
PRICING M R PROFITS 
AN INTRODUCTIO N 

Are you charging the 'right' price for landscaping services? 
In part one of this two-part in-depth article, various practical approaches 

to pricing are examined. 

by Travis Phillips, Ph.D., Mississippi State University 

Landscape managers have al-
ways had a problem of arriving 
at the most accurate price to 

charge for services. In spite of under-
standing actual incurred costs better, 
the p rob lem of d i s cove r ing th i s 
"proper" price has tended to become 
more evasive. The main reason is that 
businesses have tended to offer cus-
tomers larger and much more diverse 
services. 

Any person who has ever had to 
worry about pricing a service knows 
the answer to the question of "what 
price?" is simple. You charge a price 
that covers all costs, plus an accept-
able level of profit. But the culprit in 
applying this simple principle is figur-
ing out how to allocate the proper 
amount of overhead cost and profit to 
each unit of service. 

Even if you've established a price 
that provides an acceptable level of 

profit, fur ther consideration should 
be given before making the quote. Ei-
ther a higher price may be possible, or 
the desired price may be unobtain-
able. 

A p p r o a c h e s t o pr ic ing 
1. Adjustment of previous price. 

A c o m m o n pr ic ing m e t h o d is 
merely to use the previous price or bid 
with a more-or-less arbitrary adjust-
ment. Since this earlier price was not 
objectively determined, neither is the 
new one. Profits for the business as a 
whole may have been acceptable; 
however, some products may have 
been priced "too high," while others 
were "too low." 

2. Budgeted price. 
A second method is based on bud-

geted costs plus a profit. While more 
precise than percentage adjustments 
from the past, there are problems in 

applying this concept. 
Suppose we want to know what to 

charge per hour for a machine and 
operator. The machine costs $16,000 
and is expected to have a $4,000 sal-
vage value after 10 years. 

The machine is expected to be 
used for 400 hours per year. Over its 
life, repairs for the machine are ex-
pected to be 60 percent of its initial 
costs. Repairs, fuel and lubrication 
are estimated at $5.45/hour. Average 
annual fixed costs (depreciation, in-
terest on investment, insurance and 
taxes) are estimated at $3,020. Divid-
ing total annual fixed cost by the 400 
hours of use, the hourly cost is $7.55. 
Adding variable costs to fixed, we are 
at a $13/hour cost. 

Next we add an operator for the 
machine. Suppose this cost is $ 7 / 
hour, including payroll taxes directly 
attributable to having the person em-



ployed. We are now up to $20 ($13 + 
$7)/hour. The above cost includes a 
15 percent charge for interest on the 
investment cost. 

This does not mean that we can 
hire out this machine and operator at 
$20 per hour and make a 15 percent 
return on the investment. The busi-
ness has a $100,000 overhead, and an 
interest charge was not made for the 

True profit is the 
combined payment for 
the owner's labor and 
management and for 
his investment or 
equity. 

operating funds associated with the 
variable cost of the machine and its 
operator. None of this is included in 
the $20. How much of the overhead 
per hour should be added? 

Since the business consists of nu-
merous activities, there is no logical 
method of assigning to equipment and 
operator their share of the overhead. 
So—even though we know the cost 
involved—simple budgeting does not 
tell us how to price out the equip-
ment. 

The budgeting procedure, how-
ever, is better in the end than just ad-
justing a previous price; it identifies 
variable and fixed costs associated di-
rectly with the machine. 

3. Targeted return on investment. 
A more positive approach, one that 

provides a means for allocating over-
head, is based on beginning with pric-
ing to meet a targeted re tu rn on 
investment (ROI). 

This procedure provides an esti-
mate that covers all costs, including 
overhead, plus the pre-selected re-
turn on equity. The procedure has 
been widely presented by the Associ-
ation of Landscape Contractors of 
America (ALCA). Broader and more 
varied applications are presented by 
Spencer A. Tucker in his book "Pric-
ing for Higher Profits" (McGraw-Hill, 
1966). Although the procedure is no 
cure-all, it does provide a framework 
for usingalready available accounting 
data. 

