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Understanding Target Profit and Target Return Pricing

Pricing strategies are fundamental to a firm's success, impacting profitability, market share, and
competitive positioning. Among the various approaches, target profit pricing and target return pricing
are specialized strategies that focus on achieving specific financial objectives. When a firm adopts
these methods, it is employing a goal-oriented approach to pricing, aligning sales and revenue with
predetermined profit goals.

---

What Is Target Profit Pricing?

Definition

Target profit pricing is a strategy where a company sets its product or service price based on the
desired profit level. It involves calculating the optimal price that will achieve a specific profit target,
considering costs and expected sales volume.

How It Works

1. Identify Fixed and Variable Costs: The firm calculates all costs associated with producing and
selling the product.
2. Set Profit Goal: Determine the target profit amount the company aims to achieve.
3. Estimate Sales Volume: Predict the number of units expected to be sold at various price points.
4. Calculate Price: Use the formula:

\[
\text{Target Price} = \frac{\text{Total Fixed Costs} + \text{Variable Costs per Unit} \times
\text{Expected Sales Volume} + \text{Desired Profit}}{\text{Expected Sales Volume}}
\]

This ensures that the price set will cover costs and achieve the desired profit level at expected sales
volume.

---

What Is Target Return Pricing?

Definition



Target return pricing is a strategy where a firm sets prices to attain a specific return on investment
(ROI) or invested capital. It focuses on ensuring that the profit generated from sales meets or exceeds
the company's targeted rate of return.

How It Works

1. Determine Investment or Capital Base: Identify the total investment or capital employed in the
product or project.
2. Specify Return Rate: Decide on the desired ROI percentage.
3. Calculate Price: Use the formula:

\[
\text{Target Price} = \frac{\text{Total Investment} + (\text{Desired ROI} \times \text{Total
Investment})}{\text{Expected Sales Volume}}
\]

By doing so, the pricing ensures the company recovers its investment and earns the targeted return.

---

Why Do Firms Use Target Profit and Return Pricing?

Strategic Advantages

- Profit Focus: Ensures that pricing directly aligns with profit objectives.
- Financial Planning: Facilitates precise forecasting and budgeting.
- Investment Recovery: Helps recover costs and investments efficiently.
- Market Positioning: Enables firms to position products based on profitability goals rather than solely
competitive factors.

Practical Applications

- New Product Launches: To quickly recover costs and achieve specific profit margins.
- Pricing in Monopolistic or Oligopolistic Markets: Where competition is less intense, and profit
maximization is key.
- High-Cost Industries: Such as pharmaceuticals or heavy manufacturing, where recovering fixed costs
is critical.

---

Is Target Profit or Return Pricing a Cost-Plus Approach?

Yes, both strategies are forms of cost-plus pricing, where the firm adds a markup to costs to reach
specific profit or return objectives. However, unlike simple cost-plus pricing, target profit and return
pricing incorporate market demand and sales volume estimates to set the price.

---

The Process of Implementing Target Profit and Return Pricing

Step-by-Step Approach



1. Cost Analysis: Detailed assessment of all costs involved.
2. Market Research: Understand demand elasticity and competitor pricing.
3. Set Financial Goals: Define profit or ROI targets.
4. Forecast Sales Volume: Estimate how many units can be sold at various price points.
5. Calculate Price: Use the formulas specific to target profit or return.
6. Adjust and Refine: Incorporate feedback, market conditions, and competitor actions.

---

Limitations of Target Profit and Return Pricing

While these strategies are valuable, they have inherent limitations:

- Demand Uncertainty: Assumes accurate sales volume estimates, which can be unpredictable.
- Market Competition: May ignore competitive pricing pressures.
- Customer Perception: Prices set solely on profit goals might not align with customer willingness to
pay.
- Dynamic Market Conditions: Changes in costs or demand can render initial targets obsolete.

---

Examples of Target Profit and Return Pricing in Practice

Example 1: Manufacturing Firm

A manufacturing company plans to launch a new product. It has fixed costs of $500,000, variable
costs of $50 per unit, and expects to sell 10,000 units. The company aims for a profit of $200,000.

Calculation:

\[
\text{Target Price} = \frac{500,000 + (50 \times 10,000) + 200,000}{10,000} = \frac{500,000 +
500,000 + 200,000}{10,000} = \frac{1,200,000}{10,000} = \$120
\]

The firm would price the product at $120 per unit to meet its profit goal.

Example 2: Investment Recovery

A company invests $2 million in equipment, aiming for a 15% ROI over a year. If expected sales are
20,000 units, the target price per unit would be:

\[
\text{Target Price} = \frac{2,000,000 + (0.15 \times 2,000,000)}{20,000} = \frac{2,000,000 +
300,000}{20,000} = \frac{2,300,000}{20,000} = \$115
\]

The price per unit should be set at $115 to recover the investment with the desired ROI.

