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PROBLEMS OF SETTING THE PRICING POLICY
OF AN ENTERPRISE

Abstract: The issue of setting the pricing policy is very complex and very often it is highly
difficult to definitively set the level of prices. No single universal solution can be put forward
here because each case requires an individual approach and consideration of many factors.
The policy of price setting requires a continuous co-operation of the sales and marketing and
financial departments. Considerations in this area should be made continuously and from a
wide perspective.
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1. Introduction

Corporate management entails continuous optimisation of revenues and costs with
the purpose of enhancing the profitability of the business operation. The sales prices
of products and goods are factors that most substantially affect the financial result of
the business.' Setting the right level of prices is one of the most difficult tasks of the
Sales and Marketing Departments and Managers. To deliver this objective a set of
factors that affect the final decision in this area must be analysed. The article presents
selected comments on the issue.

2. Price setting — marketing aspects

Contrary to other marketing tools the price is the only instrument to directly generate
the company’s revenues. Its setting also features the highest elasticity. The reason is
that — contrary to the product features or selected distribution or promotion solutions
— it can be modified relatively fast. However, its level is determined by the price
sensitiveness of customers. In practice there are many factors that determine this
sensitiveness. One of the most important are the following effects [4, p. 187]:

— unique value,

— customer awareness of substitutes,

! Further in the article the considerations will refer to the “product” only (ready-made products,
service); however, numerous issues discussed also concern goods.
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— difficulty in comparing the quality of substitutes,
— total expenses,

— broken-down expenses,

— final use,

— lost money,

—  stock,

— quality-price relationship.

The more unique (individualised) a given product is, the less aware of the
availability and quality of substitute products the customers are, the smaller the share
of a given product in their basket of goods is, the higher the share of transaction costs
borne by other market entities, the lower the expense taken to buy the final goods in
relation to the total purchase-sales cost, the less price-sensitive buyers tend to be.
Customers are also less sensitive to the prices of complementary and perishable
products. Finally they react easily to the price hikes of products which in their
awareness are high-quality products. These are often brand products perceived as
more exclusive.

The choice of a given price level is also determined by the enterprise’s objective
of its business operation. This can be survival, maximising the current profit or
revenue, maximising sales increase, aspiring for the highest quality product or
skimming. Obviously the price ceiling is determined by the market demand and the
price floor is determined by the enterprise’s costs. In addition, the final price setting
must take into account the competitive pricing. With this aspect in mind it should be
underlined that the competition-oriented pricing policy of an enterprise can reflect
the use of one of the following strategies [1, p. 250]:

— elimination of competitors,

— preventive price setting,

— price setting based on the competitive pricing policy,
— avoidance of competitors.

The use of the strategies of eliminating competitors and preventive price setting
is possible if an enterprise enjoys a strong market position. The cost advantage
justifies their use. The strategy of preventive price setting can be used in the initial
stages of the product life cycle. Its primary objective is to discourage potential
competitors from taking action in the market of a specific product. The primary
objective of the strategy of eliminating competitors is to remove from the market
those competitors that are not in a position to achieve a specific level of accumulated
production volume. This is why the strategy is typical for the final stage of the product
life cycle. However, if an enterprise does not enjoy the leader position it can only
watch the competition’s actions and make relevant decisions in response. Generally
it is believed that prices should oscillate around the price level of the key competitor
or market leader rather than around the industry average. The avoidance of competitors
strategy occurs when an enterprise seeks a market segment that is not penetrated by
the key competitors.
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The price level of a given product is also closely related to its quality and the
quality of competitive products (Table 1).

Table 1. Strategies of product price and its quality

Product Price

quality high medium low
High 1. Strategy of premium value | 2. Strategy of high value 3. Strategy of super value
Medium | 4. Strategy of overcharge 5. Strategy of mid value 6. Strategy of good value
Low 7. Strategy of rip-off 8. Strategy of false economy | 9. Strategy of economy

Source: [3, p. 449].

If there are enterprises in the market that use different strategies, i.e. the highest
quality strategy, the medium value strategy and the economy strategy accordingly,
then all of them can co-exist so long as there are three groups of buyers, i.e. those
that stress the price, the quality and those that consider both these features. The use
of this pricing strategy shows a given division of the market and avoidance of
competitors in a specific segment. Enterprises that use the strategy of the high value,
good value and super value attack enterprises that use the strategies of the premium
quality, medium value and economy accordingly. Their objective is to offer a product
with quality comparable to a product perceived in the market as a premium quality
one at a lower price, though. The overcharge, rip-off and false economy strategies
consist in setting the product price at a level much higher than the offered quality.
The use of this strategy is risky because customers may feel being “cheated”.
Consequently, customers are very likely to spread the bad word about the company
and its products. Enterprises that aspire for existence and market development should
definitely avoid this strategy group. However, it can be beneficial for enterprises
which want to seize market opportunities and resultant current profit maximisation.

As pointed out above the use of an appropriate strategy is dependent on the
relevant product life cycle. This is illustrated in Table 2.