Defining profit 
In the usual accounting procedures, 
expenses are payments you must 
make for us ing your va r ious re-
sources. Profits are the payments re-
ceived for those not specifically iden-
tified as expenses. 
continued on page 34 

Table 1. 

P a s t y e a r ' s i n c o m e s t a t e m e n t , by d e p a r t m e n t s 

I t e m C o n t r a c t 
D e p a r t m e n t 
S e r v i c e M e r c h a n d i s e T o t a l 

S a l e s $292,011 $90,849 $175,702 $558,562 
Beginning inventory $32,273 32,608 64,881 
Purchases 95,841 5,691 91,142 192,674 
Ending inventory 36,250 31,034 67,284 

cost of goods 91,861 5,691 92,716 190,271 

G r o s s p r o f i t 200,147 85,158 82,986 368,291 

E x p e n s e s 
Contracting supplies 5,757 5,575 
Vehicles 14,227 14,227 1,000 29,454 
Equipment rental 2,303 2,303 
Salaries 109,605 51,054 46,610 202,269 
Advertising 1,964 4,583 6,547 
Repairs 1,341 1,340 2,681 
Rent 7,174 1,000 4,026 12,200 
Taxes-payroll 9,126 4,250 3,464 16,840 

-property 1,332 184 743 2,259 
Depreciation 10,355 7,141 357 17,853 
Utilities 4,384 877 12,274 17,535 
Dues and subscription 474 475 949 
Buying expenses 85 85 170 
Credit card discounts 262 786 1,048 
Professional fees 5,444 158 286 5,888 
Insurance 8,264 3,849 3,138 15,251 
Office supplies 2,587 892 1,706 5,185 
Net interest 3,051 1,052 2,012 6,115 
Miscellaneous 554 191 364 1.109 

Total expenses 188,289 86,215 76,909 351,413 

N e t p r o f i t 11,858 (1,057) 6,077 16,878 

Table 2. • • h h ^ h h h ^ h ^ 

C O N T R A C T I N G D E P A R T M E N T : I n c o m e s t a t e m e n t f o r 
p a s t y e a r by c l a s s i f i e d c o s t s 

D i r e c t O v e r h e a d C o s t s 
I t e m C o s t V a r i a b l e F i x e d T o t a l 

S a l e s $292,011 
Beginning inventory 32,273 
Purchases 95,841 
Ending inventory 36,250 

Cost of goods 91,864 

G r o s s p r o f i t 200,147 

E x p e n s e s 
Contracting supplies — $ 5,757 — $ 5,757 
Vehicles $11,327 $ 2,900 14,227 
Equipment rental 2,303 2,303 
Salaries 79,605 30,000 109,605 
Advertising 1,964 1,964 
Repairs 1,341 1,341 
Rent 7,174 7,174 
Taxes-payroll 6,426 2,700 9,126 

-property 1,332 1,332 
Depreciation 10,355 10,355 
Utilities 4,384 4,384 
Dues & subscriptions 474 474 
Buying expenses 85 85 
Credit card discounts 262 262 
Professional fees 0 5,444 5,444 
Insurance 4,524 3,740 8,264 
Office supplies 2,587 2,587 
Net interest 3,051 3,051 
Miscellaneous 554 544 

Total expenses 99,661 17,074 71,554 188,289 

N e t p r o f i t 11,858 



Table 3. • i m ^ ^ ^ ^ m h m h m b 
C O N T R A C T I N G D E P A R T M E N T : 
I n c o m e S t a t e m e n t 
f o r p a s t y e a r 

Table 4. ^ ^ ^ ^ ^ m m ^ ^ ^ m m m — m m 

C O N T R A C T I N G D E P A R T M E N T : 
P r o j e c t e d i n c o m e s t a t e m e n t 
f o r n e x t y e a r b y c l a s s i f i e d c o s t s 

P e r c e n t 
I t e m D o l l a r s off S a l e s 

P e r c e n t 
I t e m D o l l a r s S a l e s E x p o s u r e 

S a l e s 292,001 100.00 

Direct costs 
Cost of goods (materials) 91,864 
Vehicles 11,327 
Equipment rental 2,303 
Labor 79,605 
Labor burden 6,426 
Total direct 191,525 65.59 

