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Part I .

¢ AND DISTRIDUTION IN MOTOR CONTROL GEAR INDUSTRY



- OBJECTIVE Or THE PROJECT.

The Department of Industrial Engineering and Management of this
University was commissioned by the National Marketing Council to prepare
several papers on the theme 'Marketing in the Blectrical Engineering

Industry' for presentation at the forthcoming conference at the

University.
.8

The motor control gear industry vwas selected as the medium for
a study of price and distribution policie§. The stu&y was to cover
every manufacturer, large and small, in the industry. 1 It was intended
to invesiigate manufacturers' pricing objectives and methods and to
appraise the importance of pricing as a competitive strategy: also.
to examine the channels for distribution and to analyse both the
motivation of distributérs and the methods used for their selection and

performance evaluation.

The writer was required to work on a suitable project and then
to submit a thesis in part-fulfillment for the requirements of the
course of study leading to the M.Sc. degree. It was confidently felt
that the study in 'Pricing and Distribution Policies of Manufacturers
in the Motor Control Gear Industry', carried out in sufficient depth,

would be adequate for submission as the thesis,

Because of the limited time available, it was decided fb acquire
the bulk of the necessary; information through a postal 'questionnaire
rather than through the more effeciive But lengthy process of personal
interviews, However, fhe draft of the questionnaire was discussed
in personal interviews, with top-lével marketing executives (marketingk
sales directors, commercial managers, etc.) of a feﬁ major firms in
the industry and their comments were very favourable and highly en-

couraging.’
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The final questionnaire which is given on Appendix I was sent to

100 manufacturers in the Industry.

The almost immediate reaction to.the questionnaire for the survey,
caime on behalf of BEAMA} in the form of a recommendation to member
firms in the motor contrel gear indusiry not to participate in the

survey.*

The result %as a poor response to the questionnaire, certainly
very far below the.expectatioﬁs built ﬁp during the discugsions with
the marketing executives: but that which was obtaiheci eventually was
considered to be of suffiéient merit to Justify maintaining the study,
which, augmented by work from cther sources, might prove of some value
to the industry in this relatively unexploréd field., At the same time

this would fulfil tlie requirements of the course of study for the writer.

Therefore, basically, this work is divided into two parts. One
part deals with pricing and distribution in the motor control gear
industry and the other with pricing and distribution of industrisl

products,

- /

The first part is concerned entirely with the survey, that is,
with the pricing and distribution in the motor control gear industry.
The methodology for survey, the response and the results are discussed

‘along with any conclusions which could be derived from the survey.

*  The writer was told by some manufacturers over the telephone and
during perscnal interviews that they had received a letter from the
Chairman of BEAMA Sub-Committee on Motor Control Gear recommending
not to participate in the survey.

1 - British Electrical and Allied Manufgcturers Association. -.



iii

The second part is sub-divided into two sections, A and B, In
Section 4, manufactiurer's pricing objectives, the féctors which influence or
deternine price and the methods of pricing are discussed and then presented
in such a form as to give a'better understanding of the role of price and
the methods of pricing in many of the situations which arise in actual
practice, including situations involving uncertainty and/or risk, where
overational research tgchniques are applied. The initial discussign inm
baczed on the views puf forward by various writers mentioned in the bibliography
and, not the least, on thé studies conducted on pricing by Brookings
Institution, Haynes, Lanzilletti and Eaciman (g1l in the U.S.A.) and by Fog

and Bartack {(in Furcpe).

Iz Section B, the distribution system, the costs and the channels of
distribution, are discussed with particular emph;sis on the iﬁdustriai
distributor. The discussion is basgd to a larée ex?ent on the studies
conducted by the National Indﬁstrial Conference Board {(in the U.S$.A.) on

1

'Selecting and Evaluating Distributorst,.



IOTOR _CONTROL GEAR INDUSTRY

The motor control gear indusiry is a complex inaustry
with manufacturers whose products are individual componenté,
integrated equipment, or both. These products can be classified
as conventional (i.e. with moving parté) or non—éonveﬁtional
(i.e. static)!and they eventually find application in the
_field of motor control. Manufacturers buildiné switchboard
panels only are also included ip this indﬁstry.

The tﬁrn—over in the U.X, has gradually incréased from
£20.m. in 1954 to around £41 m. in 1965. Since then it has
remained fairly static (1). Concurrently the number of éontrol-
gear manufacturers with a turn-over of over £0.5 m. has incfeasgd-
from 15 in 1954 to around 40 in 1964 (1).

One of the feasons for the large entry of mamufacturers
into this industry is fe relatiyely low initial capital outlay
reguired. In recent years there has been increased'competition
from overseas manufacturers, who import either-integrated
equipment or individual components which;ére subsequently
assembled in their plants in this country.

The majority of the manufacturers, including all the large
ones are members of B.E.A.M.A. (British Elgctrical & Allied

Manufacturers! Association)w

(1) figures given by B.E.A.M.A,



The manufacturers seem t0 be in an oligopolistic market (2)
with a handful of manufacturers having over 75% of the total
-market. ° The market segmentation ig rather nefulous and;-
except in isolated instances, there do not appear to be price
-leaders in the industry.

It would appeaf that.the larger firms manufacture other
broducts in a;dition to motor control géar, and the majority
of them are divisionalised (i.e. profit—decenﬁralised).

There has not‘ﬁeen an official survey conducted in the
récent past on product, pricing and distribution policies in
the industry, and it haé been confirmed by B.E.A.M.A. that,
to their knowledge, there are no plans for such a survey to
be conducted in fhe immediate future. One large manufacturer
is said to have approached B.E.A.M.A. last year with a proposal
for a similar survey to be conducted at his expense but because
of a lack of adequate response, with only about 3 manufacturers
indicating willingness to-partﬁgipate, the survey was dropped.
It is understood that a similar p}oposal from another manufacturer

met an identical fate & few years previously.

(2) some observers fail to recognise that the
pere exictence of a large number of firms
in a particular industry does not assure
that industry is conpetitive. Haynes in
'Pricing Decisions in Small Business'.
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SUMMARY
Prieing
The manufacturerers primary pricing objectives were to achieve 'a
certain rate of return on turn-over' and/or 'a certain rate of return on
capital employed'. Of these, the former is fundamentally an unsound
objective for a manufacturer, because it does not lead to optimisation of
his overali objcctives. There was a lack of clarity about‘the guidelines
({.e. the pricing pﬁlicies) used to achieve thé ije;tives. The pricing
policies were not sufficiently comprehensive to qeél with different situations
that arise in the process of pricing the different classes of pgoducts, at
different stages of tholproduct's life cycle énd in different marketing
condi tions., The pricing methods used by the manufactﬁrers werelthose of a
total-cost pricing system, i.e. total cost per unit plus a percentage profit
margin to arrive at fhe price of the product; but with the majority of the
manufacturers, this profit margin was flexible, depending upon markefing.
conditions and varging with individual products, thereby suggesting that
Qome consideration to demand and competition was given when pricing. There-
fore, it can be said safely that the pricing policy was basically cost-
oriented rather than demand-oriented, i.e. it over-emphasised the role of
cost but did not emphééise the role ;f deman@ and competition, Price was
not the most important factor in the manufgcturers' conpetitive strategy -
not even among the first three factors in the case of large manpfacture¥s.
By and large, the manufécturers did not have a very realistic ldea of the
demand characteristics for their products and wore rather indifferent to or
unconcerned with their comfetitors' marketing strategy, When they ( the
manufacturers) were introducing price changqs, they szeem to hmve had glven

inadequate consideration to the extermal factors, viz. effects on customers,

distributors, etc. and reaction from competitors.



Distribution

The manufacturers have been making greater use of distributors (i.e.
wholesalers) and this trend will continue; in the ;ase of the larger
manufacturers, the trend could well be to ovn their distribution outlets.

The distributors were c¢hosen on the basis of industrial coverage rather than
geographical coverage: they were given sales targets, required to carry a
minimuz value of stocks and their sales force was provided with ﬁroduct

' .
training by the manufacturers. But the manufacturers did not avail themselves
of the various ancilliary services which the dist}ibutors are in a position teo
provide. The criteria used by the manufacturérs for the selection of their
distributors was not unlike that used by their US counterparts, with
management ability of distributors and the Qualitf and competence of the

& .

sales force being the most important attributes, Adeguate attentioﬁ was
not given to the establishment of the standards of performance required of
the distributor and to the methods used to evaluate the performance achieved,.
Technical and managerial assistance was the nost importént means of motivation

provided by the manufacturers to their distributors, but there was no measure

of the effectiveness of the means used, -



METHODOLOGY FOR SURVEY

, The survey was to cover all the manufacturers in the

notor control gear industry. The names of manufacturers

vere %aken, in the first instance, from B.E.A.M.A.'s membership
list for motor control gear. . With the refusal of the Statistics
-Branch of th% Hinistry of Technology, to disclose net only the
names but even just the number of manufacturers who contribute

to the Business lonitor's Production Series ;n Motor Contrel
Gear, nameg.of other manufacturers in the industry were taken
from Kompass Publications, Section 37-13 and 37—15.- The

total number of manufacturers on the list amoﬁnted to 10C.

Studies on pricing by manufacturers have been conducted -
by Brookiﬁgs Institution, Lanzillotti, Haymes and Backman,

(all in U.S.4.) and by Fog and Barback (in Europe).  These
studies were based on lengthy or extenéed personal interviews
with top executives of the manufacturers, because this is the
only really effective method of analysing objectives, polipies
and method; of pricing.. In almdst every study, each firm was
interviewed on not less than two oecasions. The National
Industrial Conference Board conducted a major study in U.S.

on Selecting and Evaluating Distributors.

However, in this study, the limited time available made
it impossible to adopt the above approach, and i% was fherefora
decided to acquire the bulk of the necessary information.through
a specially constructed, comprehensive postal questionnaire,
care being taken to avoid stretching the patience or killing

the interest of the respondent.



A preliminary quesiionnaire was conctructed on the general
assumption that the pricing and distribution policies of manufacturers
in the U.X. were not‘vastly different from those of their ocounter- :
parts studied by Brookings Institution, Lanzilloetti, ete. It
was then tested on the relevant case studies available from
various sources, The appropriateness of this questionnaire
was discusseg, in personal interviews, with top marketing
executives, viz. Harketing/Commercial Directors, Cpmmeréial
Managers etc., of a few major firms in.the industry. The
&omments from these executives were very favourable and highly
encouraging. They even suggested the ways and means, and the
sources to approach, in order to obtain a wider response to
the survey, and they gave an overail impression that such a
" survey was much needed 'in the industny. Because of the
approaching summer holidays for the industry, it was not possible
to test the effectiveness of‘the questionnaire by means of a
pilot survey. | ' ‘

The final guestionnaire (Appendix I ) was addressed to
the Marketing Hanageps and mailed to the 100 manufacturers.

The questionnaire is divided into two separate parts, .
Prici}sg and Distribution. The pric'ing questionnaire is
concerned with two classes of products, standard or cataiogue
items, and gpecial or customfbuiit itens, There is a further
sub-classification to distinguish between the product which is
new to the manufacturer, but not new in the market (i.e. it is
a new brand), and the product which is a major .innovation, thus
new to the market. ﬁistribution is concerned gntire}y with

standard products.



By average standards, it was a lengthy questionnaire;
this was necessary because of the depth of study required.
There were several open-ended cuestions, the overall objeqtiﬁe
of the questionnaire'beinglto seek the reasons for a particular
decision taken, the alternati%es considered before taking the
decision and the basis for a particular policy adopted, rather
then accumulating data and figures. To this extent, questions
on vital matters were almost duplicated and were tantamount to
making doubly sure.

There wés a pre-supposition in the questionnaire that
every firm had some form of pricing objectives.and policy,
formal and otherwise, The reason for this pre-supposition
being that: where decisions are made on 'éd hoc' baszis or
j on intuition, i.e. without resort to reason Ar any conscious
mental process, neither the decision-maker himself can explain,
‘nor anyone else can learn anything gseful from the process.

An improvement was éttempted on the conventional.method
of ranking in an answer, where more than one factor is involved,
by introducing the awarding of marks, between 0 - 10, to these - .
factors. This is tﬁe only method-wheréby one is ablé to have
some idea not only of the relative importance between the factors
involved but also the degree of their re;ative importance. It
was realised that special circumstances could alter the aegree
-and even the relative importance between the factors involved.

It was anticipated that some of the %nswers, and even the
questions themselves ﬁight need further clarification. . Where
there was ambiguity or lack of clarity in the questien, if'was
requested that it bwe altered to make it more mga%ingful and

then to answer the rephrased question.



Comments and elahorations on any of the answers were explicitly
_ invited. Where the answer had to be an approximation, it was
explained” that a reasonable approximation uaé far more useful
than no answer at all. It was realised that one or twé ahswefs
to the questions involved highly confidential inforﬁation.which
some manufacturers might find it difficult to disclose; thergfore,
a clear distigction was solicited bvetween the information which
could not be disclosed and that which was not available.
General instructions on the guestionnaire Wer;'provided in the
preamble. |

" Lastly, subject *o encoufaging and prompt repliés to the
questionnaires, it was planned to seek personai interviews
lasting several hours, with the marketing executives of the
leading manufactureré and to have brief discussions over the
telephone, with the rest of the respondents, in order to make
the study on the lines conducted by the sources mentioned earlier.'
Application of the official pricing policy, the assessment of ;
opportunity costs in the decision tolmanufacture a particular
product, the corrective action taﬁen when the actual results
deviated from the desiréd performance, the relationship between
the firm's share of the market and iﬁs.;nnuél profit, the factors
“taken into considération in determing the nature and the number
of chanﬁels of distribution and the factors involvéd in deciding
the margins for distributors were intended to be included wifhin

the scope of this further study.



RESPONSE TO THE SURVEY

Lo

The response to the questionnaire was very voor indeed.
Nevertheless the turn—ovef of the Tirms who participated.in
the survey is more than half of the industry's total turn-over.
About two dozen manufacturers claimed that they were not in
notor contirol gear industry, half of that number excused themselves
from replying on the grounds that their involveﬁent in control
gear vas negligible; some manufacturers replied that they
would not participéte in the survey, and a few did not even
acknowledge receipt nor return the blank ques?ionnaire.

It was realised that those executives who replied to the
questionnaire were'perhap§ not involved with actual price
setting or not intimately aware of the pricing process in their
firms. Purthermore, the terminology used in the questionnaire
might not have been the one to which these respondents were
accustomed - after all, there is sone lack of consistency
among accountants regarding the'terminology used in accounting
practice, therefore it will be 1little surprising if marketing
executives did not understand as intended.

Among those who returned the completed questionnaire,
there wvere a few who left some of the questions unanswered,
in other questions the respondents replied that the information
was not available or that they had declined to disclose.. Many
respondents obviously found it difficult to quantify the several
factors involved in some of the answers and gave a blanket reply
'all factors are significant'; others gave the donventional

ranking to the factors involved.



10

To this extent, the system of awarding marks did not achieve its
full value. In a few cases there was a significant inconsistency

in the answers, in some instances the answers could not be used,
and ansﬁérs received to one or two questions ranged from a
generality to vagueness: for example, on quesfion C5 "Who is
responsible (function of the individual) for setting the price?!

#
one of the answers was 'Management'.  Another, on question Cla

'"Does your firm have a formél ;tatement on pricing_policy?'one
respondent inquired whether it meant a *price list' - the pgice
list can hardly be a firm's pricing policy, but the 1list is the
outcome of the decisions taken within the framework of pricing
policy. And while many of the respondents either-did not
aﬁswer questions:NosLI‘Glo and G11, or declined to disclose the
" information, one answer obviousiy included the administration’

costs and other general overheads as part of the manufacturing

"costs.



1l

ANALYSIS OF THE QUESTIONNAIRE

It was intended to follow the conventional method of
giving fictitious names %o thé manufaéturers participatiﬁg
in the survey and then itabulating the answers provided in the
questionnaire, However, as the industry is dominated by a’
handful of large manufacturers, of vhich some have participated,
it was soon mealised that, from the answefs to as- few as four
key questions, a marketing executive from the industry could .
iomediately deduce the identity of at least two large manufacturers
involved. Because of the highly confidential information
~involved, it has been decidéd to adopt the more labSurious
" method of analyéing the results.

The manufacturers are divided into two groups; the smaller
manufacturers whose turn-over is less than £1 m. per annum are
placed in one group and the other manufacturers, i.e. the larger -
ocnes, are placed iﬁ the other group. The results are discussedl
seéparately for.each group. The summar& and.conclusions afe

cecomon for the two groups. _ ‘
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PRICING

Group 2. (Large Manufacturers)

Yost manufacturers have more thén oﬂe main odbjective.

