
 

 

3 
Pricing Decisions 

Question 1 
Explain Skimming pricing strategy.      (4 Marks)(Nov, 2004) 

Answer 
Skimming pricing:  

It is a policy where the prices are kept high during the early period of a product’s existence. 
This can be synchronised with high promotional expenditure and in the latter years the prices 
can be gradually reduced. The reasons for following such a policy are as follows: 

(1) The demand is likely to be inelastic in the earlier stages till the product is established in 
the market. 

(2) The gradual reduction in price in the latter years will tend to increase the sales. 

(3) This method is preferred in the beginning because in the initial periods when the demand 
for the product is not known the price covers the initial cost of production. 

(4) High initial capital outlays needed for manufacture, results in high cost of production. In 
addition to this, the producer has to incur huge promotional activities resulting in 
increased costs. High initial prices will be able to finance the cost of production 
particularly when uncertainties block the usual sources of capital.  

Question 2 
How Pareto analysis is helpful in pricing of product in the case of firm dealing with multi-
products?         (4 Marks)(Nov, 2005) 

Answer 

In the case of firm dealing with multi products, it would not be possible for it to analyse price-
volume relationship for all of them.  Pareto Analysis is used for analysing the firm’s estimated 
sales revenue from various products and it might indicate that approximately 80% of its total 
sales revenue is earned from about 20% of its products.  Such analysis helps the top 
management to delegate the pricing decision for approximately 80% of its product to the lower 
level of management, thus freeing them to concentrate on the pricing decisions for products 
approximately 20% of which is essential for the company’s survival.  Thus, a firm can adopt 
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more sophisticated pricing methods for small proportion of products that jointly account for 
80% of total sales revenue.  For the remaining 80% products, which account for 20% of the 
total sales value the firm may use cost based pricing method.  

Question 3 
An organisation manufactures a product, particulars of which are detailed below: 

Annual Production (Units) 20,000 

Cost per annum (` )  

 Material 50,000 

 Other variable cost 60,000 

 Fixed cost    40,000 

Apportioned Investment (` ) 1,50,000 
Determine the unit selling price under two strategies mentioned below.  Assume that the 
organisation’s Tax rate is 40%― 

(a) 20% return on investment. 

(b) 6% profit on list sales, when trade discount is 40%.   (11 Marks)(May, 2006) 

Answer 
(i) Selling price to yield 20% return on investment: 

  `  

Investment 1,50,000 

After tax required ROI 20% 30,000 

Tax    

After tax profit   

Pre tax profit (return) (30,000  60)  100  50,000 

Sales = cost + return or 1,50,000 + 50,000 2,00,000 

Number of units produced 20,000 

Selling price `  2,00,000  20,000 = `  10 per unit  

Alternative solution 
(Sales – cost) (1 – Tax) = ROI 

(Sales – 1, 50,000) (1 – 0.40) = 1, 50,000  20% 

(0.60 Sales – 90,000) = 30,000 

0.60 Sales = 1, 20,000 

Sales = 1, 20,000  0.60 = `  2, 00,000 
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Number of units   20,000 

Selling price `  2, 00,000  20,000 = `  10. 

(ii) Selling price to yield 6% profit on list price. 

 `  `  

Investment  1,50,000 

Let the list price be 100  

Desired after tax profit of 6% 6  

Pre-tax profit (1– 0.40) = 0.60 = (60.60) = 10  

List price  100 

Discount  40 

Net price  60 

Profit desired  10 

Cost   50 

Cost of 50% = `  1,50,000   

Sales = (` 1,50,000  50)  100 = `  3,00,000   

Number of units 20,000   

List selling price  (3,00,000  20,000) = `  15   

Discount 40%   

Net price (15  60%)   `  9 per unit   

Alternative solution 
Let s be the list sales 

[List Sales (1 – tax discount) – cost] (1 – Tax rate) = 0.06s 

[s (1– .40) – 1, 50,000] (1– 0.40) = .06s 

s = `  3, 00,000 

List sales price per unit is `  15 







20,000
3,00,000

 

Net selling price per unit is `  9 (`  15 – 40% of 15%). 