Table 2. Pricing strategies and product life cycles

Price during Price during the product market launch
market maturity low high
Low low prices strategy skimming strategy
High penetration strategy high prices strategy

Source: [1, p. 249].

The low price strategy is determined by the relatively high market volume. Its
success depends on the economies of scale. Then the price is set at the level accepted
by a wide circle of buyers. However, its relative low level requires the elimination of
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extra services costs. The penetration strategy consists in entering the market with a
low product price and stimulating high demand through intensive promotion actions.
Its success lies, on the one hand, in discouraging competitors, and, on the other, in
stimulating demand that will result in the increased capacity of a given market. The
delivery of these objectives will let the enterprise gradually increase the price. Its
increase, however, is accepted by buyers provided that the appropriate promotion
measures are continued. The increase in the quantity of produced and sold products
results in the reduction of unit production costs and in the increase of revenue, which
should cover the costs born in the initial stages of the product sales. The high prices
strategy is possible only when either customers are not price sensitive or when the
enterprise enjoys essential entry barriers, e.g. product patent protection, customer
loyalty or high market entry costs. Even though the enterprise does not benefit from
the economies of scale high prices compensate high production and distribution
costs. The high prices strategy can be used primarily for high quality products, very
often luxury ones. The skimming strategy should initially be targeted at the early
minority segment that is open to novelties and ready to pay a high price. Intensive
promotion measures run concurrently should lead to increased demand, which in
turn makes gradual price reduction possible.

3. Price setting — financial aspects

In theory the price should cover total costs related to the production and sales of
products. In addition, it should help the enterprise achieve the budgeted profit margin.
This condition should be met for any single assortment.? However, there are situations
when sales price below costs is acceptable. A variable unit cost is assumed as the
price floor [6, p. 74] because every price surplus over a variable cost (the so-called
contribution margin) results in at least partial coverage of fixed costs that are born
regardless of the production and sales volume. The sales price below this value in
turn aggravates the losses as the turnover volume increases. This solution is
appropriate for free production capacity utilisation and lack of extra fixed costs.
When this assumption is not met a variable cost increased by extra fixed costs (or
losses at contribution margin due to limiting the current production) calculated as the
unit of the new assortment item is taken as floor price. The sales price surplus over
variable costs in relation to the sales price (this is a unit contribution margin rate) can
then be used to maximise the total profit margin because the choice of the highest
rate products contributes to the higher sales results [6, p. 75]. However, one should
bear in mind here the market limitations from demand and the competition.’
Further to the above comments an enterprise may sometimes be not in a position
to achieve a positive profit margin on all its products and the sales price covers only

2 For price setting formula “costs plus” see e.g. [5, p. 110].
3 Further information on cost calculation see e.g.: [2, p. 472].
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aportion of the costs. At the same time limiting the production through the elimination
of low-profitability or deficit assortments is not possible and may aggravate the
situation. This concerns inter alia enterprises that operate in the so-called continuous
system, e.g. steel mines.

Example 1

Enterprise Beta produces 20 products in the continuous system (Table 3). They
feature different profitability. Variable and fixed costs were set following the above
procedures. Columns from 2 to 6 present data concerning sales prices, unit variable,
fixed costs, and relevant profit margins. The subsequent two columns present the
production volume (for the example simplification purposes they are at the same
time the sales volume) and the total profit margin for particular assortments
accordingly. Columns 9 and 10 present unit and total weights for particular products.
Columns 11-13 are auxiliary and present total variable, fixed costs, and revenues
across the assortments. The final line is the total of all the presented items.

Further to the calculations products W1 to W5 are deficit ones (the reason are
higher fixed costs in relation to the other products). The total margin on all the
assortments is 11,131. If we evaluate profitability on the basis of the total costs in an
enterprise a decision to discontinue the production of W1 to W5 should be made.
However, the decision would be wrong because fixed costs related to these products
could practically never be reduced to 0 and very often remain at the same level. The
situation is presented in Table 4.

Following the decision W1 to W5 have been discontinued from the production.
At the same time an assumption is made that the production of the other assortments
is not increased. This is very often determined by limited demand for profitable
products. Even though the table shows the same margin value of 11,431 under the
total value this results from simplifications taken in the example, i.e. fixed costs
related to W1 to W5 were not ascribed to the fixed costs of the other products. They
should then be deducted from the margin value (because they are still there) and
increase the fixed costs of the other products by the same value. In this case the sales
result for continued products will be 11,431-4,051 (fixed costs W1 to W5) = 7,380.
As we can see, the sales result is much lower than in the original version.

It should be borne in mind that the method of accounting for fixed costs in an
enterprise can be wrong and yield wrong information. Consequently a wrong decision
about the price level for a given assortment can be taken. The profit margin should
be maximised through the optimisation of the sales of products with the highest
contribution margin. The presented cases had a contribution margin set at a fixed
level as 50% of the sales price for all the products. It can be set in enterprises at
different levels dependent on the assortment.

