
 

   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

We are often faced with several situations that require us to analyse several 
alternatives in making the best decision. For example, suppose you have just 
opened a restaurant and are thinking of what price to charge for the food and 
drinks at your restaurant. What factors would influence your decision in the 
pricing of food and drinks at your restaurant? Is it the factor of buying raw 
materials, the cost of preparing the food and drinks, advertising costs or 
competitorÊs pricing? 
 
To help you know and understand the factors that influence decision making on 
the pricing of products or services, this topic will discuss two methods of pricing, 
which are the cost plus and target pricing methods. Besides that, relevant costs in 
the decision to accept or reject special orders will also be explained. 
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LEARNING OUTCOMES 

By the end of this topic, you should be able to:

1. Explain the three factors that influence the decision on pricing; 

2.  Evaluate how pricing is made based on cost plus and target 
pricing; and 

3. Apply the relevant cost concepts to make decisions to accept or 
reject special orders. 
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  FACTORS THAT INFLUENCE DECISION ON 
 PRICING 

Suppose you intend to start a selling flowers' business. What are the factors that 
influence the price of flowers at your shop? 
 
Normally the prices of products or services offered are determined by demand 
and supply for the product. Therefore, the pricing decision must be based on 
how the demand and supply is expected to change. There are three factors that 
influence demand and supply: 
 

(a) Customers 
Customers determine the product demand in the market. Therefore, firms 
must set prices from the customers' eyes. If the price is too high, the 
product produced by your firm might not be purchased. Instead, customers 
might choose to buy your competitor's products as a replacement. 

 

(b) Competitors 
Firms must be careful in deciding its marketing strategy and must always 
take into consideration competitors' reactions. This is because the 
replacement product produced by the competitors can replace the firm's 
product and force the firm to reduce its price. While for international trade, 
the decision on pricing might be influenced by the foreign exchange rate. 

 

(c) Cost 
Cost influences price as it will affect supply. Normally, the lower the cost 
involved, the more the quantity offered. For firms selling highly 
competitive products the price is determined by the market, therefore the 
information on cost is very important. 

 
Therefore, all these three factors must be taken into account during pricing. 
 

  
 
 
 
 

11.1 

Visit the following website to obtain additional information on the 
costs related to decision making on pricing. 
 

http://edis.ifas.ufl.edu/FE310 

 

ACTIVITY 10.1 
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  THE ROLE OF COST IN THE DECISION ON 
 PRICING 

Firms must make decisions on pricing for their products wisely. However, there 
are also situations where the organisation does not have the power on pricing 
instead it is determined by the market demand and supply. This usually happens 
when there are many firms that offer similar products in the market. A firm that 
only has a little power or is powerless is known as the "price taker." Usually the 
smaller firms are grouped under this category where they only accept the price 
determined by the larger firms. 
 
Meanwhile, firms that produce different products have the power to determine 
the price of their product.  The price is usually determined based on the product 
cost. Firms that have this power are known as the "price setter." Larger firms are 
usually included in this group. 
 
In the decision making on short-term pricing for price setters, only relevant costs 
must be taken into account. For example, in deciding whether to accept or reject a 
special order, the incremental cost due to the special order must be compared 
with the incremental revenue obtained. If the revenue is more than the cost, it 
will contribute and increase the firm's income. Any decision to accept the special 
order must fulfil the following conditions: 
 
(a) Have enough capacity of all resources in order to fulfil that special order. If 

the resources have been totally used, the opportunity cost for that resource 
must be borne by the income from that special order. 

(b) The price determined in the special order must not influence the product 
selling price in the future and the customer must not hope that the 
transactions at that price to be repeated. 

(c) Special order is accepted as there is spare capacity. 
 
For long-term decisions, the firm can plan its resources, therefore the product or 
service should be charged at the price that covers all the resources and costs 
involved in producing it. The approach used in pricing is base on the incremental 
cost. 
 
Meanwhile for price taker firms, in the short-term, they will accept any business 
transaction if the incremental revenue exceeds the incremental cost. In the long-
term, firms must decide and select the product that is profitable based on the 
price determined by the market. Detailed analysis must be conducted to ensure 
only products that are profitable is produced and sold in the market. 
 