Question 4 
Outline the features of penetration pricing strategy.       (4 Marks)(Nov, 2006) 
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Answer 
(i) Penetration Pricing: It is a policy of using a low price as the principal instrument for 

penetrating mass markets early. 

(ii) This method is used for pricing a new product and to popularize it initially. 

(iii) Profits may not be earned in the initial stages.  However, prices may be increased as and 
when the product is established and its demand picks up. 

(iv) The low price policy is introduced for the sake of long term survival and profitability and 
hence it has to receive careful consideration before implementation.  It needs an analysis 
of the scope for market expansion and hence considerable amount of research and 
forecasting are necessary before determining the price. 

(v) The circumstances in which penetrating pricing can be adopted are:  

Elastic demand: The demand of the product is high when price is low.  Hence, lower 
prices mean large volumes and hence more profits. 

Mass Production: When there are substantial savings in large-scale production, 
increase in demand is sustained by the adoption of low pricing policy. 

Frighten off competition: The prices fixed at a low-level acts as an entry barrier to the 
prospective competitors.  The use of this policy by existing concerns will discourage the 
new concerns to enter the market.  This pricing policy is also known as “stay-out-pricing”. 

Question 5 
S Limited is engaged in manufacturing activities.  It has received a request from one of its 
important customers to supply a product which will require conversion of material ‘M’, which is 
a non-moving item. 

The following details are available: 

Book value of material M `  60 

Realisable value of material M `  80 

Replacement cost of material M `  100 
It is estimated that conversion of one unit of ‘M’ into one unit of the finished product will 
require one labour hour.  At present, labour is paid at the rate of `  20 per hour.  Other costs 
are as follows: 

Out-of-pocket expenses `  30 per unit 

Allocated overheads `  10 per unit 
The labour will be re-deployed from other activities.  It is estimated that the temporary 
redeployment will not result in loss of contribution.  The employees to be re-deployed are 
permanent employees of the company. 
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Required: 

Estimate the minimum price to be charged from the customer so that the company is not 
worse off by executing the order. (4 Marks, Nov 2007) 

Answer 
Relevant costs of producing one unit of the finished product 

 `  

Cost of material ‘M’ (realisable value) 80 

Cost of labour (Being sunk cost) 0 

Out-of-pocket expenses   30 

 110 
Allocated overhead is not relevant for the decision.  The customer should be charged  
`  110 per unit. 

Question 6  
What is Pareto Analysis?  Name some applications. (5 Marks, May 2008) 

Answer 
Vilfredo Pareto, an Italian economist, observed that about 70 – 80% of value was represented 
by 30 – 20% of volume.  This observation was found to exist in many business solutions. 

Analysing and focusing on the 80% value relating to 20% volume helps business in the 
following areas. 

(i) Pricing of a product (in a multi-product company) 

(ii) Customer profitability. 

(iii) Stock control. 

(iv) Activity Based Costing (20% cost drivers are responsible for 80% of total cost) 

(v) Quality Control. 

Question 7 
State the general guidelines to be used in adopting a pricing policy in a manufacturing 
organization.                       (3 Marks, Nov 2008) 

Answer 
The general guidelines to be used in adopting a pricing policy are as under: 

(i) The pricing policy should encourage optimum utilization of resources. 

(ii) The pricing policy should work towards a better balance between demand and supply. 

(iii) The pricing policy should promote exports. 
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(iv) The pricing policy should serve as an incentive to the manufacturers to maximize 
production by adopting improved technology. 

(v) The pricing policy should avoid adverse effects on the rest of the economy. 

Question 8 
Briefly explain skimming pricing and penetration pricing policies. (4 Marks) (Nov., 2008) 

Answer 
Skimming prices: Policy of highly pricing a product at the entry level into the market and 
reducing it later. 

For example: Electronic goods, mobile phone, Flat, TVs, etc.  

It is used when market is price insensitive, demand inelastic or to recover high promotional 
costs. 

Penetration Pricing: Policy of entering the market with a low price, then establishing the 
product and then increasing the price.  

This is also used by companies with established markets, when products are in any stage of 
their life cycle, to avoid competition. This is also known as “stay-out pricing”. 

For example, entry of a new model small segment car into the market.  

