
PROCUREMENT GLOSSARY

Cost-markup calculation: price
determination with a mark-up on
prime cost
The cost-markup calculation is a product costing method in which the selling price of a

product or service is determined by applying a percentage profit and risk mark-up to the

allocable prime cost. In industrial procurement it plays a central role in assessing and

negotiating supplier prices, for example in quotations, price adjustments or should-cost

analyses. Anyone who understands the logic of mark-up costing can trace how prices are

composed, identify room for negotiation and negotiate on a fact-based basis.
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Key facts at a glance

01 The cost-markup calculation applies a percentage mark-up for profit, risk and sales

costs to the prime cost determined.

02 It is simpler than surcharge-based costing, but can lead to excessive profit allocations

when material costs are high.

03 Buyers use it for price verification, in price adjustment clauses and for evaluating

supplier quotations.

04 It is based on direct costs (production materials, direct labour) and the overhead

surcharge rates.

05 The appropriateness of the mark-up can be substantiated using benchmark figures and

should-cost analyses.

06 In practice, the material overhead surcharge typically ranges from 3 to 10 percent, and

the administration overhead surcharge frequently from 15 to 40 percent.

Definition: cost-markup calculation

The cost-markup calculation (also known in the broader sense as divisional or supplementary costing;

here: the mark-up method) determines the selling price by adding a percentage mark-up for profit, and
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often also for sales and administration overheads, to the prime cost. It is a form of product-level costing

for individual products or orders.

Distinction from surcharge-based costing

In surcharge-based costing, material and manufacturing overheads are applied as percentage

surcharges to direct costs; cost-markup calculation in the narrower sense additionally applies a profit

mark-up to the total prime cost. In practice, both methods are frequently combined: first the surcharge

costing to arrive at prime cost, then the mark-up for the price. What is crucial for buyers is recognising

which stage of the price build-up is currently being negotiated.

Typical price build-up

The classic calculation path follows a standard scheme used in industry. Deviations depending on

industry and company size are common; the rates serve as a guide and must be verified case by case.

Production material plus material overhead surcharge (typically 3–10 %)

plus direct labour plus manufacturing overhead surcharge (commonly 100–300 %)

plus special direct costs of production (tools, jigs and fixtures, material approval samples)

plus material, administration and sales overhead surcharges

plus profit mark-up (often 5–15 % in the capital goods industry) = selling price

Methods and approach in mark-up costing

The basis of any mark-up calculation is clean cost assignment: it must be clear which costs are already

included in the base figures and which are covered by surcharges. Double recording (for example,

tooling costs as special direct costs and simultaneously in the shop floor hourly rate) systematically

distorts the result.

Determining surcharge rates

The surcharge rates are derived from the cost centre accounting: overheads of a cost centre divided by

the base figure (material costs, direct labour or machine hours). It is relevant for buyers that

manufacturers with a high depth of upstream production or high machine input can structurally report

higher rates. Looking at the composition of the hourly rate – for example in a supplier meeting or a

supplier self-assessment – creates transparency about the costing basis.

Should-cost analysis as a counterweight

Buyers should ideally recalculate the supplier's mark-up logic using their own should-cost model. In

this, the price is derived from the basic technical data (material requirements, processing times,

machine rates) and compared with the quotation. In tenders, this can be prepared using a structured

Request for Information (RFI) to obtain the bidders' costing bases in advance. Methodologically related

is the examination of an alternative quotation, whose different price often rests on different mark-up

rates.
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Forward and backward costing

Forward costing starts from the costs and adds the mark-up; backward costing divides a given market

price by the mark-up factors and shows what prime cost the supplier can still tolerate. Backward

costing is particularly suitable for target cost agreements on volume products and for evaluating

alternative manufacturing methods as part of a feasibility review with the supplier.

Relevance for procurement: price verification and negotiation

For technical buyers, the cost-markup calculation is the analytical tool for checking openly costed

prices for plausibility and identifying price drivers. It turns negotiations from positional battles into

structured discussions about cost drivers.

Quotation evaluation and price comparison

With open-book costing, the mark-up scheme can be used to check whether material prices, hourly

rates and surcharges are in line with the market. Differences between suppliers can then be explained

causally – for example, by different depths of manufacture, purchasing terms or capacity utilisation.

