all costs. See SCORE Brief 4.05, Profit and Loss (P&L) Statement.

2. The most effective way to retain or improve the profit margin is to reduce fixed and variable costs,
and adjust price as necessary.

3. Prices may need to be increased or decreased to assure that they reflect changes of costs, market
demand, and competition.

4. Competitive prices must be established to assure sales. Benchmark pricing against your competitors,
but price to sell. Pricing of some products may be lower than cost (known as a loss leader) to create
demand for products that can be priced at the desired profit margin.

5. Product utility, longevity, maintenance, and end use must be judged continually, and target prices
adjusted accordingly.

6. Prices must be set to preserve order in the marketplace. If you raise your prices because you want a
higher profit or a bigger marketing budget, but the competition doesn’t follow suit, your price will not
be consistent with the market.

THE RELATIONSHIP BETWEEN PRICES AND COST

Before you can set a price for your product you have to determine the costs of running your business.
Revenue from the sale of your products and services must cover all of your expenses, no matter how or
why they are incurred. If the prices you set for your products and services do not cover all your costs,
you will have a negative cash flow and have to infuse cash into the business until your resources are
depleted and your business fails. See SCORE Brief 4.09, Cash Flow Projections.

How much does it cost to run your business? You must add fixed costs (such as property/equipment
leases, loan repayments, management cost, and depreciation) to the variable costs of raw material,
inventory, utilities, and labor. See Score Brief 4.07, Balance Sheet.

You must also take into account other costs such as damaged goods and handling of returns, and
desired profits to arrive at an initial price for your products and services. However, the most important
aspect of cost versus price is that ultimately the market determines the price you may charge. Bottom
line, successful pricing must be between your cost/breakeven point and the maximum price the market
will allow. See SCORE Brief 4.13, Breakeven Sales.

PRICING METHODS

COST PLUS PRICING COMPETITIVE PRICING
DEMAND PRICING MARKUP PRICING
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Many manufactures use cost-plus pricing. The key to employing cost-plus pricing effectively is ensuring
that the “plus” figure not only covers all overhead, but generates the desired percentage of profit as well.
The following sample calculation should help you grasp the concept of cost plus pricing.

1
Formula for cost plus

Cost of materials $ 50.00
Cost of labor $ 30.00
Overhead (allocated/unit) $40.00
Total costs $120.00
Desired profit (20% on sales) * $ 30.00
Required sales price $ 150.00

To calculate the desired 20% profit on sales, simply divide total the costs by the difference between the
desired profit (20%) and 1. (1-. 2=. 8) $120 /. 8= $150, the selling price.

Pricing a product

To price products, you need to be familiar with pricing structures, especially the difference between
margin, markup and break-even. As mentioned already, every product should be priced to cover its
production costs, packaging, freight charges, a proportionate share of overhead ( fixed and variable
operating expenses), and a reasonable profit. Such factors as unpredictable insurance expense, thefft,
shifts in wholesale or raw material costs, freight expenses, and sales or discounts will all affect final
pricing.

Margin

Margin, also referred to as gross margin, is the difference between your total sales and the cost of sales.
It can be expressed as a percentage or a dollar amount. As a percentage, the GP margin is always stated
as a percentage of net sales. It represents a percentage of the seller’s price.

(Total sales-Cost of sales) / Net sales = Gross profit margin %.
$5,000-$3,000 = $2,000 = .4 = 40 percent
$5,000 $5,000

Markup
Markup represents a percentage of the sellers’ costs. It is expressed as follows:

(Total sales — Cost of sales) / Cost of sales = Markup %.
$5.000 - $3,000 = $2,000 = .66 = 66 percent market.
$3,000 $3,000

Breakeven

Breakeven analysis is a method that indicates when revenues equal total cost. Your break-even point
represents the point at which you neither make nor lose money in producing your product. It is expressed
as follows:

Breakeven sales = (Fixed cost x Unit selling price)
(Unit selling price- Unit variable cost)

It is highly recommend that you get advice from your SCORE counselor or go to the library or search the
internet (Google “Pricing”) to get as much information as possible on pricing. Pricing is not easy and can
be very confusing if you are not familiar with pricing concepts and structure.

Just remember, with any business that you start, the key to pricing is to find the price that (1) Customers
are willing to pay, (2) is competitive in the marketplace, and (3) will produce the desired profit for your
business.
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Do not forget a very important rule: “Cash is King”.
If you would like to request a Cincinnati SCORE counselor please click here.

Disclaimer

The information contained in these briefs is for general information only. While we endeavor to
keep the information up to date and correct, we make no representations or warranties of any
kind, express or implied, about the completeness, accuracy, reliability, suitability or availability
with respect to the information, products, services, or related graphics contained in the briefs
Through these briefs you may be able to link to other websites which are not under the control of
SCORE therefore the inclusion of any links does not necessarily imply a recommendation or
endorse the views expressed within them. Any reference from SCORE to a specific commercial
product, process or service does not constitute or imply an endorsement by SCORE, SBA,
SCORE Chapter 34, SCORE Chapter 107, or the United States Government of the product,
process, or service or its producer or provider.

©2017 Greater Cincinnati SCORE, Brief Number 7.02, Revised 11/2017 30f3