Question 9 
Enumerate the uses of Pareto Analysis.                               (3 Marks Nov 2008) 

Answer 
Pareto analysis is useful to: 

(i) Prioritize problems, goals and objectives. 

(ii) Identify the root causes. 

(iii) Select and define the key quality improvement programs, key employee relations 
improvement programs etc. 

(iv) Verify the operating procedures and manufacturing processes. 

(v) Allocate physical, financial and human resources effectively. 

(vi) Maximise research and product development time. 
 
Question 10 
Hind Metals Manufactures an alloy product ‘Incop’ by using iron and Copper. The metals pass 
through two plants, X and Y. The company gives you the following details for the manufacture 
of one unit of Incop : 
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 Materials Iron: 10 kgs @ ` 5 per kg. 

  Cooper: 5 kg @ ` 8 per kg. 

 Wages 3 hours @ ` 15 per hour in Plant X 

  5 hours @ ` 12 per hour in Plant Y 

 Overhead recovery On the basis of direct labour hours 

 Fixed overhead ` 8 per hour in Plant X 

  ` 5 per hour in Plant Y 

 Variable overhead ` 8 per hour in Plant X 

  ` 5 per hour in Plant Y 

 Selling overhead : (fully variable) – ` 20 per unit 

(i) Find out the minimum price to be fixed for the alloy, when the alloy is new to the market.  
Briefly explain this pricing strategy. 

(ii) After the alloy is well established in the market.  What should be the minimum selling 
price? Why?  (6 Marks)(Nov.,2009) 

Answer 
        ` /u of alloy 

Materials:       

     Iron 10kg @ ` 5/- 50   

     Copper 5 kg @ ` 8/- 40  90 

Wages    

     X : 3 hrs @ 15 ` /Hr. 45   

     Y : 5 hrs @ 12 ` /Hr    60  105 

Variable OH (Production)    

     X : 8 hrs × 3 hrs 24   

     Y : 5 hrs × 5 hrs 25  49 

Variable OH – Selling      20 

Total Variable Cost   264 

Fixed Off:    

     X : 8/hrs × 3 hrs. 24   

     Y : 5/hrs × 5 hrs 25    49 

Total Cost   313 
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(i) If pricing strategy is to penetrate the market, the minimum price for a new product should 
be the variable cost i.e. ` 264/-. In some circumstances, it can also be sold below the 
variable cost, if it is expected to quickly penetrate the market and later absorb a price 
increase. Total Variable Cost is the penetration price.   

(ii) When the alloy is well established, the minimum selling price will be the total cost – including 
the fixed cost i.e. ` 313 per unit. Long run costs should cover at least the total cost.  

Question 11 
Explain briefly the concept of skimming pricing policy.  (2 Marks)(Nov., 2009) 

Answer 
Skimming Pricing Policy: 
When the product enters the market, a high price is charged so that price covers the initial 
cost of production and the demand is unknown e.g. Mobile Phones, Flat LCD TVs, etc. Price 
are gradually reduced.    

Question 12 
What is Price Discrimination? Under what circumstances it is possible? (4 Marks)(May, 2010) 

Answer 
Price discrimination is charging different prices with respect to customers, products, places 
and time  

It is possible when 

 the market being capable of being segmented  

 the customers is not able to resell the  product at a higher price 

 The competitors’ underselling is not possible 

Question 13 
What are the disadvantages of Cost Plus Pricing ?  (5 Marks)(May, 2011) 

Answer 
Disadvantages of cost plus pricing: 
(i) If ignores demand, facts to take into account buyers’ needs and willingness to pay. 

(ii) Fails to reflect competition adequately. 

(iii) Assumes correct cost estimation, whereas in multiproduct firm, costs may be arbitrarily 
allocated. 

(iv) In many decision, incremental costs are more relevant than full cost.  This is ignored. 

(v) Fixed Overheads depends on volume if volume is more cost is less, and vice-versa.  
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Increase decrease in sales volume depends on price.  Thus it is a vicious circle – cost 
plus markup is a price based on sales volume & sales volume is based on price. 

Question 14 
In a company, factory, overheads are applied on the basis of direct labour hours.  