To the majority{‘profit was stated as the top objective. There
was one firm where profit was the only objective. Growth was
high on the l1ist of objectives for the majority. Almost half
of the firms included the goodwill of customers and the estéem
of the public as objectives. To one firm, prestige was a minor
objective. Survival was not an objective to any of the firms.
To one firm it was not possible to quantify be?ween %he inter-
related obdjectives.

In a majority of the firms the above objectives were formally -
laid down, -

411 the fimis (studied) manufactured other products as well,
and in the majority of the firms motor control gear was profit-
decentralised.

Achieving return on tufn—over, or rate of return on capital
enployed, or both, were the top pricing objectives of all the
firms. Lchieving profits to pay régular dividends, and improving
liguidity of the firm were aiso included as pricing objectives.
For one firm it was not possible to quantify the interrelated
factors. |

Most firms reviewved pricing objectives continuously, one
firm revicwed them annually.

A majority of firms had a form;l statement on pricing peoliey,

and profits seemed to provide-the main points of such policy.
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Share of the markef'was mentioned by one firm. VWhere there.
wvas no formal statenent, profit was stiil the main point of
thé policy generally understood.

The pricing policy was common to all classes of products
in all firms, i.e. prof;ts, on all classes of products.
Formulation of price policy in these firms varied slightly
from marketing management to board room, and this policy was
revieved conf&nqously in all firms.

The responsibility for setting prices varied from firm
to firm., It was generally the sales executive, the cost
accountant, or the pfoduct'manager.

Discretionéry latitude in pricing was permitted in all
firms and the individual authorised to use discretion was a
top ranking executive, viz. managing director, marketing -
director, etc.

"Profit margin was the most important factor for all
firms in pricing all classes of products. For standard
vroducts, sales volume and costs were also important factors.
One firm specifically mentioned design leadership and gave
it top marks; this firm also included prospects of new
. markets as a factor., Share of market was the third most
important factor for one firm; production capacity and
contribution to overheads were mentioned by another. f
Competition was a less important factor to all and no firm
considered demand as a factor of importance. Only two firms
replied to the section on special products, and innovative
products. To one firm, costs were very important to both
types of products, new and innovative, and for innovative
products, sales volume and share of.markei were almost as

important as cost and profits.



4.4

A1l firms gave diccount for trade, the majority gave discount
for guantity and almost half of the firms gave discount for proapt
payment. Aimo;t half the number of firms gave arbitrary discounts,
sometimes to special customers. No firmn had a2 geographical
Price volicy.

The majority of the firms did not have a policy of maintaining
constant profit maféins and the same‘majority changed profit
ma?gins depeﬁéing upon marketing.conditfons.

Almost half of the number of firms never'accepted orders
for special items which did not cover their full share of the
fixed costs, and the others did so in special circumstances,
depending.upon the compétition and the type of'cugtomer. No
firm accepted orders for special iteris whose price Earely
coVe;ed variable costs,

All firms séld replacement parts and their pricing policy
was based primarily on retaininé customer goodwill, while source -
- of profits was the next most important ériterion.

Only one firm indicated a'steady inErease in the share.of
the market; for other firmg their share of the market was
steady_or slightly downe. One firm declined to answer.

Every firm replied that the trend for the next five years
would be an irncrease in their share of the market and most
of them even specified what this growth rate would be.

The majority af the firms did not appear to know the
trend of their major competitors' share of the market.

A1l firms avoided specifying the techniques employed-
for sales forecasting and estimating market trends. .

Almost half of the firms claimed that price sensitivity
to their.products was low, i.e..a 5% to 10% variation in price '
would not affect demand for their prbductt To the other half.

of the firms, the sensitivity was positive and even considerable.
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Fost of the firms were of the opinion that therelwas no
rrice lcader because of product differentiation, One firm
thousght that there was a price lcader for some produgts.

For the majority of firms, standard products formed the
bullz of their turnover. To one firm, standard products
constituted adbout SOF of total sales.

All the firms appeared to use the total costing system,
and this was a;plied to 21l claszes of products, Standard
costs were used by all the firms, except one, which used future
costs with allowance for inflation.

Every firm was confident that the variable and fixed costs
associated with cach one of their class of items was identified
and measured accurately, and while most of the firms disclosed
the ratio of fixed costs to varizble costs, one firm replied .
that it was not available. ‘

This ratio séemed to vary considerably in every firm.

All firms gave costs as the most important basis for pricing
a product which was an innovation in the market., Assessing
the value of a preduct to the custoger was given little. importance _
by all the firms. One firm stated that all the factors were '
influential. |

The nmajority of firms recovered research and development
costs as part of overheads, One firm recovered it as a ‘
standard pércentage of costis.

To almost all firms price was the least impbrtant'of tﬂe
areas mentioned for their firm's competitive strategy.

Quality and reliability appeared o be right'on top, followed
closely by service hefore and after sales, product development,
and delivery é;kdistributiOp. To one firm it was not possible

to quaﬁtify the interrelated factors,



Reactions tgken into consideration when introducingz price
changeg were varied. To one firm it was profit, to another it
was market reactioﬁ, to a third, customer reaction,.and sC on,

. including one who would consider whether.it would bte a temporary
or perzarent gain of business.-

On pricing standard items in relation to pricing of competitors,
one firm kept its. prices 5% below the market. To another firm
this was not a prime factpr as there was no constant relationship,
vhile still another replied 'dependent on the compafative values
of the produects’'. |

¥hen the main competitors reduced their prices, most of the
firms said they would re-examine their costs and would not follow.

-the competitor. One firm did not find it possible +to generalise.:

A majority of the firms said they would not raise thei; prices
'.Iif their competitors did so. One executive replied that the
reaction of his firm would be 'none, except satisfaction’'. One
firm replied that it would raise its prices subject to P.I.B.
clearance. One firm did not find it pﬁésible to generalise.

4lmost half the number of firms said that they had 'loss
leader priced' motor control gear in recent times, but all the
firms replied that no other product of the firm was 'loss leader
Apriced' to benefit motor control gear in recent times.

Neu products weré, or seemed to be priced equal to of below
ccopetitors prices' by some firms.  Others declared that it depended.
upon the product, and some replied that there was no constant
relationsnip,. |

- The cost of manufacturing, advertising and selling and
distribution as a percentage of total sales variedlvastly with
the firms. In one firm the percentagé of distribution costs

seemed particularly high.
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PRICING

Group 1. @mﬂMﬂﬁmmmm)

All firms had one or more overall objectives. Profit
was the top or nearly the top objective for all firms. Survival
was next most important objective for a few firms, and for one
firm it was the most important immediate objective. Growth
was mentioned by a few firms és one of the imporiant objectives.
Only one firm gave ilmportance to goodwill of custqmers, and
public esteem as odbjectives. To one firm all the objectives
were important. |

In the majority of the firms these objectives were not
laid down formally.

The majority of.firms namufactured other products besides -
- motor control gear, and the métor control gear section was not
divisionalised.

Rate of return on turn-over was the most important pricing
objectiv; for nearly all the firms. Improving liquidity was
mentioned by few firms, and rate of return on capital employed
and profits to pay régular dividends were guite important to al
a few {irms.

In the majority of the firms these objeétives were reviewed
annually.

Yone of the firms had a formal statemeﬂt on pricing policy;
Rate of return on turn-ovér was the main point of the policy
generally understood. ‘In one firm it was at the board of
directors discretion to formulate poliéf, or perhaps to decide
the main points of the policy. In the majority of the firms
the policy was not common to 211 the dasses of products and one

of the reasons put forward was the competitiveness of the product.
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The board of directors or the managing director formulated
pricing policy in the majority of the firms and this policy was
reviewved annually.

In the majority of firms, a sales executive was responsible
for setting the price, but in one firm it was the managing |
director.

All fir?? replied that discretionary létitude was permitted
in pricing and the authority was vested'in £he executive who
sets prices.

Most of the firms gave discount for trade and for quantity,
a few only gave discounts for prompt payment. Only one firm
had a geographic price policy based on F.O.B..Factory/Warehouse.

A majority of the firms gave arbitrary discounts.

The mzjority of the firms maintained constant profit margins
between different items of the same class, aﬁd most of the firms
changed profit margins depending upon the marketing cénditions.

A mejority of the firms accepted orders whose price did
not cover the full share of fixed costs only where the quantities
involved were large, and thé customers vere of importaﬁce fo the
firms, Yone of the firms would accept orders whose prices barely
covered variable costs.

All firms sold replacement parts and customer goodwill was
the primary factor infiueﬂcing the policy for pricing of replacement
. parts. |

Only one fiQm disclosed its share of the markét_for the
year, and it was steady. Some declined to disclose; one

replied "we have no idea", and one found it difficulf to estimate.
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Some firms replied that the trend fBr their share of the
market was inéreasing (or growing); one aimed_at massive increase’
in 5 years tinme, one hoped to increase and one did not know.

Most of the firms appeared not to know the trend of their
_competitors} share of tﬁe market; one replied 'Static (we hope)',‘
and another replied 'increasing'. |

Varied répl?es were given in describing the techniques
used for sales forecasting, etc., such as, gconomic climate,
rate of expansion, professional surveys, sales forée reports,
gtc. |

Some firms claimed that their products were nof sengsitive
to price variation of 5% to 10%} one clalmed only certain items-
af or helow a specific price level were price sensitive; another“
firm claimed a high degree of price sensitivity to some items,‘
and a rise in price would price them out of +the market. |

A majority reprlied that there was no price leader; .oné
did not understand the question.,

Around 80% of turn-over was made up of standard items in
some firms.

Most of the firms use a total costing system and it was
applied to all classes of products, Historical costs and
standard costs were widely used, and only one firm used futuré
costs in its costing systen. | '

From the replies it appeared that in the majofity of the
firms the variable aﬁd'fixed costs associated with each class
of item had not been identified and accurately measured.

For pricing a product which was an innovation in the market,
half of the firms used 'value to the customer!' ag the more

important basis, the other half used costs.
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Research and development costs were recovered as general
overheads in some firms, in other firms as standard costs, and
some firms did not spec.ify (probably they did not do any research
and development).

Qualify-and reliability ﬁade up the nost important areas
of the competitive strategy of 2ll the firms. Price and preduct 3
developrent were quite important areas for some firms. One firm
replied that all areas were iméortant.

Host firms avparently did not take any possible conpetitive
reactions into donsidération when inftroducing price changes.
Hovever, some firms replied that they notified the chénges.and
the reasons for change well in advance. Cne firm replied tﬁat
it had raised its prices by 10% in 10 years.

By and large it appeared that mbst firms priced their products
in line with those of their competitors;_ had the competitors
lowered their prices, they would have re-examined their costs.

On the other hand, if the competitor raised his prices, some
firms would hold their‘prices steadylwhile others would raisé
them; as implied from their fépliés, viz. 'a chance for me, too',
}pleasure' etc. |

A majority of the firms did.not "loss leader" price motor
control gear; neither did they do so with other preducts to
benefit motor control gear.

For new products some firms would price beiow their.compeéitors'
price, others would equal it, and the rest did not disclose their‘
policy. |

There was a great variation between one firm and another
in the ratio of manufaﬁturing costs to the total costs of standard

products. One firm replied 'not known'.
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DISTRIBUTION

Group 2. (Large Manufacfurers)

)

T
-

A1l manufacturers, except the one who had his own distribution
outlets, used distridbutors and the bulk of the sales was through
these distributors. The rest of their sales was to 0.E.M. All
firms excluded the use of a.gen‘t:s.~ Contractors were used only by
one manufacturgr who also sold directly to largé users.

The mzjority of the firms (including the firm which did
not make use of distributors)-said that the channels used by theh
were similar to those used by their main competitors.: About half
of the firms were satisfied with the effectivenéss of the distribution
system, and the other half wanted greater use to be made of
distribuiors .and more active selling done by them.

While most firms agreed to the greater use of distributors
in the future, one firm anticipated distributors specialising
and using modern techniques, another firm anticipated area franchise
for distributors in certain products. Cne of fhe firms expected
little change.

The majority replied that greater use of distributors had
been the principal change in the distribution system during the
last 10 years. In the industry itself, said one firm, there had
5een little change; . '

Most of the firms.replied that they had a formal statement
of policy for distributors, but none of them enclosed a copy of
such a statement. The others seemed to have no objection to such
a statement except to imply that it would reduce flexibility.

The number of distributors seemed to vary considerablj,»from
several hundred branches for one firm, to less than a hundred éach
for the others - whether these were accounts, rather than branches,

was not clarified.’
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The basis fdr establishing distribution areas was industry-wise,
and none of the firms had distributors with area franéhise.

A majority of thé.firms set 'target sales' for distributors
and the basis was past history and forecast, or potential,.for the
area. There vas a minimum value of invéntory which the distributor
had to carry from these manufacturers. This same majority of firms
reconnended rgtail prices for their products and provided technical
training to the distributors' sales force, bhut only one firm
specilfied this as a requirement. -

411 the firms replicd that .their distributors carried other
products of the firm as well. All firms encouraged feed-back
information from the distributor. Asked to sﬁecify, the answers
were fairly general.rather than specific,‘viz. all relevant cgmmefcial,
technical, competitor activity, ﬁew prodﬁct prices, znalysis by
customer, ete.

A majority of the firms had literature for the distributlors
in the form of catalogues, sales manuals, sales aids,etc., and
only a minority kept the-distributor informed about his sales and
how it compaied with his potentiai marketr

Al]l the firms replied that they maintained communication with
distributors-regarding expected new producté, markel trends, vroposed
expansion of capacity, etc.; and they also examined the distributoés
_ system of motivating his sales force, the financial {erms offerred
by the distributor to customeré étc., with a‘view to making
recommendations o¥ suggestions.

All the firms, it would appear, were helpful to a distributor
who placed urgent orders and the procedure in such circumstances,
from one firm was "First supply; second ascertain why nat in stock;

and third, if necessary, amend the schedule". One firm offerred

a 24 hour service.
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Yhere the manufacturer sold directly to CG.E.M. or to the
.user, & najority of the firms seemed to imply the need for a compromise
or an undérstanding betueen themselves and the distributors. One

firm replied that it actively tried to sée that all such accounts
went to the distributors. Another firm seemed to imply that it
informed its distributors that it would handle the particular account
directly. Kt

Secreening of distributors was done in all firms primarily on
reports and recommendations from the field sales forcé. of
secondary importance was the information from trade sources and
from distributors' customers. Two of the firms also used such
sources of information as Chambers of Commerce etc. The screening
itself was done by executives in the marketing department, although
in one firm the financial section had a say as well.

fost firms replied that they had a standard form for s2lection
-of distributors: the authorisation for selection was vested with

the marketing executives at the head office, though in one firm
the regional managers madg the se}ection with final approval from-
head office.

Only two firms disclosed the critgr?a used for selection of
digtridvutors. Size and quality of sales force, sales anq technica;
comﬁetence, and management ability came high on the criteria list.
One firm made it a point to say that 'preparedness of distributor
to co-operate with manufacturers' was the top priority. To the
other firm, the product lines carried by the distributor were
2lso an important criterion and that his @istributors wvere not

“to carry lines which would compete with the firm's products.

The firms evaluated the.dist;ibutor's performance either

continuously or at regulaf intervals and this evaluation was done

by managenent.



The majority of firms did not have a standard form for evaluation
of distribufor performance. The criterion used for performance
evaluation was the turn-over compared to the turn-ovef of the
firm's other diétributors, nast performance and sales guota.
Tield reports were also used as a criterion by one firm, so also,
information received from customer reports, following-up customer
inguiries., *

The majority of the firms replied that their distributors
were awafe of the criteria used for their performaﬁce evaluation.

The most important means used by all the firms to motivate
their distriﬁutors was the offer of technical and manageriél .
assistance or both. 'Fair and prompt dealings were very
important for the majority of the firms.

M1 firms apparently invited their diétributors to visit
the firz as a weans for motivating them.  Advertising, ete.,

did not appear to be very important. Use of the whip, i.e.
threatening to cancel the distfibution seeméd a poor motivator.
And one firm seemed to attach high importance to financial
incentives viz. better f@ngncial terms, discoﬁnts on larger
and cumulative orders.

All firms claimed that the effectiveness of their motivation
had been assessed by such criteria as 'resultant increase in
turn-over', 'regular requésts from other wholesalers for.l
appointment as our authorised distributors'.

All firms had a field sales organisation, the effective
strength varying around 50. {ne firm claimed national coverage.
The main jobs of the field force varied from firm to firm. .In
one it was Jjust selling, in the next it was acti%e selling and
maintaining existing accounts, in the other it was promotion

of all thc firms products.
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One firms field force was apparently hﬂﬁmrsophisticatgd, nerhaps
well qualified ergineers, and well trained in dealing with
distributors and customers.