This also makes it easier to evaluate preliminary and main quotations and to compare different

production routes for the same function.

Price adjustment clauses and raw material indexation

Many framework contracts tie price adjustments to material price indices. The cost-markup calculation

shows what share production materials represent in the price – only this share should be indexed.

Without this knowledge, there is a risk of excessive index adjustments, because effects are incorrectly

applied to the entire price. Buyers should contractually pin down the material cost share, usually

disclosed in the price build-up.

Interaction with procurement strategies

The mark-up calculation is also a data basis for strategic decisions: in multiple sourcing it helps to

compare cost differences between suppliers in a structured way; for in-house production versus

external purchasing (make-or-buy) it provides the cost basis for the comparison. The cost structure is

also an indicator for risk class assessments: products with a high degree of specialisation and high

special direct costs typically carry a higher supply risk.

Key KPIs and verification criteria

The quality of a mark-up calculation can be assessed using structural key figures and plausibility

checks. Buyers should define fixed verification criteria and apply them consistently across all suppliers.

Key figures for price structure

Key figures are the material cost share of the selling price (commonly 40–60 % in mechanical

engineering), the manufacturing overhead surcharge rates, the contribution margin and the profit
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mark-up. As a rule of thumb, profit mark-ups in the supply business are around 5 to 15 percent;

significantly higher values require justification, for example through special services or low volumes.

The forecast accuracy achieved by the supplier indirectly influences the calculation, as uncertainties

often end up as a risk premium in the price.

Plausibility checks

Four checks have proven effective: Is the base figure for each surcharge clearly defined? Are tooling

and set-up costs included only once? Do the stated material prices match the company's own

purchasing terms? Is the profit mark-up shown separately from the overhead surcharges? Where

necessary, the calculation can additionally be validated by a sample check of individual items or a

procurement proof of concept (for example, sample production with documented actual times).

Risks and controls of mark-up costing

The mark-up method is simple to apply but carries systematic distortions. Buyers and controlling

should be aware of the typical pitfalls and safeguard against them with control mechanisms.

Typical distortions

Because overheads are applied proportionally to direct costs, a high material share leads to a large

overhead and profit block – regardless of the supplier's actual effort. Expensive failed developments or

rush orders that flow into overheads are spread across all calculations. Moreover, the question remains

open whether a calculated price can prevail in the market: the cost-markup calculation knows neither

the competitive nor the customer perspective – market analysis provides the complement here.

Control and approval mechanisms

Within the company, the release of costing-relevant data – such as hourly rates, material prices and

tooling costs – should follow a defined approval workflow. Changes to the costing bases must be

documented and traceable, similar to changes to reference data or commodity code determination in

the master data process. For payments to suppliers, formal controls such as IBAN verification

supplement the internal control system, even if they do not directly serve the costing process.

Contractual safeguards

Special direct costs, advance payments and tooling costs should be clearly assigned contractually and

accounting rules defined. In the event of delays or quality defects, agreed liquidated damages can

reflect the economic consequences without flowing into ongoing calculations. Price escalation and

adjustment clauses should be linked to the cost components to which surcharges can actually be

applied; tax and legal details – for example in cross-border export handling – must be examined case

by case.
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Current developments: digitalisation and target cost orientation

The classic mark-up costing is increasingly being supplemented by data-driven methods. ERP and

e-procurement systems in procurement provide up-to-date material prices and routing data, so that

calculations run faster and more consistently.

Automation and system support

Modern systems link costing modules with Material Requirements Planning (MRP) and production

control; changed material prices or working times flow promptly into new calculations. This shortens the

response time to enquiries, and quotation-relevant data from the material master – from the material

price to the set-up time catalogue – is kept consistent. The quality of this data depends directly on

well-maintained reference data.

From cost accounting to target costing logic

In many industrial companies, the focus is shifting from pure cost mark-up to target costing: the

permissible price is derived from the market, and the allowed costs are allocated backwards to the

assemblies. The mark-up calculation nevertheless remains relevant – for example, for new product

launches, special-purpose machinery and smaller lot sizes, where market prices are absent.

