
August 20204Pricing Advisor

Ø CONTINUED, next page Ø

Managing Cost Plus Pricing in a Crisis
In a very chaotic world, such as the one in which we current-
ly find ourselves, cost-plus pricing is straight forward. Costing, 
however, can be rather complex, which makes managing dy-
namic cost-plus pricing very tricky. If your main pricing orienta-
tion is cost-based or cost-plus, you should consider the points 
presented here in order to survive current challenges. Stephan 
M. Liozu, Ph.D. is Chief Value Officer at Thales Group (www.
thalesgroup.com), Research Fellow at Case Western Reserve 
University, and Founder of Value Innoruption Advisors (www.
valueinnoruption.com). He has authored nine pricing books and 
is a frequent keynote speaker at industrial and digital confer-
ences. He can be reached at sliozu@gmail.com. 

O
ver the past few years, there 
has been a great deal of dis-
cussion and debate on the 
topic of cost-plus versus val-

ue-based pricing. While cost-plus pric-
ing still gets negative press, some experts 
have made the point that there is a place 
and time for cost-plus pricing. Others, like 
me, argue that it is not a matter of one ver-
sus the other but rather more of a question 
of balance between the 3Cs: customer, 
cost, and competition. I have also pro-
posed that a firm utilizing cost-plus pric-
ing should first improve cost-plus before 
they invest heavily in value-based pricing. 
Value-based pricing requires customer in-
timacy and competitor knowledge which 
do not materialize overnight in a cost-plus 
driven organization. 

All of this makes sense when times are 
good. With the current collapse of demand 
and supply in many industries, it is inev-
itable to anticipate renewed attention on 
cost excellence along profit and cash flow 
management. With prices of commodities 
dropping, material and commodity costs 
should also go down providing short-term 
relief for manufacturers and distributors. It 
is always the silver lining of an economic 
crisis. However, with the good news also 
comes the challenge of managing cost 
reduction and price changes, especially 
when customers have access to the same 
cost information along the value and sup-
ply chain. In a very chaotic world, cost-plus 
pricing is straight forward. Costing, how-
ever, can be rather complex. So, it makes 
managing dynamic cost-plus pricing for 
manufacturing companies very tricky. Cost 
transparency in general is never good 

news when things go south. 
If your main pricing orientation, mean-

ing the primary way you set your prices, is 
cost-based or cost-plus, you should con-
sider the following points:

1) Your costs are going down. Are 
your prices going down? That is the evil 
about cost-plus. You have educated your 
customers on your cost-plus pricing meth-
ods, especially when costs go up. You also 
have turned your salespeople into cost-
plus and commodity driven professionals. 
They are used to thinking in terms of costs 
and exchanging cost information with your 
customers. So, when costs go down, are 
you passing savings to your customers as 
a straight pass-through? If your costs go 
down by 20, 30 or 40%, how far down do 
you adjust your prices? How far do you let 
your salespeople go in price negotiations? 

2) Your costs are based on stan-
dards. Are your cost-plus prices wrong? 
If you run your financial models using stan-
dard costs based on wrong cost estima-
tions due to cost decreases, then your 
prices are wrong. You have two choices: 
1) move to actual costing for a time and 
upload information into your IT systems 
with new cost information; or 2) spend 
hours calculating variance every day, week 
or month and adjust pricing accordingly. 
During times of cost volatility, doing cost-
plus pricing is tough. It is hard to know 
what your true margins are in a dynamic 
way and to also really adjust prices to re-
flect cost savings pass-through.

3) Your costs are wrong. In large com-
panies, different costing systems are uti-
lized, and cost allocation mechanisms are 
not unified. In other companies, there is a 

lack of costing discipline and precision. It 
is, at times, due to the lack of expertise or 
the lack of resources necessary to reach 
cost excellence. Bottom line: if your costs 
are wrong, your prices are wrong, and you 
are giving away margins. Part of the short-
term effort is to either get better at costing 
or move to real costing as soon as possi-
ble. In situations where a business surviv-
al is at risk, it is time to adapt and to think 
day-by-day and week-by-week.

4) Your costs are neither clear nor 
complete. Do you have the right account-
ing systems to price dynamically? Are you 
costing large and complex projects? Costs 
going down is one thing. Costs changing 
dynamically and moving in different direc-
tions requires the proper cost accounting 
systems that can handle this level of cost 
dynamism. Add to this potential intercom-
pany pricing and formula-based pricing 
contracts, and you have chaos on your 
hands if you do pricing manually in Excel. 
Cost accounting software can take you 
halfway. Match this with the proper dynam-
ic pricing software. If not, you are again 
leaving money on the table.

5) Your real material costs are chang-
ing every hour. Are you ready to reprice 
every hour? Most manufacturing compa-
nies update their price lists once a quar-
ter at best. Most of them do that once or 
twice per year. When costs of commodi-
ties change every hour or every day, you 
might need to separate what is material 
cost versus what is processing and added-
value. The result is dynamic pricing fluc-
tuating with raw material costs combined 
with value-based pricing for your higher 
value activities. Without this, you are giv-
ing away the farm.