A majority of_firms replied that before-sales service
vas impoftant and was provided by their own sales force and
in one firm by the distributor's sales forcé as well, All
firms replied!that after-sales cervice was important and
this service was provided by the same personnel as bhefore-sales
service. Customers of most firms could obtain feplacement
parts generally through distributors and in one firm through
vheir factory. Only one firm obliged with a skeleton

organiszation chart.



DISTRIBUTION '

Group 1. (Small Manufacturers)

The bull: ofﬁtﬁe sales of these firmsneagzmade directly to
0.5.H. and tc users. Some firms used distributors; a few used
acgents as well, and a few others had their own distribution outlets.

Fost firms replied that their channels of distribution were
similar to0 those generally used by their compe?itors and therec
was a majority agreement that they were not satisfied with the
effectiveness of the presenﬁ systen of distribution. Some
I wanted greater use of distributors; one suggested mére égencies,
and these were the changes anticipated in the future. |

None of the firms had a formal "statementrof policy" for
their éistributors and some of the reasons put forward were:
“the lack of flexibility; +takes insufficient account of local
factors, ete.

The numbers of distributors of each one of these firms was
in single digits, and they were based geographically. Most of
the firms' distributors did not h;ve area franchises,

| The distributors of all these firms were not-given a target
‘sales and some of the firms replied that their distribufofs had
to carry a minimum of stock. -

The use of distributors wes at present seen to be of -
relative unimportance to these firms. Distributors did carry
other products of the firms.

A majority of the firms had a field sales organisation.

The effective strength of the field sales force was not more-
than 10 in each firm; and their paramount task was to sell or
to get orders. In two firms the main.job of the field sales
vas to obtain specificatioen, an& in another, customer liaison, :

market intelligence and after-sales service,



T CONCIUSIONS (PRICING)

This survéy was intended to investigate the pricing objectives
of manufacturers in the motor‘contfol gear industry and the methods used
in pricing a1l classes of products. It was also intended to appraise
the role of »pricing in the competitive strategy of the manufac%urers.

Some inconsistencies werc found in the replies to the guestionnaire
from both large and small manufacturers, partly because perhaps of the
inherent deficiency of the method used in the survey. It seemed too
that certain areas of the questionnaire.did not receive édequate
attention from the resnondents. These factors, the inconsistency
and the inadequate attention {one could have been the cause for the
other)} have greatly inereased the difficulty in drawing any specific
conclusions. Two additional reasons, and very important ones'too;
have compelled the writer to adopi an extremely guarded approach to
the conclusions of the survey.  These reasons are:

1. the sanple who responded to the sﬁrvey éould nof bg considered
fully reoresentative of the industry; probably, only the more
progressive manufacturers ignored B.E.AM.A.'s recommendafion, and

2. the postal questiénnaire had to accept a4t face value the
brief replies to the questionnaire from the respondents;
thus failing to analyse.in depth the reasons for.any
particular decision taken.

¥ain Obiectives

The findings of the survey indicated that all the nanufacturers,
large and small, had more than one main objective and that profit was

the most important objective to almost every manufacturer.
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Ir other objectives, large manufacturers differed from their smaller
counterparts. Yhile the former aimed for growth, goodwill of
customers etc., the latier aimed for survival, and surprisingly

did not seem to be concerned with the goodwill of customers vhich

is just as inmportant to their survival, as it is to the large;
manufacturers for their growth. Another difference between:

large arnd smallsmanufacturers was that the former had their objcetives
laid dovm formally in their oréanisationso

Pricing Ohiectives

The most important pricing objectives were 'to achicve a :
certain rate of return on turne-over® and/or 'to gchiofe a certain
rate of return on capital employed's  The small manufacturers
aimed at the first objective, while the lerger manufacturers aimed
at either or both of the objectives. 'To:improve the liguidity!
was also a pricing objective.for some of the manufacturers from
both groups. But althouzh this objective is invariably a short-
tern éne which would need to be clarified and reviewed frequently,
there was no evidence to suggest that this was done. Other
relevant objectives such as "'to improve or .retain the share of
the marlket! and 'to meet competitors' prices', did not figure on
the list of the large and small menufacturers respectively.

Another difference between large and small manufacturers was thét
the former seemed to review fhei? pricing objectives more freguently
than the latter.

A pricing objective 'to achieve a rate of return on turnover'
would be acceptable for a retailer whose substantial proportion
of the capitai is tied to the inventory and vhose operating
costs were largely created by the storage, display and seiling
of the product. But this is an unsound.objectiVe for the

nanufacturer because it neither maximisestotal profit (by optimising



volume-cost and price-volume combination) nor is it directed
towvards inproving the sales volume/share gf the market, or to
achieving any other main objective, except neyhans, to stabilise
prices,

" Pricins Policy

There seemed to be some form of pricing‘policy for almost
all nmanufecturers, although very little information was provided
on i%, even ﬁyﬁthe large manufacturers, who c¢laimed to héve a
formal ststement on pricing policy (the size of tﬂe orgaﬁisation
perhaps mede it necessary to have the formal statement). Generally
the volicy was formuiated at a very high level of the organisatio#
hierarchy, and even at the board level. Just as in the case with
objectives, the policies appeared to be reviewed more frequently
by the larger manufacturers. (If this weré to be true then the
smaller manufaciurers would have surrendered one of the adv;ntages
they are expected to hold over larger manufacturers - their
flezibility and the speed to adapt to a new and changing situation =
unless there was inconsitency in the aépiication of the,policies
and some of the decisions could be pade on 'ad hoc! basisl

Hone of the manufacturers had a separate depariment fo
verform the actual task of price setting: this task was
delegeted to an individual frog the marketing or the accounting
department. With some small manmufacturers, the top executive
probadbly had a hand in the actual setting of pfiée.

Almost 211 manufacturers disclosed that their official

or lis%t prices¥ coculd be adjusted fo meet special circumstances;

*  according to National Board for Prices and Incomes,
Report 10,55 Price Lists are not enforced. These
ligts arey,it is alleged by the manufaciurers, for
convenience of the distributors. '
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btut where such circumstgnces denanded (and they could do) speed
in making ard implementing the decision and did not create other
implications for the manufaciurers, then it would appear that the
authority to use tacticai;ricing discretion,in such circumsfances,
had not been delegated to the operating level in the organisation,
in order o be effective.

Standard iypes of discounts viz. trade, gquantity and prompt
paymrent,vere genefaliy given in the industry. There was no
gecgraphical price policy. - Arbitrary discounts (which is
almost the same as reduction in list prices and in profit
marginé) were given by some nanufacturers {o some customers,
defined as special customers., | The -eriterion for taling such
decisions would obviously ke that the prospecis of future
advantages out—ﬁeighed the possible side effects of retaliation
from other customers, of leaning on indifferent salesmanship
and of rationalising such decisions, and the most likely ration-’
alisatior being ~ 'if we did not make this particular concession,

_our competitors would have'.

The price pollcy was siated, by every manufacturer, to

be comton to all the classes of products. From the analysis

to the questionnaire'it would appear that the policy was not

comprenensive enough' to provide guidelineé in its application

to pricing of all classes of products nor to deal with different
arket 1ng conditions. This is also the area of the questionnaire

vhere inconsistencies were.found in the replies; =ome brief

discussion of the factors Uthh would normally influence pricing

of the four classes of products would, *herefore, Seel necesSsary.



For standard (or catalogue) products sold in an oligopolistic
A market, depending upon the degree of product differentiatidn,
demand ond competition, should be the most important factors

in establishing prices. Then only can the manufacturer achieve
his objectives of maximising total profits or controlling a
specific share of market.

In the cgse of special products, cost is a factor which
highly influences pfices, particularly vhere qompetitive bidding
is involved. Yhare the turn-over on special products is relatively
a small proportion of the total turnover of the manufacturers, the
profit marzin on special products becomes subordinate to:

1., unused or available capseity, viz. facilities for
production,_dis?ribution and selling.

2. prospects of new markets for itself or other preoducts.

S contribution to overhead and to total frofits.

The pricing of new produets involves, in the first place,’
meeting the purpose for bringing out the new product; this
Turpose may be to complement the vreduct line, to absorbd the
available capacity either in production or in selling, to
create derived demand, etc. Costs would have already been
taken into account during the planning stagé and long before
cormencement of the manufacturing process. Very oiten, share
of markét or the extent of marke: penetration is more important '
than the irmediate profitability.

For a product which is a mdajor technological innovation
in the market, fthere is no immediate‘and direct competition
except from substitute product suppliers who may retaliate with

price reductions.



Depending upon the product and the state of potential competition,
the monufacturer has the option of pricing to skiﬁ the narket and
thereby recover his development cosis and make quick profits.
On the other hand he can be more adventurous and penetrate.or
entrench in the merket with the cbjective of long-term profits.
Cocts hardly enter into such 'demand-oriented! pricing policies}
except to set tge floor price; therefore pricé will be based on
the value or'atility the product has to pafticular groups of
custoners.

It would avpear that the manufacturers did nét have a
vefy realistic idea of the demand charaétéristics for their
products, nor had they, (the manufacturgrs) developed a systen
of competitive initelligence which would have helped then in
planning their oﬁn'marketing strategy, so important in an
oligopolistic market.

Pricine M-othods

The pricing method of almost all maﬁufacturers.is the
total costing one - i.e., adding a % profit margin to the
totel cost per unit of the product, in order to arrive at the
price of the product.  This method was applied to 21l the four
classes of products. The larger manufacturers claimed that
they had identified and accurately neasured their fixed and
variab;e costs, but litﬁle use appeared 4o have been made of
this exercise. Perhaps it would have been more ussful £o thé
menufacturers to direct some of their efforts dissipated in
2llocating fixed costs more accurately, into analysing the
denand charactgristicé for their products and investigating

their competitors' marketing strategies.



The small menufacturers did not give adeqﬁate attention to the
costing of individual products and therefore would be hetter off
if they nriced to meet competition.

Toial cost (or sometimes called full-cost plus 'mark-up')
pricing has several drawbacks: it ignores demand and overlooks
competition; it fails to focus on the critical factors of
production and includes such factors as sunk costs which have

0 bearing on the current costs of producing and selling.

o]

However, the only situations where full cost priciﬂg could have

some justification are:-

1. vhen the production is to near full capacity.

2. vhen the overall efficiency of production and marketing.
is expected to be the same as those of the competitors;
thus reducing the risk of price wars, and

3. where the buyers have fthe economic powver and other
resourceé to manufacture the product themselves.

The pfofit margins used by most of the manufacturers in
arriving at the final price of the pro&uct were not rigid, but
wvere dependant unon marketing conditions. This surely is the
correct approach, and there was no reason for the rest of the
manutacturers not following this practice, or adotping it in
princinle. Therefo:e, at least in principle, when the dexand
is hish, the competition is moderate, and the economic conditions
are zood, thc profit margins (arnd the tatal profit) should.he
hizher to nmatch the al%erﬁative investment opoortunities availlable
for higher returns on investment; on the other hand, although
an increase in costs may seem to justify inerease in prices,the

level and type of demand may ndét permit the increase.
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For assecsing costs, the large marufacturers ﬁypically used
standard costing and the smaller manﬁfacturers historical costing.
Pricing is cencerned with costs to he inCpr;ed, therefore, it is
the future costs, perhaps projected from historical costvs, which
snould have been used. Research and development costs are
correctly recovered as part of general -overhead costs by the
eejority of mﬁnufacturérs, tut 2 tiny minoriiy charged them as
the svandard costs of the preduct. One woulq wonder at the
bzeis used by this minority of manufacturer; to recover the R.
&,D' costs of a project which did not produce any resulte of
immediate value and application.

Also, and.on the part_of this minority of manufactufers
a strict adherence to a constant or common rate of return on
each product item, i.e. each product’itemihaving to stand on
ite feet, would have.resulted in overpricing some producis and
uﬂder—pricing others, énd thereby losing the competitive advantage
which these mermufacturers had in some of their products,

Bearing in mind that cost per unit fluctuates with changes

in volume and that the allecation of fized costs is always

an approximation, such a policy of ‘'averages', i.,e. expecting
a constant rate of return, automatically would have:-

1. eliminated some marginal prodﬁcts and thereby lost

their contribution towards total profit, unless the

recources were deployed to manufacture only the more

profitable prodﬁcts.
2e | ignored the complementary demand and other useful
effects created by these preducts and

Ze done little to push the sales of higher profit products.
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Pricine as a Siratesy

Price was not stated as the most important factor in any
ranufacturers! competitive strategy.. For large manufactu¥ers,
such factors as quality and reliability, service (béfore and
after sales), and product development, in that order, vere
surgested to be of greater importance than price. - In the
case of small maﬁufacturers, price appeared to share the second
place a2long wi%h other factors, but quality and reliability was
still the most important factor to them in their overail marketing
strategy. (G. Udell similarly concluded, that priée was nod
the most important factor in the industrial manufacturers!
competitive stratezy)e It would therefore, be logical to
assune that product differentiation was sufficiently significant -
to permit some degree of independence in pricing. Hotor control
gear brobably adds a small propertion to the total cost of the
erd product for which it is used, but its role in the end product
would be a very important one; its effective operation is of
vital importance, and its failure would result in the consequential -
failure of great magnitude to éhe eﬁd.product; hence the
importance of quality and reliability of .the product io the
manufacturers' competitive strategy. Given this situation, the
ranufacturers did not make full use of the rélative independence
in pricing, and have adhered to the 'safety first' or indifferent
basis for pricing, i.e. cost plus pricing.- |

Considering the absence of a price Jéader in the industry,
and the appafent absence of 2 system of competitive inteliigence
_ from the manufacturers, (except perhaps for the examination of
competitors' products) the reaction of the'manufgcturers to

-

price changes introduced by their competitors did not appear



to have been resulted from any careful and systematic analysis
to deduce the compstitor's reasonz for price changes.  Perhaps
it mzy be added that, in general, thé mamifacturer operating in
the top segment of the market, viz. the quality market, shou}d
follow the cempetitor in price increases and may stay put in
price decreases; and vice-versa for the manufacturer operating
in the lower gegment of the market.

When the manufacturers intreduced price changes they appeared
to confine themselves to an exanination of their own immediate
notives and édvantages and gave little attention to:

1. the effects of the changes on distributors and customers.
2. competitors' reactions, and

3« other areas, external to the mamufacturers, affeeted by

the price changes.




CONCTUSIONS (DISTRIRUTION)

Thiz survey was intended {o describe the channels of
digtribrtion used.by manufacturers in moter control gear.
industry to sell their standard .(or catalogue) products, the
methods used to select and motivate distributors and to evaluate

- their performance, A guarded coproach is adopted to the
conclusions on!tﬁis SUTVEY. This is done for {wo reasons:

1. the sample who responded to the survey could not be
considered as being fairly répresentative of‘tﬁe
industry; most nrobably only the more yrogressive
nanufacturers iznored B.E.A.lM.A.'s recommendations, and

2 the postal cuestionnaire had to accept at face value the
brief replies from the respondents and thus failed %o
anzlyse in depth the reasons for any particular decisions

taken,

Channels of Distribution

The survey has coﬁclusively indicéted that during the
last 10 = 20 years, manufacturers have besn gradually making
greater use of industrial distridbutors, i.e. wholesalers. A%
present, the bulk of their sales is threugh this chanrnel. |
The other channels are @irect selling to the O0.E.M. and to
the users ané through the firms owm distribution outlets.

- Agents are used only by a few small manﬁfacturers. The £rend

¥*
for the near future is towards greater use of distributors.

¥ It is inevitadle that the larger nmantfacturers
will owvmn their distribution ocutlets - see para. 2
of feollowing pacge.
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In fact, the distributor, often under-rated and sometimes
criticized under the label 'wasteful, middle-mens profits', will
vlay a very important role by performing the last part of the
ing fuﬂction for the menufacturer's StanQard products;
wvhich have 2 geographically wide and scattered market, thué
requiring maintenance of local stocks and provision of essential
before and affér—salés services.

Hoyever, for some manufacturers with 2 large turn-over,
for manufacturers whose turnover proportion of special pro&ucts
to standard preducts is relatively high, or‘for marufactiurers
of diversified products (other tﬂan motor control gear) sold
throuzh distribﬁtors, there is a zood case for‘assessing the
econony of scale which could he obtained by eitending their
marketing function to actuzl selling of the products directly
to ultipate customer or to the user, through maﬁufactufe?—owned
distribution outlets. This form of distribution is used, or
planned for the nzar future, by some manufacturers and will
naturally he a part of their competitiﬁe strategﬁ, enabling
the product to be made available ﬁithin a matter of hours.

{n the other hand, a manufacturer who has a concentrated
marret area may find it more conomical +to use the direct

channel of selling to the customer in this particular market.

