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Pricing Basis- Marginal Cost or Not

Managers must consider the following factors when making pricing decisions:

1. Customers.  Will a price increase drive a customer to a competitor or to an alternative product. (The increase in the price of glass caused customers to switch to aluminum cans.)
2. Competitors.  If your competitors are reducing prices, you may have no choice but to reduce your own prices in the short-run.  A business can only raise prices at will if there is no effective competition.
3. Costs. In the short-run, a company may be forced to reduce prices, possibly below costs to produce the product.  Over the long-run, prices should be adequate to cover costs and provide an adequate profit, or the product should possibly be discontinued. (Of course, a product may be sold at a loss if its presence helps sell other profitable products.) In addition, a study of cost behavior may show that reducing prices will generate additional volume.  Unit costs may decline with increased production if the cost structure includes substantial fixed costs and you have unused capacity.
In a highly competitive market, a company must accept the price level that is dictated by the market. The company focuses on reducing costs to increase profitability, or eliminating the products that cannot be produced and sold profitability.

In a less competitive market, a company has some leeway in setting prices.  The decision is based on what the customer is willing to pay.  

In a special order situation (one-time, short-run, incremental sales), a company may be willing to accept a lower price provided it covers incremental production and distribution costs and provides some contribution to fixed costs.  With this type of analysis, the company needs to pay close attention to the time frame.  If the company continuously sets it prices based on variable costs only, it will price itself right out of business.  Over the longer term, a company must cover all costs in order to stay in business.  A direct costing or variable costing model can be very helpful in the short-run, but devastating in the long-run.