The following information is given: 

  Department 

 A B 

Fixed factory overheads(`) 3,36,000 1,26,000 

Variable labour hours (` per hour) required as per direct 
labour hour budget 

0.50 1.50 

For product X 1,40,000 70,000 

For product Y 28,000 56,000 

(4 Marks) (May, 2011) 

Answer 

 Products 

 X Y 

Variable Overheads 175000 98000 

Fixed Overheads 350000 112000 

Total 525000 210000 
 

 Department A Department B 

Variable Overheads   

Product X 70,000 1,05,000 

Product Y 14,000 84,000 

Fixed Overheads   

Product X 2,80,000 70,000 

Product Y 56,000 56,000 

Question 15 
State the pricing policy most suitable in each of the following independent situations: 

(i) The company makes original equipments and does defence contract work.  There are 
other companies which also undertake such projects. 
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(ii) The product made by a company is new to the market.  It is expected to enjoy a long-
term demand.  Competition is expected very soon, since the product will be desirable to most 
customers. 

(iii) Stock of processed ready-to-eat product, whose shelf-life will soon be over in the next 2 
months.  The product is going to be discontinued. 

(iv) A company sells a homogeneous product in a highly competitive market. 

(Candidates need to only write the pricing policy with the corresponding sub-division numbers 
of the questions.  The situations need not be copied into the answer books) 

                   (4 Marks)(Nov, 2011) 

Answer 
(i)  Sealed Bid Pricing 

(ii) Penetration Pricing 

(iii)  Any price that the market will pay (even below variable cost any cash received) 

(iv) Going rate pricing or market price 

Question 16 
Explain briefly Pareto analysis and mention some of its uses.  (4 Marks)(Nov, 2011) 

Answer 
Pareto Analysis 
Pareto Analysis is based on 80:20 rule that was a phenomenon first observed by Vilfredo 
Pareto, a nineteenth century Italian economist. He noticed that 80% of the wealth of Milan was 
owned by 20% of its citizens. This phenomenon or some kind of approximation of it says, 
(70:30) can be observed in many different business situations. The Management can use it in 
a number of different circumstances to direct management attention to the key control 
mechanism or planning aspects. 

That is, about 70 to 80% of the value corresponds to 30 to 20 % of the volume.   

Use of Pareto Analysis 

1.  Prioritize problems, goals and objectives 

2.  Identify root causes 

3.  Select and define key quality improvement programs 

4.  Select key employee relations improvement programs 

5.  Select key customers relations and service programs 

6.  Maximise research and product development times 

7.  Verify operating procedures and manufacturing processes 
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8.  Product or services sales and distribution 

9.  Allocate physical, financial and human resources 

Question 17 

The Board of Directors XY Company Limited are considering a new type of handy sewing 
machine which their R & D Department has developed. The expenditure so far on research 
has been ` 95,000 and a consultant's report has been prepared at a cost of  
` 22,500. The report provides the following information: 

 Cost of production per unit: 

 ` 

Material 45.00 

Labour 75.00 

Fixed overheads (Based on Company’s normal allocation rates) 20.00 

 140.00 
Anticipated additional fixed costs: 

Rent for additional space ` 1,25,000 per annum 

Other additional fixed costs ` 70,000 per annum 

A new machine will be built with the available facilities with a cost of ` 1,10,000 (material 
` 90,000 and labour ` 20,000). The materials are readily available in stores which are 
regularly used. However, these are to be replenished immediately. The price of these 
materials have since been increased by 50%. Scrap value of the machine at the end of the 
10th year is estimated at ` 20,000. The product scraps generated can be disposed off at the 
end of year 10 for a price of ` 1,43,000. 

Years 1-5 Years 6-10 
Demand (Unit) Probability Demand Probability 

40,000 0.15 24,000 0.30 
20,000 0.60 16,000 0.50 
12,000 0.25 4,000 0.20 

It is estimated that the commercial life of the machine will be no longer than 10 years and the 
after tax cost of capital is 10%. The full cost of the machine will be depreciated on straight line 
basis, which is allowed for computing the taxable income, over a period of 10 years. Tax rate 
is 30%. 