Dolicvy Tovards Distributors

Most manufacturers claimed to have a formal 'statement of
policy'. There scems to be no valid reason for the rest of

the manufacturers not following this useful practice - so long
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as such a formal statement is flexible epdugh to take individual
factors into consideration and to avoid the creation of a strictly
formal relationship between the twe parties.

The basis for establishing the area of distribution, in
general, is the marketiny approach of industrial coverage, i.e.
types of industries/customers served ", rather than the easier
process of geogravhic coverage; the manﬁfacturers did not grant
area franchise to the distributors. -

The role of distributors in the manufacturers'ultimate
narketing success is understood and accepted,land manufacturers,
by and large, follow the general practices of their progressive
counterparts in U.S.A. by taking interest and helping their
disﬁributors in their plans and their needs. In their turn,
the manufacturers ensure that their own interests are covered
as well, by setiing & sales target to their distributors and
specifying a minimum value of stock which their distributqrs
must carry, etc. |

Jovever, there are two areas'which nay not have been gi§en
the attention they deserve by manufacturers:-

1. although the manufacturers claimed that they encouraged
narketing information from their @istributors, because

of the vagueness of the replies to thé questionnaire,

it is not possiﬁle to conclude that the manufacturers

take full advantage of the range of serfices wnhich the

distributers are in a2 vosition to provide, such as,

information on market conditions and trends, comvetitors'

!

activities, customers needs and problems, resvonses to

particular products and reactions to any price changes.
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2. Yhere the product is sufficiently sophisticated to
require traininy to the distributor's sales foree, most

e

nanufacturers, vhile providing the training, do not shecify

]
5

28 a reruirenent. Tﬁus they 1eaye it to the discretion'
“of the distributor, and théreby reduce the sense of purpose
which shoﬁld'emanate from the manufecturer towards his
distributo%s.
Two problems which may ariée.betwéen the manufacturer and
his distributers occur:- |
1. .when the manufaqturer sells directly?fo'OZE.H./usen and
2. when the distributor places an urgent order.
In the first situation the manufacturer is almost in direct
competition with hié distributors; most manufacturers believe
that the only way to minimise the conflict is by a compromise
and understanding beiween thé two parties. there the manufacturer
rakes it a vwractice to'deal always directl& with the prof;table C.E.I.
with little c0mpeﬂsation to the distributor for his efforts,
then the distridutor will have equally little reason for not
. ignoring such prospective customers in the future, resulting in
the monufacturer being the rezl loser in the long run.
In the second situation, it would appear that most manufacturers
would adopt a helpful attitude towards their distrivutors, but
the best approach to the situation is surely that from thé
manufacturer vhose reply was 'first supply, second ascertain
why not in stock and third, if necessary, amend the periodic

schedule'.
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However, two major distribution factors are invelved in this

3

ituztion; the first is that some of the functions of the

L]

istributors ave stock-holding, forward purchasing (thus

£

reducing manufacturer's warchouse expensez and the funds tied
fo the inventory), and tke other is that additional costs will
Le incurrzd hy the manufacturer in sﬁeeding up the order (viz.
custener order-processing, changing production schediling, sub-
optimising transportation‘and delivery). Therefofe, any
custemer-szervice volicy from the manufacturer, such as the
24=hour serviée, mist be cost~justified in the light of the

wo factors.

Selection of Distributors

Reports and recommendations from a manufacturer's field
sales force vlay the most imporiant vart in the initial screening
of prospective distrivutors. This is qﬁite consistent with the
vractice in the U.5.4, Other sources for screening* are used
to 2 small extent. Noné of the manufacturers appeared to have
a separate organisation responsiblp for distribvution; <the
screening and selection was,. therefore, carried out, in most
cases, byAthe markciing executives at the head office. The
major criteria for selection in almost every case wac the
distributor's mancgement ability - and rightly 50, nrovided it
is possible to assessJit correctly in the short time available.
The quality of the sales forece and its technical competence
vere the other criferia given a very high rating, thus indicating
the impertant rcle of the distributor in the mgnufacturer's rarketing

-

organisetion,

* Discusced under 'Selection Process'.
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Unlike the vpractice in the U.3. industry, finance and credit-
worthiness of the distributor were nbt considered important
criteria, and one would wonder whether the manufacturers take
it for granted that their distribvutors are financially smound or
whether they (the manuchturers) are technically oriented rather
than cuctomer-oriented, and overiook the situation vhere the
distributors nay not have sufficient financial strength to

. s
extend lines of credit to worthy customers. The top selection
criteria from one manufacturer -~ 'Preparedness bf distributor to.
co-operate with manufacturer' is excellent and highly desirable
in practice, btut is aésessment will be extremely difficult at the

selection istage, thus reducing ive feasibility and application.

s
Where personal Jjudgement has been exercised in selecting the
distributors, it would appear that it is not generally done by
the individual who should be in the best position to do so - the

regional manager.

valuation of Dictributors' Performance

There was not sufficient evidence to indicate that forms
for selection and for performance evaluation of distributors are
sed =xtensively or effectively. The advantages which a well-

desisned forn can provide would, therefore, be lost.

It would appear that adequate consideration is not given to
the two major factors involved in evalusztion of the distributors
performance. The first factor is to establish the standards of
verformance, the second iz to develop methods to evaluate the

performance against the standards. Almost every manufacturer

in addition to setting a tarpet sales for the distribuiér -expeets

H
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on from the diztribuior.
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Bt it appears that the only criteria for evaluating a distridutor's

perfornerce is, with almest all marufaciurers, the distributor's

1G]

ales performance, whether measured against his sales quota or

el
4

st performance or a2gainst other distridbutors' performance.

This is obviously not a sound practice. It offers litfle
incentive for distributors to provide marketing information %o
the man‘factuq; which nay be of great use to him in forming his
long-range marketing strategy, and i1t may impose a shortsighted
rolicy of over-emphasis on sales gquota and induce the distributor

to push the products or v»roduct lines currently in great demand

and neglect the lines which regquire some effort, but have huge
.potential for the future. Further, the distributors may romain
content with pursuing the business with existing customers and -~
ignore 2 large prospsciive custcmer. Vhile criteria for

‘evaluation based on reporis from customers, follow=-up of customer

encuiries, etc., is realistic, the criterion from one manufacturer

—

shich gives high importarce to 'the ratio of his (the manufacturers)

sales to the distrivutor's tofal turnover** is of doubiful value
and nmay well indicate that o low éa?io could be due to some
deficiency in the manufacturer's product or in his’'hnotivation
syzten, or that the product is of limited value to the distributor,
hence little interest from the latter. Lastly, every distributor

must be fully aware of_the performance required of him and of how

it is being evzluzted.

*¥* "The total volume of business in all lines done by the
distributor is of no particular intercst to us. His
canachilities in our specialised field and hics method
of doing business are, however, very important"

: ~ Besley-Yelles Co.



Hotivatinge the Distributors

Technical and manacerial assistance to distributors,
fair and prompt dezlinss with thenm are the mest important means
of motivation used by the manufacturers twards their distributors.
What is sisnificant with these means is that they indicate an
activg interett and the participation of the marufacturer in the
sales of his nroducts and in the charing of the problems of the
distributor. R would appear that the "carrot or the stick”
apprcach is of very little value, and that other means such as

invitinz the distributors tc visit the works, ad%ertising, etc.
are rot najor means of motivation.
Whatever the méans used for motivation, it must achieve

the desired results in order to be said to be effective. A
zood means of motivation should lead to greater cc-operation
and increased tean effort between the manufacturer and the
.distributors. There must be a good case for consulting the
distritutors, rezarding the optimum means of motivation. A
'blue rivbon' manufacturer will have requests from other
wholecalers for apnointment as his authﬁrised digtritutors
because of the quality of the »roduct or his reputation, and
net necessarily because of the high effectiveness of his
motivation system. 'lMake a good mouse trap — and the world
will beat 2 path to your door step" - Emmerson, may have sone

truth in it,



APPENDIX I I/1

PRICING AFD DISTRIBUTICHE IN MOTCYr CONTROL GEAL INDUSTRY
The survey is in the Motor Control Gear Industry in the United Kingdom
and the attached questionnaire is divided into two separate parts: Pricing
and Distribution. Pricing is concerned.with primarily two classes of products,
Standard, i.e. those that appear as ccmflcte packages or as items on the
Firm's catalogues, and Special, i.e. those p}oducts that are Custom-built,
A further sub-classification is made where the product is New to the Firm,
and where the product is a Masor Technoiogical IPnovation and thus new to the
market (most probably mnew to the Firm). Distribution is concerned entirely

with Standard catalogue items/products.

The questiogs refer %to the lotor Control Gear in U.X..; unless otherwise
Specifically ;tated. They are setl irn such a form as to enable the answers
to be fairly straightforward, but in a fcw instances the answers may have to
be estimated - and a reasonably estimated answer 1s far more useful ihan no
answer at all. Do elaborate on any answer you wish te, continuing on
opposite page if necessary. fWhere a dotted line is provided, you are
specifically requested to elaborate and/or to write down other factors which
do not appear on this questionnaire.' In case of an ambiguity or lack of
clarity in the questions, please write your understandiﬁg or interpretation

.

of the question and the corresponding answer,

There 1s a slight departure from the conventional method of ranking in
an answer, where more than one factor is involved. Instead, you arc requested
to award marks, between O to 10, the more important factors.recciving the
greater number of marks. Ploase speclify any particular circumstances which
could alter the marks awarded, There is no limit to the total number of

marks awarded in any one answer.

There the answer rcgquires information which is.not availablo please write
YA (d.e. Not Available) in the appropriate space; on the other hand, if it is
your Firm's policy not to disclose the information at all, ploase write DD

(i.e. Doclined to Disclose),
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PRICING

of standard (i.e. catalogue) and special (i.e. custom-built) items

or vroducts: also products which are new to the firm, and products
which are major technological innovations in the market.

4.1

A2

A3

A.4

B.1

B.2

SECTION 'A'
GENERAL

Vhat are the main objectives of your Firm as a whole?
(Please check and award marks

tessecsses SUrvival; ....eee... Growth; ;..}.,.;;. Prestige;
eecevessss G0o0d will of Customers and Esteem of-PﬁBlic;
eeseceeves Steady profits; ........;...........;;},.........
Are they formally laid down? YES veeee; NO wuves
Does your Firm manufécture other products besides Motor Control
Gear? : YES se0aes, NO oo

If YES, is the Motor Control Gear éection divis;bnélised

(i.e. Profit Decentralised)? TES sevees . NO suese

 SECTION !Bt
OBJECTIVES

Vhet are your Firm's objectives regarding pricing?
(Please check and award marks)

eveceseses Maximise total profits in the short-run
eesscaseas Achieve a certain rate of return on'daﬁita; Employed.

eecssccsses Achieve certain profits to pay regulér dividends on shares,

seeasseees Improve the liquidity of the Firm,

([ E NN R ENNNE ) R R R NN A N R NN NN A NN NN NN NN NN N

LR N NI N N ...........O..'.....l....I...‘..O.l..I'.
How often are, these objectives reviewed? ..eseeesssccscacscsre

........O.....I..'l.........‘.............-.‘I."..l....-.....-



C.1a
C.1b

C.lc

C.2a
C.3
C.4

C.5

C.6a

C.6b

C.7

SECTION 'C!

POLICY

Does your Firm have a formal statement on Pricing Policy?

YES .....; NO .....

Ir YES, please ﬁrite down its mﬂin Pqints .}o.;oqoaouunoaao

If N0, please write down the main points of the policy
generally understood .

Is this policy common to all the classes of products?
| YES .....5 NO ...
At what level is the policy formulated? ......;ﬂ...........

How frequently is the policy reviewed? ......;;...........

[ E RN ERESNENEERERNNERNENENNENNNERENEINNENRINXENNJNEINNINNIN NN NI ENNNENENENEN)

Who is responsible {FPunction of the individual) for setting
the price? :

......'.l-.‘.......'..........-O.......‘.C......‘_...-.I.l..

Is discretionary latitude in pricing permitted in special

circumstances, say, in order to meet a competitive situation?

YES ..-.-; No asees
If‘YES, who is authorised to use discretion? tresecosisnnne
In the Pricing. of all the classes of Products, what are the

most important factors your Firm takes into account?
(Please check and award marks)

Standard Special N ew Innovation

" Competition esevssne sesease sees sssesccess
Demand #ss0ss0s Gessece eese ,eesseveses
Costs " eesssstes sessses eses Ssscescses
Sales Volume ceieesee evesses sess eesececcee
Profit Margins eeteeeee eeseese sese eeseeseens
Share of Market @vacsrse esecess sses Pusssesecs
Production Capacity eeieesse ssseses  sees shecsssese

Prospects Of New Market svesvecs sssesae see s tssnavenes
Contribution to Overhead s.eveee osvecsoe seee seoeiossce

XN EE TS RN NN NN NN N [ XY R RN N sev e sese: Sesessessev
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C.8

C.Ga

C.9b

C.10

c.11

C.13

C.14

C.i5a

C.15b

-l - -' . ' 1/4

Does your Fim give discounts for:

t

(8.) Trade IES o--'oo; NO oooo‘o
(b) Quantity YES e....; NO,....
(e) Prompt Payment . YES eoeecs NO ...

Dogs your Firm have a geographic price policy? -

YES soeeey NO eeeunse
If YES, what is the basis of this pollcy (Please check)
eseseessss Freight Allowed; ..euveese.s FOB Factory/Warehouse-
esessssese Preight Equalisation; ......;......;ﬁ-Zone Pricing;

IE RN E NN NN ] BaSing—POint

Irrespective of your answers to questions C.8 and C.9, does your
Firm give arbitrary Discounts? -

YES ...0.; No LN N NN ]
Irrespective of your answers to questions B.1 and C.7, is i%

the policy of your Firm to maintain constant profit margins
between different items of the same class?

...I..Il.!...‘....J‘C......-CO-.-.--.-.-...l‘ll‘..‘.‘l.“.l..“

Does your Firm change pro;lt margins depending upen marketing
conditions?

..l.'.l....‘.'...........l"..'..l........C...‘!O.-.....'...'.

Under what circumstances does your Firm accept orders for
Special items whose price covers only varlable costs and not
the full share of fixed costs?

[N N N N N N N N NN RN PN N YT RNNY)

Would your Firm accept orders for Special items whose price is-
Jjust below or barely covers vafiable costs?

YES .-.'.;. No [N NN N ]
Does your Firm sell replacement parts?
YES c.o;o.; NO soesse

If YES, wvhat is the basis of policy for selling replacement
parts? (Please check and award marks

®ssesenssas Important source of profits;
esssssaess Customer goodwill;

LA R B NN XN N J [ EEE RN R ENENNEENNNENNENRS:ENHENN ]
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SECTION D!

MARKET
D.1 UVhat is jour share of the U.K. market for Motor Control Gear
in 1966 1967 1968 (6 months)

D.2a Does your Firm buy components or parts from Motor Control
Gear Indusiry?

YES aeveny NO ¢sense
D.2b If YES, -please write down the value of the components which:

1966 1'967 1968 (6 months)

(a) you bought from British

Manufacturers . £' see £' s £. e

(b) you imported from abroad Livwso [ E.... Leans

D.3 Vhat is the trend of your share of the mafket foi the next five
years? .

LA R NN NN N NEERENERREXRESN NN NN NI NI N N NN B N N A I N N B

D44 Vhat is the trend of your major competitors' share of the market?

D.5 VWhat techniqﬁes do you employ for Sales Forecasting and assessment
of Market Trends? :

. " .
LI B B N B BB B B B S N Y I NI BN RN A BN YRR L B R N I NI A A RN N A NN

D.6 How sensitive to price variations is the demand for your product?
(In other words, if your Firm'alone raised or lowered the price by,
say, 9% or 10%, would you expect a change in demand for your products)

LA R RSN ERENERENEREEE AR EEE N EEENEERENERNNENNNE-ENENRSENNENENNENREEERSERNENR:RSE]

S0 s s e BdeP rasstedat ansNenssess s R sersrtatnnutiasbitossvvaantane

D.? Is there a price 1eader? l....l.i...IOI....l.‘l..l.?.l..l.‘.'..

Who and WhY? .;Qt‘..lt.o.o....-Il....l..ll.c.l......!.l--...o.

D.8 Vhat is the- furnover of your Standard products and Special products,
as a percentage of your total turnover?

'Standard eeesseccsccssccseses; Specialicesecsescso®



F.2

F.3

F.4

F.5

F.6

- 1/6
SECTION 'F!

METHODS

What system of costing is used in your Firm? (Please check)

esssnesrsses TOtal Costing; ..........;. Marginal Costing

(contribution Ba.SiS ) H sesscsvenne BaCkW.aI'd Cost PriCingo
Is this sysiem applied {o all the classes of products?