---



Comparing Target Profit/Return Pricing With Other Strategies

| Aspect | Target Profit/Return Pricing | Cost-Plus Pricing | Competitive Pricing | Value-Based Pricing |
|---------|------------------------------|-------------------|---------------------|---------------------|
| Focus | Achieving specific profit or ROI | Covering costs + markup | Market conditions | Customer
perceived value |
| Market Consideration | Moderate (depends on demand estimates) | Low (cost focus) | High | High |
| Flexibility | Moderate | High | High | Very high |
| Risk | Demand uncertainty can impact success | Cost overruns can affect margins | Market
fluctuations | Customer acceptance |

---

Conclusion: The Essence of Goal-Oriented Pricing

When a firm employs target profit pricing or target return pricing, it is essentially adopting a goal-
oriented or profit-focused pricing approach. This strategy ensures that the company's pricing
decisions are aligned with its financial objectives, whether that involves achieving a specific profit
level or attaining a desired return on investment.

By integrating cost analysis, sales forecasts, and profit goals, firms can develop pricing strategies that
support long-term financial health. However, it's crucial to consider market dynamics, customer
perceptions, and competitive actions to avoid potential pitfalls associated with rigid goal-driven
pricing models.

In today's complex marketplace, target profit and return pricing are valuable tools for strategic
financial management, especially when combined with market-based approaches and customer
insights. When executed effectively, these strategies help businesses not only meet their immediate
financial goals but also sustain profitability and growth in competitive environments.

---

Final Thoughts

Adopting a target profit or target return pricing approach underscores a company's commitment to
achieving specific financial objectives. While these strategies provide clarity and direction, they must
be balanced with market realities and customer expectations. By understanding their principles and
applications, businesses can leverage goal-oriented pricing to maximize profitability and ensure
sustainable success.

Frequently Asked Questions

What is the main concept behind using Target Profit Pricing or
Target Return Pricing?
The main concept is setting prices to achieve a specific profit or return on investment goal.



Which pricing approach involves setting prices based on
desired profit levels?
Target Profit Pricing involves setting prices based on desired profit levels.

How does Target Return Pricing differ from other pricing
strategies?
Target Return Pricing focuses on achieving a specific return on investment, rather than just covering
costs or competitive positioning.

What type of pricing approach is used when a firm aims to
meet specific financial objectives?
A firm uses a profit-oriented or return-based pricing approach, such as Target Profit or Target Return
Pricing.

Is Target Profit Pricing considered a cost-based, competition-
based, or value-based approach?
It is considered a profit-based approach, focusing on achieving a predetermined profit level.

What is the primary goal of a firm using a Target Return
Pricing approach?
The primary goal is to set a price that will generate a specific return on the investment or capital
employed.

Can Target Profit Pricing be used in both new product and
existing product pricing?
Yes, it can be used in both contexts to ensure the firm meets its profit objectives.

What kind of pricing approach is characterized by focusing on
the firm's financial targets?
A profit-oriented or target-based pricing approach.

Why might a firm choose a Target Return Pricing approach
over competitor-based pricing?
Because it aims to meet specific financial return objectives rather than simply matching or beating
competitors' prices.



Additional Resources
Target Profit Pricing or Target Return Pricing: An In-Depth Analysis of a Strategic Approach

---

Introduction to Target Profit and Target Return Pricing

In the complex world of pricing strategies, businesses often seek methods that align with their
financial goals, market positioning, and competitive landscape. Among these strategies, Target Profit
Pricing and Target Return Pricing stand out as goal-oriented approaches that focus on achieving
specific profit objectives. When a firm employs such methods, it is essentially adopting a goal-
oriented pricing approach, designed to meet predetermined profit levels rather than solely focusing
on cost recovery or market-based prices.

This detailed review explores what Target Profit Pricing and Target Return Pricing entail, their
underlying principles, advantages, limitations, and how they compare to other pricing strategies. We
will also analyze how such approaches influence overall business strategy and decision-making.

---

Understanding Target Profit and Target Return Pricing

Definition and Core Concept

Target Profit Pricing involves setting a product’s selling price based on achieving a specific profit
target. The primary goal is to determine the price at which the firm can generate the desired profit
margin, considering costs, volume, and other relevant factors.

Target Return Pricing is closely related but emphasizes achieving a specific return on investment
(ROI) or capital employed. It aims to set prices that will deliver a particular return rate on the
investment made in the product or the business.

Key Point: Both strategies are goal-oriented and forward-looking, focusing on desired profit outcomes
rather than just covering costs or reacting to competitors' prices.

---

How Does Target Profit/Return Pricing Work?



Step-by-Step Process

The process typically involves:

1. Identify the Profit Goal or Return Objective:
- Decide on the target profit amount for a product or overall business.
- For target return pricing, establish the desired return rate (e.g., 15% ROI).

2. Determine the Fixed and Variable Costs:
- Calculate total fixed costs (e.g., rent, salaries).
- Calculate variable costs per unit (materials, direct labor).