DCF factors at 10%: 
1 - 5 years (cumulative) 3.79 
6 - 10 years (cumulative) 2.355 
10th year 0.386 
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Required: 

Compute minimum selling price for the handy sewing machine.   (12 Marks)(Nov, 2012) 

Answer 
(i)  Expected Sales Volume: 

Years 1-5: (40,000 x 0.15 + 20,000 x 0.60 + 12,000 x 0.25) = 21,000 units 

Years 6-10: (24,000 x 0.30 + 16,000 x 0.50 + 4,000 x 0.20) = 16,000 units 

(ii)  Capital Cost:          

` 
Materials (` 90,000 x 1.50) 1,35,000 
(Replacement cost) Labour 20,000 
Overheads (Not Relevant)             - 

1,55,000 

(iii) Production Variable Cost: 

` 
Materials 45 
Labour 75 
Overheads (Not relevant)                   -  
Total 120 

(iv) Profitability: 
Details 

 
Years 

1-5 
Years 

6-10 
Sales Units  21,000  16,000 
Selling Price(`) X X 
Sales Value (`)  [A] 21,000X 16,000X 
Material and Labour Cost @ `120   25,20,000   19,20,000 
Incremental Fixed Cost (`)       1,95,000       1,95,000 
Depreciation (1,55,000/10)  15,500  15,500 
Total Cost (`)   [B]   27,30,500   21,30,500 
Profit (`)    [A-B] 21,000X – 27,30,500 16,000X– 21,30,500 
Less: Tax @ 30% 6,300X – 8,19,150 4,800X – 6,39,150 
Profit After Tax  14,700X – 19,11,350 11,200X – 14,91,350 
Add: Depreciation 15,500 15,500 
Cash Inflow 14,700X – 18,95,850 11,200X – 14,75,850 
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(v) Cash Inflow in the Terminal Year (year 10) 

`  
Sale Value of the Machine 20,000 
Scrap Realization  143,000 
Total 163,000 
Tax @ 30%   (48,900) 
After Tax Cash Inflow  114,100 

(vi) Present Value of Cash Flows: 

Details Year 0 Year 1-5 Year 6-10 Year 10 
Capital Cost 1,55,000     –      –      –  

Cash Flow from Operation      – 14,700X –
18,95,850 

11,200X – 
14,75,850 

    –  

Cash Flow Terminal Year     –     –     – 1,14,100 
Discount Factor 1 3.79 2.355 0.386 

Present Value of Cash 
Flows 

-
1,55,000 

 

55,713X – 
71,85,271.5

0 

26,376X – 
34,75,626.7

0 
44,042.6 

 
(vii) Net Cash Inflows: 
 = (-1,55,000) + (55,713X – 71,85,271.50) + (26,376X – 34,75,626.70) + (44,042.60)  

 = 82,089X – 1,07,71,855.60 

(viii) Computation of Minimum Selling Price: 
 For determining Minimum Selling Price, Net Cash Inflows should be equal to zero: 

 82,089X – 1,07,71,855.60 = 0 

 Or X = 131.22 

 Minimum selling price is ` 131.22  

 Note: 
 (a) R&D expenses of ` 95,000 is not relevant. 

 (b) Fee for consultant’s report of ` 22,500 is not relevant. 

(c) Tax element on irrelevant costs not considered, since the benefit will arise even 
without this product. 

Question 18 

Better and Best Ltd. manufacture only one product. Production is regular throughout the 
year and the capacity of the factory is 1,50,000  units per annum. The summarized Profit 
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and Loss Account for the year ended 31st December is being reviewed by the Board of 
Directors. 

               ` 
 Sales @ ` 10 per unit     10,00,000 
 Cost of sales: 
  Direct materials     2,50,000 
  Direct labour      1,50,000 
 Production overheads:         ` 
  Variable           30,000 
  Fixed        2,30,000 
 Administrative overheads: 
  Fixed       1,00,000 
 Selling and distribution overhead: 
  Variable           50,000 
  Fixed       1,50,000 
(i) The Production Director proposed to reduce selling price to ` 9 in order to utilize full 

capacity. 

(ii) The Sales Director proposed to increase selling price by 20 percent. By spending  
` 2,25,000 on advertisement, sales  will  be  increased to 1,20,000 units per annum. 