[ ]
What costs are used? (Please check)

eeescsssseses Historical Costs; ...eese... Standard costs for
a certain level of production; .......... Future costs with

allOHance for Inflation; ..'.l-l..‘-l‘..‘...‘ld;.-..dl..f

Have the variable and the fixed costs associated with each one
of your classes of items. been identified and acgurately measured?

‘.O..-l--.-...C.l..-.........ll.l-.'..l.'.....‘.‘;'.l...'l‘.

Wnat do you consider is the average ratio of Fixed Costs to .
Variable Costs for your Standard products?

L LA B R I B B B B L I BB BN N BB B A IR B LA I O N B BN BN B BN R R A N N N K N NN

How does your Firm base the price of a producf.hﬁich is a major
Innovation in the market? (Please check and award marks)'

eceevecses DYy assessing its value to the customer; ...cccesees

-by conducting a sort of test market; .......,.}{..'on the basis

of COStS; l..!.la...0.-.'.....I.....'.0.......'2......0.0..."

If your Firm incurs Research and Development Costs, please explain
how they are recovered, . C

(N R R R R N N N NN RN N RN YN R TN NN NN AT NN ]

STRATEGY

What are the major important areas in your Firm's competitive
strategy? (Please check and award marks L '

eseesess Product Develoément; sesessseses Quality and Relimsbility;

esssevee PriC@; eseevessess Before and After Saled Service;

" veveeses Delivery and Distribution; e.eeee.... Advertising and

Sales Promotion; .ceeee..ss. Others (please épeci?y) sevscsnese



G.2

C.3

G.4
G.5

G.6

6T

G.8

G.9

G.10

G.,11

- .V

When introducing price changes, what possible reactions and
problems both internal and external, does your.Firm take into
consideration?

LA B R BRI N LI B E BB IE B BB A Y B B RC B B BN N R BN B RN A B N R N R R R RN B R R NN )

(AN A RN ENESES R NN RN RN N NENNNENNENNNERNENRNENRINENENNNENNERERNEENNFNNENNENNN]

How does your Firm price the 'Standard' items in relation %o
the competitors' prices? (above, below or equal to competitors'
prices

.....l...-.’..O.C....‘l....I.l..llll..Il......l.‘..........l..

“l'hy? .Q._»“I........l..l.l0.0....Ill.......0-.-.;-.'!.0.‘.....

If your main competitors reduced their prices, wéuld your Firm

eeaesssans 'FOllow the competitor; .eeecce... Re-examine its costs;

AR ERNENERNRESENENERNENENNENEERNNNNINENERERENRRENENNNNN IR NN NN NFENENNNY]

¥hat would your Flrm's reaction be if your competltors raised
their prices?

--o...-o-..c.--.'Co.--u-cno.c-.on.n---u-.-----p.'i.o-’.l-o-‘tc

Has your Firm 'Loss Leader Priced" Motor Control Gear in recent

times?

[ FE RN N R E T RFNENNFNFEEN RN RN ENNE NN NN ENIN NN NN NN I N N

Has any other product of your Firm been 'Loss Leader Priced' to
benefit Motor Control Gear directly or indirectly in recent times?

.I.......-....-I..'...l.'-.'l....I."...I......"...'.l-......

How does your Firm come into the market with prlces for your -
"New Products'? (above, below or equal to competltors' prlcea)

..'l...l.......-....'..........‘..l..‘.........v......d-......

For standar& jitems, what are the costs of{

(a) Ma.nufacturing . ) eoae -ooo% ‘_
(b) Advertising (and or Sales Promotlon) and ‘: ‘ ........%

(¢) Selling and Dlstrlbutlon , "'};.....,%
as percentage of Sales Revenue? '

Taking Motor Contreol Gear as a whole, what are the costs of:

(a) Manufacturing ' . Ceeeseesed
(b) Advertising (and or Sales Promotion) and . : cescrsasd
(¢) Selling and Distribution ‘ T eeessessed

as percentage of Total Sales Revenue?
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Name of the respondent completing the Questionnaire:
Official Designation - seeecesecesescvacesoaccesses

Name of Fim L I B N BB A B I A BN LI R IR R

AddrESS S8 0 2P a0 0 PO s bt b bast RO
..‘....-...;.‘...'.t‘........."...

& [ N N RN N N N Y YT Y NN



M.1

1/9

DISTRIBUTION (IN U.K.)

of standard (i.e, catalorue) items or products

SECTION 'M'

CHANNELS

What are the Channels for Distribution of yourlProduct?
(Please check on the diagram the channels used by your Firm
and vrite across each channel the estimated pefgentage annual

sales revenue in U.K.)
]

MANUFACTURER

n
<

+----% o-.% o.o% coo% .-}.% oo.% ...ﬁ

DISTRIBUTOR
(takes title to goods)

Y

0OEM: OEM
Large only

outlets

'\P

Firm's own Distributio

1

I

!

r

|

. i
CONTRACTOR CONTRACTOR N :
l (Large only?) !
v A { 3 S

.
-

M.2

M. 3a

M.3b

M.4

M.5

NOTE:

USERS (Large "only?)

Comments 4-.’.0--o-oo.-ro;---icu-.0-‘9..-.!..000-...-l-ot.}

Are the channels used by the'Fimm similar to those generally
used by your main competltors? ‘

YES evevey NO {o--o>

Are you satisfied with the effectiveness of your present system '
of distribution? S I
’ YES lo.o-;, No N )

If NO, what changes would you like to see and why? -

LA L IR R B BC BE N B BN A B N B A B B LN B A I I A B R N N A N N A R N T N N R e N N N R

What changes do you anticipate in the distrlbutlon system durlng
the next 10 to 20 years?

LA EE NN IE NSRRI N NN NI AN I N I AN W I I I N I I O B B B B Y o )

. .
A A AR A EREERE RN ENEENENNENEEERNEENNEINNENENJNEINNII NN NN NI NEENENNENNENIN N

Over the last 10 to 20 years what have beén,the principal changes
in the distribution sysiem used by the industry?

L N N N NN N RN NN RN NIEE NN RN NN NN N N N ]

If vou do not make use of DISTRIBUTORS (i.e. Wholesalers) at all,

plecaseskip ‘N, 'P!, 'Q' & 'R' and proceed directly to Section 'S'.




N.1a

N.1b

N.ic

N.2

.3

N.4a
N.4b
N.4c
ﬁ.Sa
N.5b
" N.6
N7
N.8

N.%a

“ecarry?
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SBRCTION 'N ¢

GENERAL on Distributors

Docs your Firm have a formal 'Statement of Policy' describing
vhat it expects. fromhts Distributors and what they can expect
from the Firm?

YES .....5 NO .....
If YES, please enclose a copy.

If Mo, pleése comment on the disadvantages of having such a
formal statement
L]

P LB G L ss s RSB EsS IR BLLSLEL0Ss0EEsBeEE0tEassBsAstNERGRsBERSS

LR 2 U BE R B RN B NI B O B AN I B R B N U IR A L B A R K B B R N BB R R A

How many Distributors does your Firm have in U.K.? sesesicans

On vhat basis has your Firm established the areas for
Distribution? (Please check)

scsseessss Industry-wise; e....... Geographically; ceeeis.ess
Do ény of your Distributors have Area Franchisé?}'
TES ...,g; NO'...f.'
If YES, what percentage of Distributors have Area Franchise?
_ | D 4
Yhat percentage of your sales is th;oﬁgh such Distributors?
| ORI
Does your Firm set a '"Target Sales' for the distributors?

YES '-.-0;‘- -HO.-.'... .

'If YES, on what basis is the Target éet?f ..............;..

.ao-.-n--D..c..-.o.l..l|oo.a.c.-oou....o‘.--.-..o'OG-Q-UIOOO

What is the'sysfem for your Distribytors to placé their orders?

. - .
.lll..]...l..l'....l.'...i....!-l.ou-l..-----.--l-.-c.-.t-n..

Does your F:Lm have recommended Te taq.l prices for the various
items? . - , .

SOI{E:TD‘{ES .oocn; YES eae -.';__ No -
Is there a minimum value of stock which your Dlstrlbutor must

YES ;a...’; No o8 s e s

-Does your Finn prOVIde technical training (related to your

product) to Distributors' Sales Force?
: YES l'o-'-_p-' No sessse



N.9b

N.1la

N.11d

N.12

N.14

N.15

N.16

N.17

If YES, is it a.requirement specified by your Firm?
| YES weriei. NO eunns
Do your Distributors carry other nroducts of y;dr Firm?
' YES vevee; NO aeu..
Déeo your Firm encourage feed-back 1nf6rmau10n from the

Distributors? .
'YES .-..-; NO [ X ]

If YES, what kind of information is encouraged? < ..eeeeveas .

..l.....l.l..'...'............l..'.....-....0..‘"......'-..I

L LI I N AN NN NN RN N A L B I I BRI I I I A A I O A
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Does your Firm have literature for Distributors viz. Catalogues,
Price Lists, Technical Literature, Instruction and Sales Manuals,

Sales Aids etc.?

.t

YES -o-ol'; No essee .

Does your Pirm keep the Distributors informed regularly about
his sales and how it compares with his potential market for' the

product?

YES ....03 NO s0ea. .

Does your Pirm maintain communication with the Distributors

regarding your expected new product items, your prouosed expansion

of capacity, the market trends, suggestlons for pushing a

particular item, &tc.?
YES oo-on; Nlo ssase

With the objective to making recommendatlons or suggestions

. does your Firm:

(a) Examine the‘motivation Eystem used by the distributor

to his Sales Porce?

~ by the-Distributor to the Customers of your product?

llY’ES ...-‘; NO LN N

(c) Examine any other area in the control of Distributor
which may influence the sales of your product?

YES ....;; NO vosee

How does your Firm deal with Distributors who place urvent
orders?

- .

CR N I AN N Y B A B B I A A I IR B R B B B R I B I B LK B R K NG B B B I I B BN I A B N RO

£ you also sell directly to the OEM and/or to.the user, how do
you avoid or minimise the conflict which could arise between

yourself and your Dlstrlbutor?

L BRI BB B B N B N B N N NI A N R RN R R B B B RN B N R R R N N R BB N B BN N N ]

..l......-.-...I.'....‘-...........‘...-.........._..‘......"

YES ......l.; No ..00"

(b) Examine the financial terms (viz. credit, étc.) offered



P.1

P2
p,3

P.4

P.5

Q1

- . .' 1/12
SECTION tP?

SELECTION of Distributors

How does your Fimm screen prospective Distribuiors?

(Please check and award marhs)

seess On reports and recommendations from Field Sales Force

essss On information from Trade sources

eesses On information from Distributor's customers.

esses On results from direct mail solicitations & campaigns

eesss On information from other sources, viz. Chamber of
Commerce, Banks, Classified Telephone Dlrectory;

Who does the screening? ..............,.....;..............

Does ydur Firm have a standard form for selection of Distributors?

YES ....., NO sosee

- Who is authorised for selecting the D13tr1butors°. sessssacne

...CIJ‘..l‘.-...'........-..'.........Q-'.l.l.....l‘l....l...

What criteria does your Firm use for selectlon of Distributors?
(Please check and award marks)

essss Finance and Creditworthiness; es»s+ References;

" eesss Young & Dynamic; ..... Well-established;

“weess Growth Prospect; ..... Market Coverage;

+eses Inventory and Warehousing Facilities;--..}.. Size;
eesss Dize and Quality of Sales Force - Sales and Pechnical
Competence; ..... Attitude to the products of the' Firm;
eessee Management Ablllty, veess Good Reputatlon'ln Locality;
+ee.e Area Coverage; ..... Previous Experiénce;P7

sense Product Lines he carries, visz:

(i) must be complimentary '
(ii " must not compete with your prodict
(iii) must be compatible with yours in quality ete,

esess Personal Judzement; L.... (others) ssesesssnsonsrsnans

.........lll"‘...'....l!.l"..".Ol...-...l..'I..l.......'..'

SECTION !'Qt
EVALUATION of Distributors

How often does your Firm evaluate its Diayributogé? ssesssane

N Y IR FEF YR PR AN RN FEFENERNE AN E SR FNN NN NN NN NFFNNEE NN R NE S NN J



Q.2

Q.3
Q.4

Q.5

R.1

R.2a
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Who contributes toward evaluation? ..........;,....;.......
Is there a standard form for evaluation? YES eease) NO soves

What crlterla does your Firm use for evaluaulon?
(Please check and award marks)

«.«es Performance measured against his sales quota.

ceven " " " "  performance for earlier
pericd,
esece & " " "  other distributors and their

respective sales potential.

cevne " n by Bome other standard, viz.

esess On liis performance_with other products

eeese On the basis of information received from‘other'sources,
viz, Customer reports, follow-up Customer Inquiries etc.

L 0 I BN B B BB BN B Y BN B LR R Y B B AN A B N BN B Y R R I R RN O N N N B NN

Is your Distributor aware of the criteria used for evaluation
of his performance?

LI BN O A B B B B N RN BN BN I B O N R I N B BN B Y B R N BU R R RE R AN N N N N NS

t

SECTION 'Rf
MOTIVATION of Distributors

What means does your Firm use to motivate its Distributors?
(Please check and award marks)

eeeses Offer better financial terus, discSunts oﬂ larger and on
cumulative order;

eeese Invite him to visit the Firm and give Red Carpet welcome;

sesres Offer technical or Managérial Assistance of both;

.;... Threaten to cancel the Distributionship;

eesee Advertise (or other -sales promotion) which-will be of
direct benefit to the particular Distributor. '

seese Be fair and prompt in your dealings with him.
Has the effectiveness of your Motivation been asgesaed?

YES'..:-O'; NO o-cnoc.



R.2b

S.1a

S5.1b

S.2a

5.2b

.S.3a

S.3b

T.1b

T,2a -

T.2b

1,3

If YES, please describe in a few WOXdS veveeerecescoenvacans

LI B B A B IR O BN AR BN I B B BRI RE R N B B I I B B A BN B B R I RN N I R N N RN

SECTION 'St

FIRMS MARKETING ORGANISATION

Does your Firm have its own Distribution outlets?

YES .....i No LN R N J

I/14

If YES,‘hOW many outlets do you h-ave in UGK-? .t esesasveense ' -

Does your Firm meke use of 'Manufacturer's .Agent's'?

YES 000.:-0;‘ NO essce

If YES, how many such Agents do you have in the U.K.? .....

_Irrespective of your answer to.questions S.1a and S.2a, does

your Firm have a Field Sales Organisation?
' YES savany No sseas’

If YES, what is the effective strength of the Field Sales Force? .

.C.‘..l.'....-.-....-I-I.\.O‘.I.C......ll..l..l..’ll'"l.'.l..

SECTION *T!

BEFORE AND AFTER SALES SERVICE

Is 'Before Sales Service' important for your standard items?

...I...l............'......:......‘....l.‘.,...'...l.........
Who provides this Service? ...cccorsveccvasrsossosivesasans

Is 'After Sales Service' important to your standard itemsa?

'EE R RN EEFNNTENENFTEENENNRNENNE NN NN NN R NN NN N ITICI IR N A N

Who prQVideS this Service? SO B E & PSSPyt e Rertsoasapadidean

From which sources does the customer obtain Replacement Parts?

...-..'..-..'l....I-I.l..-tll.l.l‘....'.....-..".....-'.....

Please draw a skeleton Organisation Chart for your Distribution
Organisation, indicating the authority, responsibility and the
relationship of the departments and the individuals concerned
(ineluding collection of accounts from Distributors).



Name of Respondent completing the questionnaire

R NN R R AR R N RN R R )

Qfficial Designation
Name of Firm

. Address
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Part II

PRICING AKD DISTRIBUTION OF INDUSTRIAL PRODQCTS



. SECYION 'A'

\

PRICING. !

Figs. Nos, 1 - 31 are given at the .end of the Section



PRICING

Price is the money paid by the customer in exchange for the value
received vhich is the product itself, and the various factors of value
associated with it. The factors which could be of value to the custom-
er are the quality, performance, shape and size of the product, the
service provided before and after sales, and the financial terms given
by the manufacturer; also the availability of the product in the

right aquantity and at the right time and place.

Yihere the products are uniform or homogenou$ and there is no
difference between the value-factors associated with each one of the
products concerned, the price asked for by the sellers.in any market
snould, theoretically, be the same for all. It is the difference,
apparent or real, in the value-factors associated ¥ith the products-
which induces customers to pay different prices asked for by the

sellers.

Pricing is a vital function for a firam. Pricing must be such that,
. *
in the long run, the total revenue earned should cover at leasi all
the costs incurred for the survival of the firm, and should bring in

.

profits for the growth of the firm,

A.good deal of liferature is available on pricing. This liter~

~ ature could be divided into threg main sections. - Firstly comes the
theoretical apprbach to pricing , generally found in'tﬁe text-books
of economics. Secondly is the perceptive gpproach to pricing. The
notable writers in this area afe Dean, Oxenfeldt; etc. Thirdly,
there is the actuzl pricing of manufacturers. Contriﬁutions in this
area have been made by various bodies or individuals, viz. accountants,
students working on their theses, etc., but the major ones have been

from studies conducted by Brookings Institution, Lawzilloth,

- % There is no such thing as a long-run pricing decision; pricing
decisions are a series of short~run decisions taken within the
frame-work of a 'long-run' pricing policy.