O v e r h e a d c o s t s 
V a r i a b l e 
Contracting supplies 5,757 
Advertising 1,964 
Repairs 1,341 
Buying expense 85 
Credit card discounts 262 
Insurance 4,524 
Office supplies 2,587 
Miscellaneous 554 
Total variable 17,074 5.85 

F i x e d 
Vehicle insurance 2,900 
Administrative salaries 30,000 
Salary burden 2,700 
Rent 7,174 
Property taxes 1,332 
Depreciation 10,355 
Utilities 4,384 
Dues and subscriptions 474 
Professional fees 5,444 
Insurance 3,740 
Interest 3,051 
Total fixed 71,554 24.50 
Total overhead 88,628 30.35 

N e t pro f i t 11,858 4.06 

S a l e s 343,627 100.00 

D i r e c t c o s t s 
Cost of goods (materials) 
Vehicles 
Equipment rental 
Labor 
Labor burden 

108,105 
13,329 
2,710 

93,679 
7.562 

Total direct 225,385 65.59 100.00 

O v e r h e a d c o s t s 
V a r i a b l e 

Contracting supplies 
Advertising 
Repairs 
Buying expenses 
Credit card discounts 
Insurance 
Office supplies 
Miscellaneous 

6,778 
2,312 
1,579 

100 
309 

5,326 
3,046 

652 
Total variable 20,102 5.85 8.92 

F i x e d 
Vehicle insurance 
Administrative salaries 
Salary burden 
Rent 
Property taxes 
Depreciation 
Utilities 
Dues and subscriptions 
Professional fees 
Insurance 
Interest 

3.248 
33,600 
3,024 
8,035 
1,492 

11,597 
4,910 

531 
6,097 
4,189 
3,417 

Total fixed 80.140 23.32 35.56 
Total overhead 100,242 29.17 44.48 

N e t pro f i t 18,000 5.24 

P R O F I T S from page 33 
For example , in an unincorporated 
business, the owner /manage r cannot 
pay himself and consider it an ex-
pense. A return on the investment in 
the owner 's equity cannot be consid-
ered an expense. Therefore, the true 
profit is the combined payment for the 
owner 's labor and management and 
for his investment or equity. 

In order to separate profit into the 
two components, we must value one 
resource and subtract it from the pro-
fit in order to estimate the value of the 
other. Typically, economists place a 
value on the labor and management 
resource and subtract this value from 
profit to have the return on equity. 

How are labor and management 
valued? This owner /manage r has a 
value as an employee performing a 
similar function in another business. 
So the value of the person's best alter-
n a t i v e e m p l o y m e n t is s u b t r a c t e d 
from profit to leave a residual we call 
return on equity, or return on invest-
ment. 

How is the situation changed if the 

business is incorporated? 
Since t h e o w n e r / m a n a g e r be-

comes an employee of the corpora-
tion, his or her salary is included as an 
expense. If h e / s h e has paid h i m / h e r -
self at the alternative rate, profit now 
reflects ROI. This will be assumed 
from now on in this explanation of 
pricing for profit. 

V a l u i n g a s s e t s 
Accounting creates yet another prob-
lem for economists who want to treat 
alternative investments comparably. 

Assets are valued at book value 
(their purchase price less deprecia-
tion, if applicable). Assets acquired 
some years ago may have a current 
m a r k e t va lue cons ide rab ly above 
book value. The rapid recovery sys-
tem allowed by recent tax laws have 
also al lowed write-off much faster 
than the actual decline in value. 

Therefore, assets should be evalu-
ated at current market value rather 
than at book value. If an alternative 
investment would yield 12 percent, a 

true ROI should be calculated as if 
existing assets were cashed out and 
invested at 12 percent. 

Next month: Get out your cal-
culators!—Pricing by target return on 
investment. LM 

Dr. Phillips is a professor/economist in the 
Department of Agricultural Economics at 
Mississippi State University. He has written 
numerous articles on the economics of crop 
and horticulture production, and has devel-
oped and presented marketing programs 
for Mississippi landscape maintenance 
firms. 