3. Estimate the Required Sales Volume:
- Decide on the expected or necessary sales volume to achieve the profit goal.

4. Apply the Pricing Formula:

For Target Profit Pricing:

\[
\text{Price} = \frac{\text{Total Fixed Costs} + \text{Variable Costs} \times \text{Expected Volume}
+ \text{Target Profit}}{\text{Expected Volume}}
\]

For Target Return Pricing:

\[
\text{Price} = \frac{\text{Total Fixed Costs} + \text{Variable Costs} + (\text{Investment} \times
\text{Desired Return Rate})}{\text{Expected Volume}}
\]

5. Adjust Based on Market Conditions:
- Consider competitive pricing, customer willingness to pay, and market demand.

6. Implement and Monitor:
- Set the price and track actual performance against targets.
- Make adjustments as necessary.

---

Advantages of Target Profit/Return Pricing

Implementing a target profit or return pricing approach offers several benefits:

1. Clear Financial Objectives:
- Provides a specific goal, aligning pricing decisions with overall business targets.

2. Strategic Focus:



- Encourages a focus on profitability rather than just sales volume.

3. Investment Justification:
- Ensures that prices cover costs and deliver desired returns on investments.

4. Risk Management:
- Helps mitigate risks by setting prices that secure minimum profit levels.

5. Facilitates Budgeting and Planning:
- Offers concrete benchmarks for revenue and profit projections.

6. Supports Long-term Growth:
- Ensures that pricing strategies contribute to sustainable profitability over time.

---

Limitations and Challenges of Target Profit/Return
Pricing

Despite its advantages, this approach is not without challenges:

1. Market Uncertainty:
- Accurate estimation of demand volume is difficult, which can lead to overestimating profits or
setting prices too high.

2. Customer Perception:
- Prices based solely on profit targets might ignore customer willingness to pay, risking reduced sales.

3. Competitive Dynamics:
- Competitors’ pricing strategies may render target profit prices uncompetitive.

4. Cost Variability:
- Fluctuations in costs can affect the feasibility of the set prices.

5. Data Dependency:
- Requires reliable data on costs, investments, and sales forecasts.

6. Potential for Overemphasis on Profit:
- Focusing too heavily on profit goals may lead to neglect of other strategic factors like market share
or brand positioning.

---

Comparison with Other Pricing Approaches

Understanding where target profit and return pricing fit within the broader landscape of pricing



strategies helps clarify their unique position.

| Aspect | Cost-Based Pricing | Market-Oriented Pricing | Target Profit/Return Pricing |
|---------|----------------------|-------------------------|------------------------------|
| Focus | Covering costs + markup | Customer perceptions, competitor prices | Achieving specific
profit/return goals |
| Data Needed | Cost data | Market data, customer willingness | Costs, sales volume estimates,
investment data |
| Flexibility | Moderate | High | Variable, depends on accuracy of estimates |
| Strategic Aim | Cost recovery | Market share, positioning | Profitability and ROI |

In essence, while cost-based and market-oriented approaches are more reactive or market-driven,
target profit and return pricing are proactive, goal-driven strategies that prioritize financial outcomes.

---

When Is Target Profit/Return Pricing Most Appropriate?

This approach is especially suitable when:

- The firm has clear profit or ROI targets linked to strategic objectives.
- The product is a significant investment, such as a capital-intensive project.
- The company operates in a stable market where demand estimates are reliable.
- The firm wants to ensure profitability before competing on price.
- Long-term financial sustainability is a priority.

Conversely, it may be less effective in highly volatile markets, where demand and costs fluctuate
unpredictably, or when customer willingness to pay varies widely.

---

Real-World Examples of Target Profit/Return Pricing

- Manufacturing Firms: Often set prices to achieve desired ROI on capital investments.
- Pharmaceutical Companies: Might price drugs considering R&D costs and target profit margins.
- Technology Companies: May price products to meet specific profit levels to satisfy investor
expectations.
- Service Providers: Set prices to reach targeted profit margins based on cost structures and expected
sales.

---

Conclusion: A Goal-Oriented Pricing Approach



Target Profit Pricing and Target Return Pricing exemplify a goal-oriented pricing approach—a strategic
method where prices are set based on specific financial objectives rather than solely on costs or
market conditions. This approach aligns pricing decisions directly with the company's profitability
goals, investment returns, and overall strategic vision.

While offering clear benefits such as strategic focus, financial clarity, and investment justification, it
also necessitates accurate data, market understanding, and flexible adjustments. Firms employing
this approach must balance their profit ambitions with market realities to ensure competitive viability
and customer acceptance.

Ultimately, Target Profit and Return Pricing are powerful tools for businesses aiming to control their
financial outcomes proactively. When used judiciously and in conjunction with other strategic
considerations, they can significantly enhance a firm's ability to sustain profitability and achieve long-
term success.
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