Backmzn and Haynes in the U.S.A. and by For and Barback in Europe.
(It should be noied here that the studies of Haynes, Fog and Barback

were concerned with the manufacture of consumer products).

It will be shown from the three approaches to pricing, that
determination of price and pricing policies is influenced to a greater
or lesser extent by six factors: the firm's objectives, demand,

cost, competition and legmislation, social and ethical considerations.

In tﬁe theoretical approach, demand, cost and competition (i.e.
the type of market in which the firm operates) are the major factors
which deternine price. Firm's objectives,. costs and competition gen-
erally appear to be the influcdncing factors in the actual pricing
of manufacturers; their relative importance depending upon the size
of the manufacturers, To the larger manufacturers their pre-deter-
mined objectives influenced their pricing decisions while competition'
almost dictated the pricing deoisions of smaller manufacturers. By
contrast, the'perceptive approach to pricing aims at maintaining a

proper talance between all the factors which influence price.

In this gudy , pricing is tackled from a proctical point of view;
a more elaborate definition %o this study would be 'an effective and
practical arproach to pricing by manufacturers of industrial products

in anoligopolistic market'.

An attempt is made to cover moct of the pricing situations which
arise in practice, such as the different pricing policies and methods
of pricing which have to be ap?lied or adopted for different classes
of products (viz. standard, special, new brands and technologically
innovative products) at different stages of their life cycles and in

different merkeiing conditions (but still in anodigopoly).



Yuzmericnl examnles and diagrammntic representatiens, particularly on the
applicavien of operational research techniques for pricing situations
¥p I A

vhich involve uncertainity and risk, are included to illustrate some

1y

of the situztions. A brief descriptien of the first four factiors
which influence price,and the way in which they do this, has been given
at the beginning of this chapter. This iz followed by a brief des-
cription of the general tﬁeory of price in order to focus attention on

the objective ol profit maximisation by the application of the princi-

ple of marginalisn,

lMost of the discussion in this study originated in the wviews put
forward by thevarious writers mentioned in the bibliography. Although
studies by ﬁrookings Institution, Lowzillotti, ete. gave the writer
considerable insight info the actual process.of pricing by firms, it
is not felt necessary to reproduce here a sunmary of their findings or
of tHe views of individual writers: howecver, reference to_their find—
ings and comments on their views are made from time to time where this

ig appropriate.
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FIRS' OEBJECTIVES

Objectives are the goals or the ends to which a firm is striving to
achieve within a specified period of time; the length of the period
determines.whcther the objectives are designated short or long term. These
objectives may be formally laid dowvn and will require to be reviewed from
tine to time iﬁ order to assess that they are relevant and valid, and are
being achieved. Where there are several objectives to be achieved, the
firm has to establish the level and the degrees of priority between them =

in some cases lcading to sub-optimisation of some of the objectives.

Objectives can be classified as main or sub—objc;tives, i.e. the
achievement of certain sub-obiectives‘leads to the achievement pf a main
objective, rfor example, 1f tﬁe main objective of a firm is growth, the
pertinent sub;objectives could be diversification of products, enlargening the

share of a certain market, increasing profits, etc,

Policies are gubordinate to objectives; policies are the guide-lines
for action to be taken, often in a recﬁr;ing situation, in order to achieve
the objectives; policies are not substitutes for the use of discretion. It
is only when policies become absolutely rigid that actions taken support the
policies rather than achieve the objbctivés._ Such a situation could ﬁe
illustrated by the following'example: 'One of the objectives of a department
iq a firm was to reduce costs and the poiiéy was to ban overtime work. The
depar%ment (or the firm) was laying down underground cables, and on one
occasion the job was left unc0mpieted and exposed for the evening, because of
the ban on overtime work and despite a warning from the local weather forecast
office of a heavy shower in the area at night. The costs to the firm dﬁe to
the danage from the rain were considerable, for the aciion of the supervisor
directing the operations was thus in support of a policy rather than being

directed to achieving the objectives.



Maximisation of profiis is often taken for granted by many people,
within and outside the firm or industry as being the overall objective
of the firm. . However, thiz mzy not be quite true; firms do look
for goals other than profiis alene; in the U.S.A,.some of the progress-
ive firms have declared that fheir overall objective is to maximize
benefits to the customers, public, employees and the owners of the
firm, in an equitable menner. To put it in another way, their ob-
Jective was to maximize the present value of the enterprise. Value
to the enterprise includes profits and also such intangible, at least
in the snort term, but nevertheless essential elements as customer

goodwill, good industrial relations, prestige, etc.

Profits for the firm have quite valid reasons. ﬁo firm can sur-
vive or grow unleszss it opgrates profitably and the criteria for.a fair
profit are that it must bve,

1. Adequate, to be able to attract external capital for

investment in the firm.

2. Comparable to firms in similar industry or product-.

mix and subjected to similar risks.

3, Adequate for self-generated growth.of the firn.

Profit is one of the measures of management efficiency and effect-
iveness and is a reward for innovation or risks taken. - Attenuation
of profit objective can lead to;-

1. 'Safety first' attitude, i.e. concentration on minimizing

risxe rather tﬁan maximising opportunities and,

2. Over-emphasis on certain functions, viz. workmanship or sales

expansion without cos?/profit or other relevant justification.

On the other hand, over-emphalis on profii maximisation could grad-

ually divert the attention of every ocne concerned within the organisation

particularly of the top manégemént to éntirely iﬁmediate or quick profits

r

4



by liquidating the long-term welfare and progress of the firm, viz.
cutting down on research and development projects, neglecting o
nmodernize capitval vlant, etec. Vhen a firm makes large profits by
exploiting the weak bargaining position of its customers, it would
result in the loss of customer goodwill. The employees, in their
$urn, may claim for a larger share of these profits for themselves
and the vasi disparity in the wages which would be created between
gorkers in different.industries-or firzs who were using basically

similar skills would lead o social and economic problems,

Therefore, it is imperative that the firms must look or ain at

gozls other than profit-maximisation alone,

Priciﬂg objectives nmust be compatible with the firm's overall .
cbjectives, The generally held pricing ohjectives are¥*:=-
1., Haximisation of profif.
2{ Profit as, )
2) specified return on capitgl employed,
b) specific figure, and
c) specific rate of return on turn-over.
3.  Turn-over aé_
a) specific share of market, and
b) specific figure.
4, Stabilisation of price and margin,
)

. lMeetingz competition.

[e2}
.

Improvirg liquidity.

A firm could and invariably would have more than one pricing

objiective; one of which must be a profit objective or at least a

* See 'Pricing Goals of Twenty Large Industrial Corporations' on
Appendix IT ) '

!



profit constraint, for reasons to be explained later; the pricing
policies are formulated to achieve the firm's pricing objectives,

The latter are now discussed briefly.

Maximisation of nrofit.

This is the ccconomicsi's pricing objective (and is discussed
under pricing theory). It is zchieved by the conscious application

of the concept of marginalism, i.,e. the price must be such that the

3

et addition to the total revenue from the sales of an additional

+-

unit of outnut equals the net addition to the total cdst of pro-
duecing and selling that unii. This is not an easy cbjective to be
aimed ~t in actual business situations because of inadequate knowledge
of demand,costs and competition; it is a techniozlly vague objective
wnicn would be difficult to be convérted into a functional policy

and it is controversial beczuse profit maximisation, at least in thg

short term, may not be the firm's objectiive.

Profit as a snecific return on cavital emploved for some similar criterion.
This is;the most common and important pricing objective of firms
studied by Brookings Institution. It involves setting a specific
target against vhich performance can, be measuredt It provides an
objective means of comparing alternatives 0# investment, or other capi-
tal exnenditures for expansion, meodification, ete. It p;ovides some
form of comparison with other firms in the industry. However, its
drawbacks'are:
a) I{ could create erroneous optimish . during periods.qf in-
flation.
b) It assumes average risk factor thus overlooking the need
for higher rate of return in a higher risk investment or
vice~versa.
c) It inmplies that both tpeequity capital_ané the borrowed

or lean capital should. bring identical retumrns, and



d) It could place an over—cmphasis on the ratio itgelf and
overlook the fact that capitzl ewmployed can be measured
in diverse wayc, viz. histo?ical, current or replacenent
‘values, and’ with or without adequate allowances for the
erosion of capitnl through inflation ard the erosion of

teciinology through obsolescence.

Profit a3 2o svecific Tigure.

This is a pért of the earlier objective and permits performance
to be measured against the set objectiives, bgt i% does not enable or
recuire any coumparison to be made against the amount of capital required.
to generate the profit.

Pl
ITO21¢ &

[

o specific rate of return orn turan-over,

v Such an objective may bhe aprropriate for a retailer, but not as

a criteria in itself for a manufacturing.firm.

Turn-over as a svnecific.chare of the market,

This is a very important nricing objective for a firm. It indi=
cates the firm's competitive position, and ovér a period of time enables
rerformance to be measured agaiﬁst the obJjective aimed at. A long or
short-tern profit cornsiraint must be included with this objective, be-
cause it is possible to increase the share of the market with an over-
all decreasé of ﬁrofits and without any long-térm advantages.: In a growth
marxet, or during an inflationafy peried, a firm's share of the market'
is & better indication of its corporate health than its specific return
on investment,

Turn-over a2s & suvecific fisure. This objeciive has the advantage of

being able to be measuvred ageinst performance almost continuously.

Stabilisaticn of orice and margine

High prices often lead to higher profits and an increase in
G P k! -

capacity invariably through-entry of new firms into the industry. The



- L ol Ny . HIPR. L 2 e "~
recult aflfer o period of fime is excess of cupply over demand, follovel

by lower prices, squeczed prolfit margins and then exit of some firms
Tron the industry, i1.e. there »re wide 'swingo in capacity and prices,
and the ecustomer is faced alternately with shortume or eversupply.
herefcre, this objective scives two purposes:-

a) I% minimizes worry for existing firms.in the indvstry

b

by consciously pricing to prevent entry of competition,
and

b) It helps to improve the public image of the firm by
claining thet it did got make excess nrofiis cven wheon

the opportunity vWas available,

Feetine comvetition.

This is an objective where the firm has no contrcl, nor the
rerns used to achieve it. Such an objective would be appropriate for
small firms which have little room to exercice influence over market
determined prices; it will also have application where the product
differentiction is iittle. Any firm can meet price competition,
at least temporarily, and this provides a deterrent tp potential

price-cutters.

Inprove ligusdityv

This is a shori-term objective to improve the cash or liguid funds.
of the firm, It is accomplished by price-reductions, price-cuts,

‘offers of hiddern or prompt payments or other types oft discounts.
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DEMAND

Denmané for the product (or services) is the primary factor on
the narketing system for the product. Producticn, sales promotion,
. distribution and selling are planned to zeet the forecasted demand.

A potential demand is made into a real derand by educating the potential

customers, advertising, etc.

There is a close relationship between demand (i. e, demanded volume)
for a product and its price. In general, and in the lcng run¥*, the
nigher the price the lower is the demand and vice~versa, i.e. a price

change will cause a change in demand in the opposite direction, .-

The relationshins between changes in percentzge price and corres-—

.

pordirg changes in perceniage volume are known a2s price sensitivities
or nrics elasticities of demand, L product whose price change causes
a more than proportionate change in demand (volume) is known as price

sensitive.

In economics, this price sensitivity is measured by a dimension-

less guantity known as the coelficient of elasticity EE . In Fig.1

£_ 22,2 4 R B

= 3 , —

. P Q Q1 + Q2 P1 P2

where, AP is the small change in price P, from P1 to P2

A Q is the corresponding change in demanded volume Q, f}oqu

ﬁ

'<&P represents the slope of the llne, i.e. the slope of

the demand curve.
Where the demand curve is a ctraight line, i.e.

A
A = Constant

»

* In the chort run a price change may cause a change in demand in the
saie direcction,
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Z;Tlll cktnbe continucusly because P and Q will change; in fact £
will have a higher value at the top end of the curve than at the

botton end of the curve.

A typical demand curvé for industrial products in a market or
an industry is given in Fig.1 . - Thé demand caﬁ be divided into wvarious
segments, the quolity or prestige products operating in the upper seg-
ments and the cheaper products operating in the lower segments. There
is a generzl beliel that rrice sensitivity in the lower sersments is |

greater than in the higher ones.

The demand curve for productis of an individual firm is not
necessarily the same as that for the market 6r the industry. A typical
curve for an individual firm is given in Fig.3 furthermore, the demand
curve for the firm is influenced considerably by the channels of diétri-
bution used by the firm. Whére distributors are used, it is generally
believed that demand from distribuiors 'is relatively. elastic, even
though demand from ultimate customers is relatively inelastic. There-
fore, it is essential for the firm to have a'good idea of the demand
curve for its products, i.e. the firm must knovw the price sensitivify

to demand of iis productis.

Industrial products are bought in order to producq other products.
They are said to have a derived demand because buyers of industrial
products base their purchasing decisions primarily on the economic con=
ditions of the market wnich affect the end products to be manufactured.
Therefore, it can be said that 'demand for industrial products is price-
incensitive, but sensitive to change in the level of economic activity'.
During 2 depression period there will be limited effect on demand by

means of price reductions; on the other hand, in prosperous times, it

*  Reproduced from Fog.
The area under the demand curve represents the total revenue
for the specific price-volume relationship. .In fig.2, the total

revenue curves are drawn where demand is elastic (£ 1),.un1t
elasticity (£ =1) and inelastic (£€€i).
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" is feasible. to raise prices without affecting demand.

Demand for industrial products depends upon the nceds of the
customer and the economic power he wields. The customer is represent-
ed by his industrial buyer; ‘he is trainéd, éxperienccd, and has know-
ledge or the products and their value or role in his own products.

e is keen to control the costs of his own end products, hence he is
corscious of price and other facters of value which go with the product
he has to buy. If he is one of the few buyers in the indusiry and
renresents a large buying unit or 2 large firm then he wields great
econcoic power over the seller, ana can almost dictate the price of

products he buys — because he may have the alternative choice of manu- .

factuing them himself.

Consider the demand curve in Fig. 4 . TFor prices PI' P2; Pj;'
the corresponding volume demanded are Qj' Q2 and Q3 respectively.
If the firm sold volume Q1 at price Py its total revenue will be
P, X Q1 and represented by the area given by the rectangle P1D1Q10.
Similarly, if the manufacturer sold all his volume (o: output) Q3
at price P3 his total revenue will bg Palx Q3

P3 D3, Q3O. Now, imzgine the manufaciurer selects his customers who

and represented by area

are prepared 1o pay prices P1, P2 and P3 and sells the@'the guantity
they would buy for those prices, then the total output of Q3 will be
sold in lots of Q,, (Qz- Q,,) and (Q3 - Qz) at prices P, 2, .and P,
respectively.  Then his total revenue will be the total shaded area
under the curve, which, it will be noted, is greater than if the total
This is the rationale behind

quantity of Q. were sold at price P

3 3" ‘
the market sesmentation and price discrimination which will be discussed
later. By segmenting the market inte infinitesimal steps (2 practical

o

impossibility) %he total revenue will be the total area under the curve-.

- P v L L e
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Demz2nd can be increased without affecting pficé or price can be
increased without affecting demand or both can be increased sinul-
taneously by providing greater value factops with the product; they
can 2150 be increased br communicating more clearly to the customer
the inherent or existing value factiors. These two processes are
commonly known as product differentiation and advertising (which
is part of Scles Promotion) respectively and are inportant areas
of the firm's competitive strategy.

Cross—elasticity of demand

The discussion has, so far, been confined to one product. How-
ever, demand for one product is influenced by price changes for altern-
ative or substitute products from either the same manufacturer or a
competitor, and depending further on whether they are gﬁod or poor sub-
stitutes., For example, copper énd aluminium are s{rong competitors
in the electrical industry but not say in aircrafi or in boat-building
industries. (Hith the former, steel and with the latter, fibre-glass
compete with aluminium). Therefore, an increase in the price of
aluminium will induce its marginal users to change to copper . in the
electrical industry but not in the other two industiries, and so de-
mand for copper in the electrical industry will increase. The c¢ross-
elasticity of demand ie defined as the ratio of relative change in
the quantity of the product (say x) and the relative change in the
ﬁrice of substitute product (say y). Firms sometimes lowér the
prices_of their products in order to gain entry into nev fields and
nev markets and thus widen the use of the product.