(iii) The Personnel Director pleaded for a change in the method of wage payment. For the 
present piece rate of `·1.50 per unit, a bonus scheme (for each 2% increase in 
production over the target, there would be an increase of 1% in the basic wage of each 
employee) will be implemented. A target of 2,000 units per week for the company will be 
set for 50 week year. Selling price increase by 10%. With an additional advertisement 
cost of ` 1,60,000, 20% increase in present sales will be achieved. 

(iv) The  Chairman  felt  that  the  packaging  of  the  product  required improvement. He 
wanted to know the sales required to earn a target profit of 10% on turnover with the 
introduction of an improved packing at an additional cost of 20 paise per unit (no change 
in selling price). 

You are required to evaluate individually the proposals of each of the board member and give 
your recommendation. (12 Marks)(May, 2013) 

Answer 
Workings: 

Full Capacity: ` 1,50,000 units p.a. 

Current Capacity: ` 1,00,000 units p.a. which is equals to 66.67% of full capacity. 

Existing Situation 
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Particulars Amount 
(`)  

Per Unit 
Rs(`) 

 

Sales (1,00,000 units x ` 10) 10,00,000 10.00 

      Variable Cost  
        ` 4.80 p.u. 

Less: Variable Cost   
 Direct Material  2,50,000 2.50 
 Direct Labour 1,50,000 1.50 
 Production Overheads 30,000 0.30 
 Selling and Distribution 
 Overhead 

50,000 0.50 

Contribution 5,20,000 5.20  
Less:  Fixed Cost     
 Production Overheads 2,30,000 2.30  
 Administrative Overheads 1,00,000 1.00  
 Selling and Distribution Overhead 1,50,000 1.50  
Profit  40,000 0.40  

Proposal (i) - Reduce Selling Price to ` 9, Capacity Utilization 100% 

Particulars Amount 
(`) 

Sales (1,50,000 units x ` 9) 13,50,000 
Less: Variable Cost (1,50,000 units x ` 4.80) 7,20,000 
Contribution 6,30,000 
Less: Fixed Cost  4,80,000 
Profit 1,50,000 

Proposal (ii) - Increase in Selling Price by 20%, Additional Advertising Cost ` 2,25,000, Sales 
Volume 1,20,000 units per annum. 

Particulars Amount 
(`) 

Sales (1,20,000 units x ` 12) 14,40,000 
Less: Variable Cost (1,20,000 units x ` 4.80) 5,76,000 
Contribution 8,64,000 
Less: Fixed Cost  
Less: Advertising Cost 

4,80,000 
2,25,000 

Profit 1,59,000 
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Proposal (iii) - Increase in Selling Price by 10%, Additional Advertising Cost ` 1,60,000, 20% 
Increase in Present Sales and Bonus Scheme (for each 2% increase in production over the 
target, there would be an increase of 1% in the basic wages of each employee) 

Particulars Amount 
(`) 

Sales (1,20,000 units x ` 11) 13,20,000 
Less: Variable Cost  
          [1,20,000 units x `(2.50 + 1.65* + 0.30 + 0.50)] 

5,94,000 

Contribution 7,26,000 
Less: Fixed Cost  
Less: Advertising Cost 

4,80,000 
1,60,000 

Profit 86,000 

Workings: 

Present Labour Rate = ` 1.50 per unit  

Target Production Volume = 2,000 units x 50 weeks = 1,00,000 units 

Production above the target volume = 1,20,000 units – 1,00,000 units = 20,000 units  

        or 20% of Target Production Volume 

Bonus (for each 2% increase in production over the target, there would be an increase of 1% 

in the basic wages of each employee) = 
1%

x20%
2%

 = 10% increase in basic wages.  

It means wages would be ` 1.65 (` 1.50 x 1.10) per unit.  

 Proposal (iv) -Target Profit 10% on Turnover, Additional Packing Cost 0.20 paise per unit, No 
Change in Selling Price, Sales Volume =? 

 Let Sales Volumes is K units. 