11.2 
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This topic discusses only short-term decisions. 
 

 
 
Then, try the following exercise to test your current understanding.   
 

 
 
 

  PRICING BASED ON THE COST-PLUS 
 METHOD 
 

 
 
This method takes into account the cost involved first before looking at the 
customer and competitor factors. It places the price by asking how much is the 
cost to produce this product, and what price should be charged on the product in 
order to achieve the targeted profit.  
                     
Through this method, the product cost will be predetermined, and then added to 
the required profit to obtain the selling price. 
 
To help you to understand the pricing based on the cost plus method, see 
Example 11.1. 
 
 
 
 

11.3 

Pricing based on cost plus method usually involves determining the 
percentage to be added to the original cost to determine the selling price. 

 EXERCISE 11.1 

List at least three products and services industries in Malaysia. Then, 
list at least five firms involved in each industry. Among these firms, 
who is the price setter and who is the price taker? How did the firms 
become the price setter or price taker?  

ACTIVITY 10.2 

What are the factors that influence decisions on pricing? Explain. 
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Example 1.1 
 
Boleh Sdn Bhd produces a new product which is a face whitening cream named 
salju. The following are the costs involved to produce 10,000 units of salju cream: 
 
     (RM) 
Direct materials per unit 6 
Direct labour per unit 4 
Variable factory overhead per unit 3 
Fixed factory overhead  70,000 
Variable administrative and selling per unit 2 
Fixed administrative and selling   60,000 
 
If the policy of Boleh Sdn Bhd is to determine the price by using the cost plus 
method of 30%, what is the selling price for salju cream? 
 
Answer: 
 
Step 1: Calculate the unit cost of salju cream  
 The unit cost of salju cream is as follows:  
 Direct raw materials RM  6 
 Direct labour RM  4 
 Variable factory overhead  RM  3 
 Fixed factory overhead   
 (RM70,000 / 10,000) RM  7 
 Product cost per unit  RM20 
 
Step 2: Determine the product price by adding the cost with the profit 

required. In this question, the firmÊs policy is to increase 30% from the 
cost to obtain the selling price. 

    RM 
 Unit cost (100%)   20 
 Cost plus (30%)      6 
 Selling price (130%)  26 
 
Based on the calculation above, the selling price for salju cream is RM26 per unit. 
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  BREAKEVEN POINT 

 
Pricing can also be based on target price. 
 

 
 
Therefore, this method is also called the price based costing method. The 
rationale is that the firm must generate revenue to cover all its costs to obtain 
profit. The estimated price is based on the perception of the customer on the 
product value and also the competitors' pricing on their product.  
 
Information from the sales and marketing department that interacts with the 
customers and marketing research on the product characteristics required by 
customers as well as the price they are willing to pay to own these characteristics 
are among the important aspects that must be emphasised. Meanwhile from the 
competitors' aspect, the firm must understand the technology, product, cost and 
competitors' financial situation to help them make a more accurate estimation. 
 
This target pricing method uses information from customers and competitors as 
a base to calculate the estimated selling price. In this calculation, all future 
variable and fixed costs will be taken into account in the long-term. The revenue 
generated must be able to cover these costs. 
 

 
 
 
 
 
 
 
 
 

11.4 

Through the target pricing method, the product price is determined based on 
the price affordable by the customer. 

Suppose you have opened a sports equipment shop and intend to price 
your products based on target pricing method. By researching and 
interviewing several other sports equipment shops, elaborate on the steps 
you will take to determine the pricing at your sports equipment shop.  
 

ACTIVITY 10.3 
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  ILLUSTRATION OF THE USE OF RELEVANT 
 COSTS IN DECIDING TO ACCEPT OR REJECT 
 SPECIAL ORDERS 

Usually the same product will be sold at the same price in the same market. 
However, the selling price can be different when it involves special orders. The 
decision on special orders must consider whether the special order should be 
accepted or rejected. This order will be considered especially when the firm has 
spare capacity. If the incremental cost exceeds incremental revenue, the special 
order should be rejected or vice versa. 
 