Complemenfary demand

This is said to exist when a change in demand for one product
causes a corresponding change or a similar change to demand for another

- or fellow preducts. Complementary demand arises not only because
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of functicnal or technical relotionships between the producis concerned
but also because of value-factors in one of the products, viz.quality,
performance, reliability, etc. Loss leader pricing is an excellent
exémple of application in practice of complemgntary demand, Then the
firms manufacture a new product or even a new brand, one of the criteria
used is whether, and ﬁy how much, it will benefit the whole product line;

similar criteria must be applied when the product is planned for deletion..
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COITETITION

In an oligopolistic market (which is discussed under Pricing
Theory, page 40) competition is a factor of considerable importance
in prieing. ‘Then competition is sirong, profit margins can become
very thin, even if the general econcmic conditions are favourable for

businecas.

Pirms involved in a particular industry or operating in a particular
market must take competition into consideration when setting prices for
their products or preferably when formulating théir price programmes,

For the pricing of standard prodﬁcts, competition is a useful guide;
if the firm prices are wal above competitors' prices without offering
any additional value factors with the product, if is likely to lose
volume and may even price its product out of the market. On the
other hand, if it prices well below the prices of its competitors, it
may lose on the profit side (depending'upon price~volume and volume-
cost relationships),'besides facing the threat of price retaliation

from iis competitors.

In some instances, ?ricing policies are specifically geared to take
competition into account. Such policies are: -
1.  'Skimming the market', i.e. make your vhack as fast as you
can and before competition ‘comes into the market, and
2. 'Penetration into the market', i.e. gradb the largest share
of the market and try to keep the competition out.
Other competition-oriented priéin“ policies are to follow the price
leader, to meet cdmpetitors' prices by pricing above,below or equal-"to
their priceé, and freiéht equalization pricing (in geographical price

1

policy).

Accordins to Fog, many small firms do not undertake any form of

price calculations, bui just set .their prices on the bases of their

larger competitors' prices. °.Evidence of such'pfacticeé vere also found
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by Lan:illotti and by Haynes. Bven large firmzs, includiﬁg glants in
their respective industries admitied that the prices calculated or
initially set, often went haywire once the product was on the market
facing severg cogpetition, and thai, eventually, it was competition-
thzt practically dictafed the price.r (Ralph Cordinier of General
Electrie, U.S.A., has statgd that 'the price is completely subject to

_the force of competition in the market place and the value the custom-

er believes he is receiving).

Competition may arise not only from firms making similar products
buﬁ alsc from firms makiné substitute or alternative products. For
instence, vhen a manufac#urer'introdﬁces a new p;oduct‘which provides
a2 major technological innovation on the market, the immediate reaction
from competitors may be to retaliate by reducing prices or by increas-.

ing the value-factors of existing substitute producis.

One of the major pricing objectives is to retain or enlargen the
share of the market and this may be achieved by a reduction of prices,
by heavy sales promotion and even by vprice-cutting, with the consequent

reduction in immediate profits this entails. ‘

In general, however, firms aveid price-cutting which cquldxlead to
yrice Gars, as far as possible;l it is one thing for a firm to win com-
ﬁetitors' customers b& superior salesmanship or other marketing strateéy;
it is entirely a different thing to win compétitors"customers_by of fer~
ing price-cuts; also, simple, ‘straightforward price reduction is one
strateg& which every manufazcturer or a firm can meet, at.least'in the
sho;t run. A marketing strategy of existing firms in the industry to
prevent entry of potgntial competitors, is to deliberately keep their
profits low by means of lower prices. The importqn? criteria for
entry of potential competitors into an in&usfry 6r a market are the
growth potential of the market, ‘or the industry, the expected profits,
the substitute producis available, the state ofe#istiné competitibn and

the additional resources required by potential competiters for producing
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and for developing the markets.

Because of the significarice of competition over the actual price
of the »roduct in the market, it is important that every firn develops
2 system of competitive intelligence*. This ¥ill enable the individual
firm to be prepared to some extent, for any actions which its competitors’
cay take rezarding pricing and other mafketing strategiés. Large firms
could have a more sophisticated system, viz. application of games

theory, reaction curves, Bayesian decision-maling theory, ete.

*See 'Developing a System of Competitive Intelligence' by
A. T. Safford, Jr., AMA No.66. '
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COSTS

Costs arec the expenses incurred by the manufacturer to manufacture
rroducts and to deliver them to distribultors or customers. Included
in trese cosis is the wear and tear of capital equipment (i.e. capital
erosion), rents, rate;, the interest on borrowed capiial, expenditure
Tor researcn and development, advertising and salgs promotion, programs
on exployee welfare and public relations, and the salaries of adminis-

trative and other staff.

Costs are, to some extent, under the control-of the maznufacturer;

it should be his sin to minimize then. .

In the long run, all costs are variable, buil in the short run, costs
can be classified into two categories, fixed and variable. A third
concept of costs is the opportunity costs; this should be the reél.

criterion in costing and is discussed elsevhere.

Variocble costs, in the strictest sense, are those costs which

vary in direct proportibn to the degree of activity to which they are
allocated; if the activity is halved, than the -variable costs will be
halved, If the activity is discontinued than there will be no variable

costs, Suck costs as labour*, material, power, commission on sales, etc.

core into this category.

+

Fixed costs are those costs which are incurred during a certain
period of time in running a busiress but not through manufacturing and
selling a product. The costs are unaffected, theoretically, by the

degree of activity of the manufaciurer. Fixed costs can be classified’

#* There may be.some difficulty in clacsifying labour as a variable cost
where firms are reluctant to vart with their employees who are not fully
occupied in a slockperiod; the ressons may be ﬁecaﬁse the firms want
to retain them for theig special skills, ox hecause of implications of
redundancy paymenis, or as a nztter of éolicy to maintain good labour

and pﬁblic relations,



19.

as constont costs and programned cosis.

<k

Constant costs are, nas the name implies, those costs which penerally

remain constent, viz. salariec, rent, rates, dewnrcciation, etc.
Programmed coots arise becausce of menagement decisions or because of the
recuirencnts of -the activity concerned; if these costs are related to
the lorg-term progress of the firm, as a whole,-general research and de-
veloumeni, employee welfare, public relationc and image, ctc.—then

they are called general vprogrammed costs: On the other harnd, if the
costs are concerned "ith-£hat particular activify - tooling, tect rig,
specifically directéd development, advertising, etc. for that activity,
then they are called specific progrexzed costs and are allocated to that
activity. Hevertheless, it will be noted that these costs are not
rroportionate to the degree of activity. It will also be noted that
some of the fixed costs would have been incurred hefore productioh had
sterted; these are lmown as sunic costs, because they cannot be undone,
while some of the programmed costs are (to an extent) revocable aﬁd

wvould not affect the subsequent degree of activity. It could be said,
therefore, that fixed costs help the nanagement to decide whether to stay
in a particular business/acti&ity or whether to add a new line or whether

to go into anoiher busiress.

L

Sone costs fa2ll in the category of semi-fixed, semi-varizble costs;
they are not proportional to the degree of activity but move in sympethy

[

with the activity.

Where tﬁe manufacturer hés only one product, there is little problem
regarding allocation of fixed costs. But almost all masufacturers make.
pore than one nroduct, i.e. they have a nroduct line, many have a range
of products and product lines and some manufagiurcrs are diversified.

It is in these situations that extreme diffigulty.driseé in allecating

the constant costs and the general programmed c¢osts to the products and

product lines involved.



The traditional method of allocating fixed costs to a product
ras been to charge this cost, often arbitrarily, or on an empirical
basis, such as a certain percéntage cos?,ta sone factﬁrs of production,
ot infrequently, this method of allocation, which might have been
zcceptable or woTizable when it was introduced, continues in its applic-
ation after the instailation of new plant, of after the introduction of
new techniqueé of production apd changes in labéur rates, material costs

aud outuut, that iz after it has ceased to be valid,

) .
Therefore, in a multi-product firm, a figure which is stipulated

ag the total uniti cogsts (variable plus fixed plus semi-variable costs)

o]
h
o)
e
H

cduct should be accepted at most as a guide and seldom as a2 state-
ment of fact. While the variable costs of a product can be determined
;ith a reasonatle degree of accuracy®, the share of the fixed costs

allocated to the product can seldom be determined with a reasonable

degree of accuracy.

Within a2 certain range of nroduction, variable costs are constant.
Reyond this range, which in some industries is regarded as beyond 859
of the plant's full production capabity, variable cozts increase due to
overtime paymewnt for labour, that is to a drop in performance, to wastage

of material, ete. and sub-optimisation of some factors of production.

ith an increase in demand and the consequent increase in production,
t . ’
the situztion arises where more plant, more space, more supervision and
ancilliary services are required. Often production capacity can be

increased only in multible stens rather than gradually. - The fixed costs

* In some industries, the c¢ost of inpuf material of a .by-product is -

.

difficult to estimate. .
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juhp rather than rige gredually, and these costs ore inveriably irreversible®.
The awnlication of new technologiczl developments in the manufacturing pro-
cesses leads to an increase in junp cosits which in turn reduce verinble.

costs per unit of output becouse of improved, more effective utilization

of man—pouér. However, the differeace in th Jumn costs where only the
production capzeity is increased and the jump costs where the whole manu-

osres are modernized (commonly Xmown as canital intensified)

]
[oh]
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possibly alenz with an increase in »roduction capacity, is that in the
former, the varvrizble costs mer unit may remain uwnalfered) while in the
latter they are invariadly lowered, so that with a high rate of output,

there is a reduction in the total cost per unit.

Minor modifications or improvements to the product inveriably affect
variable costs only. The addition of new features might affect not
only variable 'costs, but also fixed costs, i.e. the specific programmcd
costs,

Conaider a firm XYZ with a range of procducts, cone of which is 'Beta'.

The sales volume of Betz is 100,000 units and the statement of accouni

ig given belovw,

Descrintion. Total Cost ' CostﬁUhit
1. Materials and Parts 550,800 , . .‘575
>, Direct Labour . . 400,000 N . 4.0
3. Factory Cverhead o 400,000 | 4.0
4. Total Factory Cost 1,350,000 - ' 13,5
5..Apportioned Sélling, . 450,000 ‘ 4.5l

General and Adminis-—
tration Zxzpenses

6. Total Cost 1, 800, 000 to 18.0

* It pust be eaphesized that the actual cost of inereasing plant
capacity or of modernization.of plant is the interest on borrowed
capital Tor capital expendiiure, and the adequate allowance for

erosion of capital due to inflation, fair wear and tear, and obsolescence.
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LZssume thai:
1.  Tactory overhead incluaes,
a) Test Rig costing - £ 50,000
b) Tooling costing é 50,000

2. Selling, Ceneral and Administration expenses include

a) Selling Cormissien on 'Betsa’ 2 50,000
b) Advertising 'Beta'- | | & 50,000
¢) Long-term R & D of XYZ £100,000
d) Advertising XYZ's image . £ 50,000

Then the previous statement of account can be presented as shown.

Descripiion Total Cost Cost Unit
(£) ' (£)
1., Materials . 550,000 5.5
2. Labvour 400,000 4.0
3, Selling Commiss- 50,000 0.5
ion '

4. TPoiel Veriable

costs 1,000,000 10.0
5. Tooling 50,000
€. Test Rig 20,000
T. Lfdvertising ) 50,000
S et 150,000
9., Long Term R £ D 100,000

10. Long Term Adver-
tiging 50,000

i1. Ge=neral Frogrammed
Costs 150,000

12. Factory Expenses 200,000

13, Adniristration,etc.
: Exnences 200,000

14. Totzl Constant
Cozts 500,000
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Therefore:=-
Total Variable Costs are £1,000,000 or £10 per unit
Total Fixed Costs are (costs of items 8, 11 and 4)

= (£150,000 + £150,000 + £500,000) = £800,000

It should be noted that costs.attributed to items 9, 10, 12 and
13 are apportioned or allocated costs. These costs would remain un-
affected, at least in the short-run, if the pr&duct Beta was deleted by
the firm. On the other hand, specific programmed costs (items 5,6 and

7) would not arise, if the firm decided not to manufacture Beta.

Now consider that the units involved were 80,000 and 120,000,
The specific programmedcosts will remain unaltered if there is no in-
crease or decrease in tooling on other costs. From the definition,
the rest of the fixed costs Will remain urnaltered. ' Therefore, change
in the number of units produced and sold only affects the variable
costs, and since variable costs are proportional to the degree of’
activity, the total variable costs in each one of the tﬁo cases
will be £800,000 and £1,200,000; the variable (totgl) cost per unit
remaining unchanged, The situation . . on thé cost position for

each one of the three cases will be as shown:-

No.of Units Variable Cost Total Variable Total Fixed  Average Total
of Beta ~ per Unit (£) Costs (£) Costs (&) Cost per
. o Unit. (£)
80,000 10 , 800,000 800, 000 20
100, 000 10 1,000, 000 800, 000 18
120,000 10 1,200,000 800, 000 16.67

It will be noted from the above example that the average total
cost per unit is related to the total number of units of Beta involved.
Costing methods are generally classified as full costing and

marginal costing.
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Pull Costins.

In this method, each product- like product Beta in the previous
examnle - 1s allecated its full share of the constant and_genéral pro-
gramned costs. These cosis, together with specific proérammea'costs
and the total variable costs, make the total costs for the product.
Within limits, the average total cost per unit changes in the opposite
direction to changes in wvolume. It is essential to_note that average

total cost per unit alvays refers to a gspecific volume.

Kerminal (or Variablg) Costing.

Marginal cost is the change in cost for a unit change in volume
produced and sold. Within a broad band of volume invblved, of ten
adequate for a firm's nlan of aciivity for a'period of time, marginal
costs per unit remain constant, i.e. they are the variable costs* pér
unit. Purthermore, these costs do not include the arbiirarily
apportioned constant and progrémmed_ccsts, i.e. the costs which would
remain uwnaffected irrespective of the changes in the degree of activity.
This is the advantege of this methed of'pricing,‘which will be discussed
later; it focusses attention on those cost elements vwhich are directly

affected by the changes in volume,

Where costs constitute a factor in the pricing of a product, there
are three points which should be .

1. A firm must know the cost behaviour for its individual
products, or at least its product lines, in order to
deduce or arrive a1t the volumeacost“reiationship, i.e.
the relationship between various volumes and the unit
total or full costs at each one of the volumes considered,
This is particularly imporiant wﬁén planning expansion of

sales by means of »nrice reductions.

#*  larginzl costs are not always variable., Marginal costs will in-
clude 'jump costs', where the change in output involves extension
of vroduction capacity, etc. '
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2. Fost monagement decisions are taken to achieve
resulis for the future. Therefore, the costs to
be talten into account should be those which would

be incurred for that future period, and

3. wvhere specific prograrmed costs_are.recovered during
the early life cycle of the product, the subsequent total

unit cost of the product will be reduced.

Curves for fixed and variable costs, and total costs are shown -

on rFigs. 5, 5a, 6, 6a, 7, 7a, 8, Ba.'

Oppvortunity Cost: The use of any resource in a'parficular vay

deprives it from being used in alternative ways. The outcome
.which would have been achieved by the resource, had it been used

in the best alternative way is the opportunity cost,
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PRICIKG IMN THEQRY

Pricing is an imvortant part of micro-econcmic theory. It is
concerned with supply and demand for a product and the structure of
markets within which the buyers and sellers are involved. The theory
takes for granted that the primary objective of pricing is t0 maximise
total profits, even in the short-run; +this is achieved through the

application of the principle of marginalism.’

Perhaps the most important contribution the theory has made to the
businessman when pricing his products in the actuzl market is in the use
of the elasticity of demand, i.e. the percentage change in demand for a

vercentage change in price,

It is proposed to discuss here - very briefly -~ supply and demand .
for a product, the principle of marginalism and the three importanf types

of markxet structures, competitivg monopolisiti: and oligopolistic.



Sunplv arnd Demand

Price is the factor which in stable conditions equals supply to the
demand for the product, The higher the price the greater would be the
supply. A typical supply curve, given in Fig. 9 shows the relationship

between the various prices and the corresponding quantities supplied.

The cost of producing and selling a product is a major determinant
of the quantity supplied by the firm or the industry. Any change in
the factors of production and selling which affect costs will cause a
shif't in the.supply curve; a change which reduces the unit costs of
production, thereby increasing productivity, will cause a downwards shift

to the supply curve and vice-versa (Fig.10).

Supply curves have positive slopes, because an increase in .prices will
induce the supplier to increase quantities supplied (unless the product

is a fixed quantitY), the factors remaining unchanged.

The price of the product will also influence its demand, The
higher the price, the lower is the demand and vice-versa (Fig.l ).