Sustainability aspects such as a Life Cycle Assessment (LCA) are also gaining importance, as

environmental effects will increasingly be reflected in cost accounting.

Typical metrics

Metric Typical value

Material cost share 40–60 %

Typical share of the selling price in mechanical engineering; basis for

price adjustment clauses.

Profit mark-up 5–15 %

Common benchmark in the supply business; higher values require

justification.

Material overhead surcharge 3–10 %

Typical benchmark; covers procurement, warehousing and inspection

costs.

Administration overhead
surcharge

15–40 %

Common range; strongly dependent on company structure and

industry.

Manufacturing overhead
surcharge

100–300 %

Applies to labour-intensive mechanical engineering; different logic

applies in machine rate costing.
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Practical example

A mid-sized mechanical engineering company receives a quotation from a supplier for an aluminium

die-cast component with an open costing sheet. The buyer recalculates the mark-up rates using an

internal should-cost model and finds that the material price is 22 percent above the company's own

purchasing terms and that the tooling cost block is partly already included in the manufacturing

overhead surcharge.

Correct material prices using the company's own sources of supply and market reference data

Remove duplicated tooling costs from the calculation and agree them separately as special direct

costs

Fix the material cost share contractually so that price escalation clauses only apply to the material

share

Use the result in the supplier meeting as a basis for negotiation and agree target costs for the

series

Conclusion

The cost-markup calculation gives buyers a transparent framework for breaking supplier prices down

into their components and negotiating specifically at the right levers. Its limitations – in particular the

lack of market and competitive orientation and the distortion caused by fixed surcharge rates – are well

known and must be offset by complementary methods such as should-cost analyses or target costing.

Reliable results require clean cost assignment without double counting and a documented change

process for costing bases. Those who master the mark-up logic, KPIs and control mechanisms

negotiate on equal footing and identify price risks at an early stage. In combination with digital systems,

the method will therefore remain a central tool of technical procurement in the future.

Frequently asked questions

? What is a cost-markup calculation in simple terms?

In a cost-markup calculation, percentage mark-ups are added to the prime cost of a product or

order, particularly for administration, sales and profit. The method shows how the selling price is

built up from material, labour and overhead costs. It is one of the classic methods of product-level

costing (job order costing).

? What is the difference between cost-markup calculation and surcharge-based costing?

The surcharge-based costing method (Zusatzkostenrechnung) determines prime cost by applying

surcharges to direct costs (materials, direct labour); cost-markup calculation in the narrower sense

additionally applies a profit mark-up to the finished prime cost. In practice, the two methods merge:

first surcharges for overheads, then a mark-up for the price. For buyers, what matters is being able

to examine each step individually.
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? What mark-up rates are common in industry?

Typical benchmark figures are: material overhead surcharge typically 3–10 %, administration

overhead surcharge commonly 15–40 %, sales overhead surcharge often 5–20 % and profit

mark-up generally 5–15 %. Actual rates vary considerably depending on industry, depth of

manufacture and company size. They therefore serve only as a guide and must be verified case by

case.

? How does procurement use the cost-markup calculation in negotiations?

The buyer breaks the supplier's price down into the material share, hourly rates, overhead

surcharges and profit mark-up, and compares each element with benchmarks or an internal

should-cost model. This makes it possible to address inflated surcharges, duplicate cost blocks or

excessive material prices in a targeted manner. Price adjustment clauses can also be limited in this

way to the components to which surcharges may actually be applied.

? What are the disadvantages of the cost-markup calculation?

It is based solely on internal costs and ignores market prices and the competitive situation. High

overheads or expensive materials automatically lead to higher profit allocations, which is hardly

justifiable in business terms. There is also a risk of double counting if special direct costs are

already included in the surcharge rates.

? When is the cost-markup calculation particularly appropriate?

It is particularly suitable for one-off and small-batch production, customised products,

special-purpose machinery and services without comparable market prices. It has also proven its

worth in open-book costing with suppliers and in price adjustment procedures. For volume products

subject to market price pressure, it should be supplemented by target costing.

Find the right suppliers on Amplifa

Verified industrial suppliers in Germany, Austria and Switzerland. Describe your requirement and

receive comparable offers.

amplifa-marketplace.ai
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