In the case of a negative contribution margin on selected assortments and
simultaneous impossibility of their price increase it is often suggested that these be
withdrawn from the production and sales.
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The overall demand for products is often limited to a given level and an enterprise
cannot manufacture only profitable products and keep the same production volume
expressed in e.g. tons at the same time. In addition, quite often the customer will buy
a non-profitable product and other profitable assortments at the same time. The
‘lesser evil’ is to reduce efficiency. However, this also increases the total cost of the
other assortments, which in turn will result in the non-profitability of the currently
profitable assortments. One possible solution is to sell “packages” of products to a
given customer. Should a negative contribution margin occur the profitability of the
transaction should be analysed very thoroughly. The reason is that substantial volume
on such an assortment may result in considerable losses.

Example 2
Customer Alfa buys 5 different products from enterprise Beta. They feature
different profitability presented in Table 5.

Table 5. Selected data on sales prices, costs and sales volume of products made at enterprise Beta
and sold to enterprise Alfa

. o . . Unit margin
Product | Price E;lizl; Coil;:rt;;lon FlX:gsltmlt after totil Quantity n;r;rtgailn
costs
W1 1.00 1.05 —0.05 0.25 -0.30 1,000 =300
W2 1.20 1.05 0.15 0.29 -0.14 1,000 —-138
w3 1.50 1.10 0.40 0.35 0.05 2,000 110
w4 2.30 1.30 1.00 0.46 0.54 2,000 1,080
W5 2.60 1.40 1.20 0.49 0.71 1,500 1,059
Total 1,811

Source: author’s elaboration.

Products W1 and W2 are deficit ones. In addition, product W1 has a negative
contribution margin. However, the total margin on customer Alfa is positive and
equals 1,811 and the profitability calculated as a relation of the total margin to sales
revenues equals 13.2%.

4. Example of the pricing policy of an enterprise

The enterprise should define principles of price setting for particular assortments
taking into account the above-mentioned and other factors to be considered when
setting the price level. A factoring scenario can be used as an example here. The cost
of such a funding source is usually higher than the overdraft, which consequently
reduces the sales margin. Another example involves the customer’s notorious overdue
settlement of payments. In this case — for the sake of a good relationship with the
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customer — penalty interests are charged and then annulled. The cost of funding such
overdue invoices also depletes the margin. There are many such aspects and each
case requires a tailored approach. At the same time it is advisable that certain standing
procedures be in place and put into action when required.

Example 3

Enterprise Beta set the prices of particular products following the financial and
marketing data. The data are enclosed in the attachment to the pricing policy. After
considering any available discounts the sales price must not be lower than the variable
unit cost. The approval of the sales price below the total cost lies with the Sales
Director.

Basic discount

Basic discount is dependent on the previous year’s turnover and the quality of
the relationship. Maximum discount values are shown in Table 6. They are approved
by the Sales Director.

Table 6. Maximum discount values dependent on turnover

Last year’s turnover (zlotys) Discount (%)
up to 50,000 uptoS
50,001-100,000 up to 6
100,001-200,000 up to 7
200,001-300,000 up to 8
300,001-500,000 up to 10
500,001-1,000,000 up to 11
1,000,001-2,000,000 up to 12
Over 2,000,000 upto 13

Source: author’s elaboration.

Apart from the turnover the following factors also affect the discount value:

— history of timely settlement of accounts payable,

— loyalty to enterprise Beta,

— structure of settlements for the past year (cash, transfers, factoring, bill of
exchange).
For new customers the basic discount must not exceed 6%.

Additional discounts

a) for enterprises selling to chains another 2% discount can be approved following
the Sales Director’s prior approval;

b) sales prices can be tailored for selected assortments for a given customer
following the Sales Director’s and Management Board Member’s prior approval.
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The approved prices must assure the profitability of sales to a given customer. The
setting of such prices can be justified by e.g. a high volume of the other assortments,
signing a substantial contract, depleting stock levels, assuring the continuity of
production and sales, etc.

Seasonal discount
From 1.01.200X to 31.03.200X a 5% post-seasonal discount is introduced.
Discount for cash payment

The discount is 2% (for a standard 60-day payment term).

Seasonal discounts and cash payment discounts can only be applied for customers
with a healthy history of past payments.

The pricing policy is subject to the approval of the enterprise’s Management
Board at the beginning of a given period. Its execution is then monitored by the
Financial Director who presents the results of his/her control to the President of the
Management Board in a list of margins for particular products (assortments) and
customers. Following this a decision is made about setting the pricing policy for the
subsequent periods.
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PROBLEMY KSZTALTOWANIA POLITYKI CENOWEJ
PRZEDSIEBIORSTWA

Streszczenie: Zarzadzanie przedsigbiorstwem wiaze si¢ z koniecznoscia ciaglej optymaliza-
¢cji przychodow i kosztow w celu zwigkszania rentownosci dziatalnosci. Do najistotniejszych
elementow ksztattujacych wynik finansowy jednostki naleza ceny sprzedazy produktow oraz
towardéw. Prawidtowe ustalenie poziomu cen wymaga przeanalizowania réznych elementow
majacych wplyw na decyzje przedsigbiorcy odnosnie do ich wysokosci. W artykule zawarto
wybrane uwagi na ten temat.
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