Particulars Amount 
(`) 

Sales (K units x ` 10) 10K 
Less: Variable Cost  
          [K units x `(4.80 + 0.20) 

5K 

Contribution 5K 
Less: Fixed Cost 4,80,000 
Profit 5K-4,80,000 
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Profit equals to 10% of Turnover. It means- 

 5K – 4,80,000 = 10% of 10K 

                    4K = 4,80,000 

                      K = 1,20,000 units 

Turnover = 1,20,000 units x ` 10 

                 = ` 12,00,000 

Profit       = 10% of ` 12,00,000  

               = ` 1,20,000     

 Particulars  Capacity 
Utilization 

Profit (`) 

Existing Situation 66.67% 40,000 
Proposal (i) 100.00% 1,50,000 
Proposal (ii) 80.00% 1,59,000 
Proposal (iii) 80.00% 86,000 
Proposal (iv) 80.00% 1,20,000 

Company should accept Proposal (ii).    

Question 19 
List out the qualities required for a good pricing policy. (4 Marks)(May, 2013) 

Answer 
Quality required for a good pricing policy:  
The pricing policy plays an important role in a business because the long run survival of a 
business depends upon the firm’s ability to increase its sales and device the maximum profit 
from the existing and new capital investment. Although cost is an important aspect of pricing, 
consumer demand and competitive environment are frequently far more significant in pricing 
decisions.  

The pricing policy structure should:  

 provide an incentive to producer for adopting improved technology and maximising 
production; 

 encourage optimum utilisation of resources; 
 work towards better balance between demand and supply; 
 promote exports; and 
 avoid adverse effects on the rest of the economy. 
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Question 20 
State the appropriate pricing policy in each of the following independent situations: 

(i)  'A' is a new product for the company and the market and meant for large scale production 
and long term survival in the market. Demand is expected to be elastic.  

(ii)  'B' is a new product for the company, but not for the market. B's success is crucial for the 
company's survival in the long term.  

(iii)  'C' is a new product to the company and the market. It has an inelastic market. There 
needs to be an assured profit to cover high initial costs and the usual sources of capital 
have uncertainties blocking them.  

(iv)  'D' is a perishable item, with more than 80% of its shelf life over.    (4 Marks)(Nov, 2013) 

Answer 

Situation Appropriate Pricing Policy 

(i) ‘A’ is a new product for the company and the market and 
meant for large scale production and long term survival 
in the market.  Demand is expected to be elastic. 

Penetration Pricing  

(ii) ‘B’ is a new product for the company, but not for the 
market. B’s success is crucial for the company’s survival 
in the long term. 

Market Price or Price Just  
Below Market Price 

(iii) ‘C’ is a new product to the company and the market. It 
has an inelastic market. There needs to be an assured 
profit to cover high initial costs and the unusual sources 
of capital have uncertainties blocking them. 

Skimming Pricing 

(iv) ‘D’ is a perishable item, with more than 80% of its shelf 
life over. 

Any Cash Realizable 
Value*  

(*)  this amount decreases every passing day.     

Question 21 
How is Pareto analysis helpful in pricing of products in the case of a firm dealing with multiple 
products? (4 Marks) (May, 2014) 

Answer 
Role of Pareto Analysis in Pricing of Product in the case of firm dealing with multiple 
products 
In the case of firm dealing with multi products, it would not be possible for it to analyse price-
volume relationship for all of them. Pareto Analysis is used for analysing the firm’s estimated 
sales revenue from various products and it might indicate that approximately 80% of its total 
sales revenue is earned from about 20% of its products. Such analysis helps the top 
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management to delegate the pricing decision for approximately 80% of its products to the 
lower level of management, thus freeing them to concentrate on the pricing decisions for 
products approximately 20% of which is essential for the company’s survival. Thus, a firm can 
adopt more sophisticated pricing methods for small proportion of products that jointly account 
for 80% of total sales revenue. For the remaining 80% products, which account for 20% of the 
total sales value the firm may use cost based pricing method. 