Example 11.2 
 
Badang Sdn Bhd (BSB) is the producer of sport shoes in Kajang. In March 2009, 
BSB received a special order from a private school to supply its sports shoes,  
5,000 units at RM14.00 per pair. BSB has the capacity to produce 48,000 pairs of 
shoe per month. In March 2009, only 30,000 pairs could be produced based on 
demand. The selling price is RM20 per pair. The following are the production 
costs per pair of shoe: 
 
Direct raw materials  RM6 
Direct labour RM2 
Variable factory overhead RM4 
Fixed factory overhead RM3 
  RM15 
 
Should BSB accept this special order? 
 
Answer: 
 
The purchase price offered by the private school of RM14 is very low compared 
to the normal selling price of RM20. In addition, it is also much lower than the 
cost to make a pair of shoes. However, this firm has extra capacity. Therefore, it 
might be worthwhile to consider this offer. The fixed factory overhead cost is 
irrelevant because it will continue to exist whether this special order is accepted 
or not. 
 
The relevant costs are: 

Direct materials RM6 
Direct labour RM2 
Variable factory overhead  RM4 
  RM12 

11.5 
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If this special order is accepted, it will contribute to a profit of RM10,000 [(RM14-
RM12) x 5,000 units]. Therefore, this special order should be accepted. 
 
Test your understanding via the following exercise: 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

 EXERCISE 11.2 

Victor Sdn Bhd (VSB) has been offered a special order by a customer to 
sell 1,400 of its product, Toy B at RM3 per unit. VSB normally 
produces 10,000 units of Toy B. However next year, it only intends to 
produce 8,000 units of Toy B. The selling price of Toy B is RM5 per 
unit. The cost per unit of Toy B is as follows: 
 

Direct materials RM0.75 
Direct labour RM0.80 
Variable factory overhead RM0.40 
Fixed factory overhead RM2.00 
    
  RM3.95  

 
If this special order is accepted, no additional fixed cost is required. 
However, the goods delivery department is operating at maximum 
level and requires additional cost of RM1,000 for every 5,000 units 
packed and delivered. 
 
Required: 

(a) Is it wise for VSB to accept this special order? If this special order 
is accepted, how much surplus or shortage will it have on its 
profit?
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 The price of product or service offered is determined by the demand and 
supply for the product or service.  

 A pricing decision must be based on the expected changes in the demand and 
supply.  

Paparana Sdn Bhd(PSB) produces gift bags that are given to seminar 
participants. Its production capacity is 10,000 units per month. The 
current production and current sales is 7,500 units per month at the 
selling price of RM150 per unit. The production information for its 
monthly activities is as follows: 
 
 Variable cost according to units produced 
  Direct materials   RM262,500 
  Direct labour    RM300,000 
 

Variable cost to maintain raw materials and quality control 
that varies according to the number of production batch is 
RM500.  
 
Fixed Cost: 
Material maintenance cost        RM75,000 
Fixed manufacturing cost      RM275,000 
Fixed marketing cost       RM175,000 
Total cost     RM1,087,500 

 
PSB has received a special order for 2,500 units of gift bags at a price 
of RM100 per unit. The acceptance of this special order would not 
affect the monthly production of its business. In its monthly 
production, the bags are produced in a batch size of 50 bags (150 
batch x 50 bags for each batch = 7,500 bags). This special order 
required production to be made in 25 batches of 100 bags per batch. 
 
Should PSB accept this special order?   

 EXERCISE 11.3 
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 The three main factors that influence the demand and supply are customers, 
competitors and cost.  

 Based on these three factors, firms must make decisions on the best pricing 
method for their products.  

 In making short-term decision on  pricing, only relevant cost should be taken 
into account.  

 The pricing based on cost plus method usually involves determining the 
percentage to be added to the original cost to determine the selling price.  

 Pricing can also be made based on target pricing. This method determines the 
product price based on the affordable price by the customers.  

 The incremental cost caused by the special order must be compared with the 
revenue obtained from it and if its revenue exceeds its cost, the order should 
be accepted. 

 

 

Cost plus method 

Price setter 

Price taker 

Special order 

Target pricing method 
 

 
 

 