6) Your sales force might know your 
costs. Are they communicating too much 
information? You often hear the expres-
sion “Ok, I will give it to you at cost.” This 
is a trap that most buyers want you to fall 
into. They want more information on your 
cost so that they can predict your cost-
plus pricing and request the proper dis-
counts. Are your sellers trained not to dis-
cuss cost in front of customers? Have you 
trained them in managing price conces-
sions and discounting in the context of a 
global depression? This is typically an area 
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that is not covered in pricing. We train lots 
of people regarding implementing a pric-
ing increase. We do not do the same on 
managing a price decrease.

7) Your formula-based pricing is 
driving your pricing down. Formula-
based pricing is a particularly good cost-
based method if you want to avoid dis-
cussing pricing all the time. Once loaded 
in the proper ERP system, it applies pric-
ing changes based on cost changes. Of 
course, you can make serious mistakes in 
your contracts when you define the for-
mula. Are you including floor and ceilings? 
What happens if prices turn negative as 
we recently saw with oil prices? Have you 
thought of force majeure and exit clauses? 
Now is the time to revisit all your contracts 
using formula-based pricing and make 
sure they include all the above.

8) Your offers now include software 
and data. Most manufacturing companies 
are good at costing products and parts. 
They are not always exceptionally good at 
costing what is more intangible and de-
materialized. That includes data, software, 

apps, and some services. Applying cost-
plus to what might be extremely low cost 
for the manufacturer but high value to the 
customer is giving away great value for 
nothing. These costs are folded into the 
product costs and these items are giv-
en away for free. If an app costs $1,000 
to produce and generates $10,000 of av-
erage customer value, how do you price 

it? Cost-plus pricing might lead to a price 
at $1,400 to $1,600. Value-based pric-
ing would price it at $5,000 (50/50 rule).

The current crisis presents a good op-
portunity to think about how your pricing 
is managed and start improving on your 
pricing discipline. I am not saying that it is 
the right time to deploy value-based pric-
ing when you have done cost-plus pricing 

for the past decade or more. I am saying it 
is the right time to think about these points 
and to move from chaotic and manual cost-
plus pricing to a more data-driven and dy-
namic cost-plus pricing system. It is also 
the right time to invest in the proper pric-
ing system to avoid pricing mistakes and 
delays and to match dynamic costs with 
dynamic prices.

Eventually, having discussions about 
the value of services, software, and very 
differentiated offerings is going to be a 
good idea. Right now, when you are in 
a fire fight, start paying attention to your 
costs and adapt your pricing quickly. 
Change the business rules and put safe-
guards in place. Be bold, join the pricing 
revolution. v

The current crisis presents a good opportunity to think about how 
your pricing is managed and start improving on your pricing 
discipline.
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Pricing Transformation: 

Decision Making Required, 

Software Optional

Pricing transformations are a big topic in the business 

world, but many companies do not understand how to 

bring such a transformation into fruition. In this article, 

the author explores the key cultural and organization-

al changes required to implement meaningful pricing 

change. Tim J. Smith, PhD is the founder and CEO of 

Wiglaf Pricing, adjunct professor at DePaul Universi-

ty, and Academic Advisor for the Certified Pricing Pro-

fessional designation. His most recent book is Pricing 

Done Right:  The Pricing Framework Proven Success-

ful by the World’s Most Profitable Companies (Bloom-

berg Financial, 2016). He can be reached at tsmith@

wiglafpricing.com.
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P
ricing transformations are a 

hot topic. People have been 

preaching to CEOs, CFOs, 

CMOs, and CCOs for years 

that a 1% improvement in price can 

lead to 8 to 13% improvement in prof-

its. Even better, experience has shown 

that 1% improvement is a low-estimate 

of the expected outcome of a pricing 

transformation. Pricing transforma-

tion efforts routinely deliver two ad-

ditional margin points, and have been 

observed to deliver an additional 9% 

to margins. But where is the origin of 

these improvements, and how do com-

panies get this improvement?

Pricing Transformation is a Trans-

formation in Decision Making

At its core, pricing transformations 

is about transforming how organiza-

tions make decisions regarding pric-

ing. It is a transformation of the pro-

cesses used in pricing, the people 

engaged in pricing decisions, the in-

formation applied to pricing decisions, 

and the goals of those pricing deci-

sions. It is an organizational structur-

al change to align with the corporate 

strategy and goals.

A wide variety of coordinated profit-

focused decisions are required to drive 

a strong pricing transformation. These 

profit-oriented decisions will coordi-

nate list prices, target prices, commer-

cial policy, tactical price management, 

and sales-incentives towards more ac-

curate pricing.
It isn’t a single decision nor single 

process that delivers the improve-

ment, but rather the coordinated ef-

fort across many decision points, pro-

cesses, and routines to ensure pricing 
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