Question 22 
A shoe manufacturer has a net profit of ` 25 per pair on a selling price of `143. He is 
producing 6,000 pairs per annum which is 60% of the potential capacity. The cost per pair is 
as under: 

 ` 

Direct Materials  35.00 

Direct Wages 12.50 

Works Overheads (50% fixed) 62.50 

Administrative Overheads (75% fixed) 6.00 

During the current year the manufacturer also estimates demand of 6,000 pairs but anticipates 
that the fixed charges to go up by 10% while the rate of direct labour and direct materials will 
increase by 8% and 6% respectively. But he has no option of increasing the selling price. 
Under this situation he obtains an offer to utilise further 20% of capacity. What minimum price 
will you recommend to ensure an overall profit of ` 1,67,300? (5 Marks) (November, 2014) 

Answer 
Computation of Profitability at 6,000 Pairs Activity 

 Existing Price Level 
Amount (`) 

Revised Price Level 
Amount (`) 

Selling Price per pair 143.00 143.00 
Variable Costs:   

Direct Materials 35.00 37.10 
(`35 × 1.06) 

Direct  Wages 12.50 13.50 
(`12.5 × 1.08) 

Works Overhead (50% of `62.50) 31.25 31.25 
Administration Overhead (25% of `6) 1.50 1.50 

Total Variable Cost per pair 80.25 83.35 
Contribution per pair 62.75 59.65 
Total Contribution     …(A) 3,76,500 3,57,900 
Fixed Costs   
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Works Overhead (6,000 pairs × `31.25) 1,87,500 2,06,250 
(`1,87,500 × 1.1) 

Administration Overhead (6,000 pairs × `4.50) 27,000 29,700 
(`27,000 × 1.1) 

Other Fixed Overheads * 12,000 13,200 
(`12,000 × 1.1) 

Total Fixed Costs                                      …(B) 2,26,500 2,49,150 
Profit                                                 …(A) –(B) 1,50,000 1,08,750 
Desired Profit --- 1,67,300 
Additional Profit(`1,67,300-`1,08,750) --- 58,550 

Additional Offer 
6,000

20%
60%

 
 
 

 
 2,000 Pairs 

Profit per pair  29.275 

(*) 
Other Fixed Overhead   =  Contribution – Profit – (Fixed Works Overheads + Fixed   
   Administrative Overheads) 

Selling Price per pair  =  Variable Cost per pair + Profit per pair 

   = `83.35 + `29.275 

   = `112.625 or `112.63    

Therefore, minimum selling price per pair for the additional offer shall be `112.63 

  Selling price is `143 per pair and net profit is `25 per pair, hence, total cost per pair 
at  the existing level should be `118 (`143 – `25). However, the total cost per pair given 
 is `116. It is assumed that balance `2 per pair (`118 – `116) is Other Fixed 
 Overheads. This question can also be solved by assuming difference of `2 as Other 
 Variable Costs with an anticipationthat it will not change in the revised situation. 

Question 23 
An IT company produces a CD, particulars of which are detailed below: 

 ` 

Annual Production (Units) 40,000 

Cost per Annum (` )  

Material 1,00,000 
Other Variable Cost 1,20,000 
Fixed Cost 80,000 

Apportioned Investment (` ) 3,00,000 
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Determine the unit selling price under two strategies mentioned below.  

Assume company's tax rate as 30%. 

(i) 20% return on investment. 

(ii)  6% profit on list price, when trade discount is 40%. (5 Marks) (November, 2014) 

Answer 
(i)    Selling Price to Yield 20% Return on Investment 

Investment (`) 3,00,000 

Required ROI (after tax) 20%  [(20% of `3,00,000)](`) 60,000 

Tax Rate  30% 

After Tax Profit  70% 

Pre Tax Profit [(`60,000  70) × 100] (`) 85,714.29 

Sales (Total Cost + Required Profit) 
{(`1,00,000 + `1,20,000) + `80,000 + `85,714.29}  

3,85,714.29 

Number of Units Produced 40,000 

Selling Price per unit(`3,85,714.29  40,000 units) (`) 9.64 

(ii) Selling Price to Yield 6% Profit on List Price, When Trade Discount is 40%- 
Let ‘K’ be the List Sales 

 {List Sales (1 − Trade Discount) – Total Cost} × (1 − Tax Rate)   =  0.06K 

 {K (1 − 0.40) − 3,00,000} × (1− 0.30)  = 0.06K 

 {0.60 K − 3,00,000} × 0.7  =  0.06K 

 0.36 K  =  2,10,000 

  K =  `5,83,333.33 

 List Sales Price per unit is `14.58   5,83,333.33
40,000 units

 
 
 

`      

Net Selling Price per unit is `8.75 (`14.58 – 40% of `14.58).     
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