Other factors which inluence the demand for the product are:-

i. Change in prices of substitute or complementary products,
2. Change in tastes, preferences and habits of the buyers;
3. The buying power or the general economic cornditions. |
4. Expected trends in tastes, prices, etc. and
5. Better communication to the Suyers, services, etc.
All these factors, individually or collectively, can cause shifts in the

demand curve, illustrated in Fig.ll.



The demand curve showm in Fig.l has a negative slope, i.e.
increase in price causes a decrease in demand. This is explained by

the concept of marginal utility.

Marginal utility' simply menzss that the preciding unit of the product
is worth more to the customer than the succeéding one, and that the

customer pays only as much as the last unit that is worth to him.

Utility (or contribution towards welfare) musf not be confused with
economic value. For insiance, water and air coniributemuch towards
we;fare, but their economic value may he very little; Furthermore,
total utility of the product does not determine its price or its demand.
Only the relative marginal utility, the relativq scarcity and the costs
of the last unit of the product determine;from the sellers point of view,
its price. Where several products, viz. %, y, 2 ete. are involved,
the maximum econcmic value or the minimum cost is achieved.

Mareinal product of x Marginal Product of v = Marginal oroduct of
price of x - .price of y B price of

Supply and demand curves are shown disgrammatically on Fig.l2.
The point of intersection of the two curves represent the price and the
quantity which the buyers are prepafed to buy and the sellers are pre-~
" pared to sell, i.e. it is the equilibrium price. Any changes in demand or
in supply which would cause a sﬁift in these curves, will lead to A new
equilibrium price,.and & new equiliﬁrium level of sales; The move being
in the same direction‘as the change in demand and in the opposite direction

as the change in supply.
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The Princivnle of Marginalism

o

Before dicussing the principle of mérginalism; it will'be helpful

to define some of the terms involved.

1. Total cost is the sum of all the costs incurred in producing
and selling a specific output. Total cost can be sub-
divided into fixed and variable costs.

- 2.  Average Cost (denoted by AC) is the total cost divided

by the respective total output.- "It is the total cost

per unit at a specific outpﬁt. .

3. Average variable cost (denoted by AVC) is the total variable
cost divided by the total output.

4. ¥arginal cost {denoted by MC) is the net change in the

total cost for aﬁ unit.phangé in output at that épecific
output. . It is the difference in cost between two aajacept
outputs, divided by the difference in the units of these

ad jacent outputs; | o

5. Average Revenue (denoted by AR) is the total revenue divided.:

by the respective total output. & duuml o s de o Uitiige

6. Marginal Revenue*(denoted by MR) is tﬁe.net‘change in the
total revenue for an unit change in the output-at that specific
output. It is the differenqe in the. revenues between two
adjacent outputs, divided by the difference in the units

- of these adjacent outputs. .

Consider the hypothetical firm whose costs and_thé'corresponding

volume of output are given in Table 1 and illustrated diagramatically In: Fig,13

* ¥arginal Revenue is positive when demand is elastic and negative when
demand is inelastic, For an individual firm, Marginal Revenue is less
than price, except under conditions of perfect competltlon, where
harglnal Revenue equala price.
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Table I
Oufput Total Costs Average Total =~ Marginal
(units) .“(5) : Cost.per Unit = Cost/per Unit
40 300 - 7.57 : 6.5
50 365 T3 a0
60 435 . 7.2 Cos
70 510 Te3 ' 8.0
80 - 590 Ted - 8.5
90 875 . v TS 9.0
100 .755. : 7.6 - . 9.5
110 | 860 ' 7.8 . 1040
120 900 . 8.0 ' '
_ Table II
Output Total Revenue Total Costis Narginali-:Marginal Total Profit
' Cost/Unit Revenue | (&)
' : - (= Prlce)
40 360 300 _'é.5 L 9.0 60
<20 450 5 70, 90  ®
" 60 L 85 g5 g0 105
70 630 - 510 a0 5.0 120
80 .70 . 50 8.5  9.0. 130
- 80 675 '&_9- 9.0 135
100 | 900 765 9,5 T 8.0 135 -
110 990 860- 4000 9.0 130
120 1,080 960 , 120

The profit is maximized when the quantlty (i.e. output) is

such that the Marginal Cost of producing the last unit of output is
equal to the Marginal Revenue derived from the sale of that unit of output,
In Table II,. the Harginal Cost equals.Marginal'Revenue when the output.

iszequal to 90 units; the profit is £135{ which is a maximum.

4

i
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It will be noted that the marginal cost curve tends to be U-shaped
and rises sharply as output increases. This sharp rise is because the

cost follows the law of diminishing returns. -

The average cost curve decreases so long g8 the marginal costs are
less than the average cost for the corresponding volume of output, and
the average costs are a minimum where the marginal cost curve cuts the

4 . N °
average cost curve, i.e. average costs = marginal costs,

The point’ of intersection between the marginal cost curve and the aver—

age cost curve is known as the firm's break-even point of longerun,

non-profit competitive equilibrium,

The lMarginal cost curve intergééta the average variable cost curve
at the Jatter's lowést poinf. This is thé shut-down point for the firm -
a price below this level would induce the firm to produce zero output
because by going into production it w@gld incur costs over and above-the
fixed costs. C}s a short-ferm e;pe&iengy, the firm may go into produqtibn

even at this price.)

Now consider that the firm is in a competitive market (to be ex-

plained later) and the price per unit'is £ ¢ .,

Table II is compiled giving marginal revenues and nett profifs for
the firm at each level of output. The;curves of gverage (AC), marginal
(15¢) and average variable-costs (AVC) and the average (AR), marginal
(iR) Revenues (which in these cases is price) are shown @iag?émafipgil&:ig’;..

Fig.14.

From Table II it will be seen that the firm makes a'paxiﬁum'total
profit at the level of output where the marginal'cqst'equals marginal

fevenue, or where the rising part of marginal cost curve intersects the

marginal revenue curve, In_other worda, a firm goes on increasing -the
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outout from a fixed plant, until the marginal revenue which, in this case
is price, is equal te¢ its marginal cbsts:because had its output been

lower than this level, then evéry additional unit of output sold brings

it a net revenue whiéh is greater than the net cost of producing and sell-
ing that unit. This is the principle of marginalism, the profit for

the firm is maximised (or'the loss to be incurred is miﬁimised) when,

with a given fixed plant, the outpﬁt is such that marginal cost of pro-
ducing the last unit of output just equals the marginal revenue from

the sale of that unit.

The above concept can be illustrated algeBraically and dingrgmatically.

Algebraic cxpression (in a competitive market) _

When the output rises bydd Q, profits rise by,
PAQ - [C(Q +240) -c@)]
where C(Q) is the cost of producing Q
A Q is the small change in Q
P is the price
If profits are at a maximum, there will be neither an increase nor
a decrease in the profits with a'S@all change in.outputAQ, and the

exrression will equal to zero.

_Le@ea0) —cq ]

£ =
Therefore, P A Q

and the expression on the R.H.S., is the marginal cost.-

Diagrapatic> illustration*(in a competitive market)

Consider a quantity Qx in Fig. 14 . The nett total prbfit at
quardity Q. is the area 0Q BE, less area'OQxCD; the nett total profit is
represented by area C D POB.a The output for maximum profit is Qo' where
MC = MR and the profit rectangle: HL R P_ has the maximum area. 1

the firm increased its production to Q1, then for the added output of

* Can also be illustrated'graphically.
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(Q1 - Qo) it would incur more additional costs than additional revenue,
and this difference is represented by the triangle RST. On the other

hand, if the firm curtailed its output to Q then because of the re-

2!
duced outpui of (Qo' - Qz), it would lose the opportunity of making

the additional profit represented by the triangle RNM,

In a competitive market the marginal cost curve becomes the firm's
supply curve, For various market prices, each individual firm must supply
‘specific¢’ quantities represented by their supply curves, in order to
maximise profits. The sum total of the supply curvés from all the
firms in the industry con;titutes the ind;st;y!s sSupply curve, The
industry then operates at maximum efficiency since marginal costs of all
firms are equal, and production within the induétry is distributed in an
optizum manner., There cannot be. any further improvement, i.e. a.de—

crease in costs by a shift of the factors of production from one firm

to another.

It was oﬁserved in Fig. 14 that the marginal costs were greater
than the average costs at the level.of output for maximising profit.
This was because the firm increased its output beyond the point of
optionum level of production (i.e. beyond the point where the avérage
costs are a minimum) because of the price attraction. VWhen such a
situztion persists, i.e. when the demanﬂ ia greater than the optimum.
output from existing capacity of the firms within the industry;

production capacity can be increased by itwo ways:-

1) Hew firms attracted by prospective profits will enter the
industry

2) The existing firms will increase their plant size.

The second case leads to situations which are worthy of

further disqussion.
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Consider fig. l4.

The optimum level of pfodhctioh iz @, i.e, vherec average cost per unit
is a ﬁinimum (MC=AC). But because of profit attraction, the actual output
is Qo where MC = 4R = Price,.and averaéc cost greater than_the lowest which
corresponds to output Q. The profit‘equation’is given byg (Price less

Lverage Cost per Unit) x Quantity.
N

To ilncrease the overall profit by a reduction in the average cost per
unit, the firm expands its production capacity, i.e. 1t intreases the size of -
the plant., Its ney average cost (NAC) and marginal cost (MMC) curves are

shovm on fig,l5..

This change results in:
(a) average costs being lower than previously for higher outputs
{b) average costs being higher than previousl& for lower ocutputs

{c) average costs for the required output being ;ower than previous ones.

The line which joins the lowest point of average cost curves, 1.e., the
maximum efficiency points for various slzes of plant is known as the long-run

cost curve,

Long-run costs are what the_firm cbnaiders vhen new plant is planned =
by estimating the likély leyels of output and then planning tse-plant for.
maximum efficiency. Short-run costé help to‘défermine'how much tﬁg'oﬁtpuﬁ
from the fixed plant should be-for maximumn p;ofit. i

In_some industries_this éufve is a horizonta; line and such industries-
are known as coﬁstént long run cost 1ﬁdustries. ~If the curve slopes upwards,

it applies to the increcasing long-run cost industries and the downwards Sloping

curve refers to decreasing long-run cost industries,

In the consgtant long-run cost industries, fig.lb,_there is no increase or
decrease in maximum efficiency of production (i.e. the minimum "average cost per

unit i1s the same for various plant sizes).
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The curve for increasing long-run cost industries if given in fig. 17. ]
Such industries may be mining, etec., where the whole plant is increased to
work on less rich veins, It may also arise ;n some industries or firms
where the increase in size of the plant creates problems of co-ordination,

resulting in an overall drop in efficiency,

In the decreasing long-run cost industriesl(fig.ls) there is a definite
advantage in increasing the size of the plant, since the maximum efficiency
- i1s increased. Such a situation arises where mass-production technblogy
offers substantial advantages, viz. motor-car industry, chemical/process
plants, etc, The structure of the market or 'the industry breaks down from
competition into oligopoly_and perhaps eventuaily_to'gonopoly = these are the

topics of discussion in the following pages.
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CCHPETITIVE MARKET OFR PERFECT COMPETITION

For this market structure to exist, certadn basic requirements must be

met:~ ;

1

2)

3)

4)

5)

The product‘of all sellers must be homogenous and easily divisible,
There must-be a large nunber of independent buyers and éellers, each one
wvhen acting individually, having 1little influence over the total market
supply or demand or the price.
Each buyer and seller. being fully informed of the pfevelant.market
conditions and the price, would act rationally. |

. _
Market price changes with the level of supply and demand,
The resources for manufacturing, selling, etc. Can'be easily ﬁoved in

and out of the industry.

With perfect competition there is no demand curve for individual firms;

it forms a horizontal line, with each seller belng a price faker. This can

be Bllustrated by the following example.

PQ

Conzider a market where there are already 100 firms. The £= 1 and
£5,000.

Assume each firm supplies 5 units

Total number of units = 5 x 100 = 500

P = 222 - 210 por unit | ) | .

Now & new firm enters into the market

The demand schedule for the new firm will be as follows:

Q Price

2 £5,000/502 =. 9,96
3 £5,000/503 = 9.94
4 £5,000/504 = 9,92
5 £5,000/505 = 9,9
6 £5,000/506 = ©.88

Arc elasticity of the new firm's-demand'at an output of 5 units is

= 4-6 _ 9.92 +9,88
“4+6 - 9,02~ 9.88

A 100
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° The elasticity of demand for a firm in a competitive market is nearly

e
A

equal. to the elasticity oflthe_market domand multiplied by the number of

firms in the market.

The price is also the marginal revenue for the firm. The individual
firm's supply curve is really its mafginal cost curve. The industry's
supply curve is derived from the individual fimm's supply curve, in fact,

it is the sum of all the firms's supply curves,

In practice, such a marke! rarely exists and the nearest approach to it

is the commodities market, '

Variations to perfect competition are imperfect competition and
menopolistic competition.

Imperfoct competition arises because of the lack of information between groups

of buyers and secllers, differentiation of products, and the difficulty of
entry'and exit from an industry because of capital committments.

Monopolistic competition is a form of imperfect competition, with the firm

having a monopoly within small limits because of brand loyalty or when

selling spare parts, etc. Beyond those limits it is imperfect competition,
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MONOPCLY

{(From the Greek words MCNO=One; POLIEK=To Sell)

This is the opposite of perfect competition. The monobolist is
virtually the sole supplier of a product vhich has no cleose substitutes
(perhaps because he holds patent rights or controls some essential factors of

production and/or distribution).

The monopolist's demand curve is the same as the industry's demand
curve, He sets the price, an increase in price-lowers his volume, which is
also the volume for the industry, and vice-versa; he.choses his optimum
price-volume combination by the now familiar process of equating his marginal
costs to his marginal revenue = bearing in mind that his marginal revenue is

not equal to his price,
Consider the demand curve for the monopolist given in fig.,l19,

The monopoly price-volume combination +s8 PoQo while the competitive
equilibrium is at qul. In effect, the monopolist restricts his output in

order to maintain the price. This will be better illus;rated by the following

exanmple.

Nucber Total ' Average Total ' Total
of Units Price Fevenue H.R. Costs Costs M.C. " Profit
700 13.0 $,100 7.7 5,390) 3,710
750 12.8  ©,800, lg'g 7.8 5,850) g'_f 3,750
8CO 12.6 10,080y .7, 7.9 6,320) o6 3,760
850 12.4 10,540 '8"5 8.0 6,800) o8 3,740
900 12.2 10,980) ° 8.1 7,2007 °* 3,690

Marginal revenue equals marginal costs when the number of units is 80O0.

Therefore the price - volume combination for maximum profit is £12,6 - 800 units.

The buyers are prepared to pay £12,6 for the 80lst unit of the prbduct
whose cost is only around £9.6. Therefore, by holding down the production
to the level at which marginal cost equals marginal revenue, the monopolist has

barred some resources from their most productive empioyment,
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The nearcst examples of pure monopoly in practice, are the nationalized

industries, viz. electricity, post office, etec.

The monopoly situation can take advantage of economy of scale in
production, distribution, etc., while the government controls can doter the
exploitation of the customers. Once & firm becomes a monopolist, then it
may lack the stinul:is to.efficiency; the rosult is that the loss of
efficiency in the form of say increase in costs - would be passed on to the

customers who would not have much cholce but to pay the increased ‘prices.
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OLIGOPOLY

(From the Greek words Oligo = Few; Polien = To Sell)

An oligopoly is something in between competition and monepoly, though
it is not a compromise. The market is shardd falrly evenly between a few

sellers,

In practice, oligopoly is a market condition wﬁere there are a. few large
sellers, irrespective of the number of small ones, and where the marketing
activitices, including pricing,.of one se¢ller have an important effect on the
other sellers, Any marketing action taken by'on; seller, sany altering the
price or product characteristic vhich will affect thé demand for the product

of the competltors is likely to be retaliated by ether sellers,

There arce different kinds of oligopoly, but in the main they can be
classified into two categories, pufe oligopoly and d{fﬁg;tia&gd oligopoly and

it is the latter that is of concern to this work.

In differentiated oligopoly there is apparent or real product differentialim
and the seller is not roquired to price at the same level as his compotitors.
. Thercfore, prices of the firms involved vary in this olligopoly and the eXtent

of variation in prices is dependent upon the degree of product differentiation.

Prices of firms are established in the ﬁarket place, and each firm has a
specific share of the market; Changes in tﬁe price by one firm will élter
its owm sharc of the market as well as that of ifs conpetitors. This is
illustrated by the kinked-demand curv; on fig.20 which, it must be noted,

does not apply to price leaders in the lindustry,

The Kinked-Demand Curve, The concept behind the ltinked demand curve is that:

1) there is a current market price or a cluster of market prices ostablished -
in the ;ndustry. |

2) if one firm ralses its inces, competitors will nét follow the price
increase and so the firm will sﬁffer reduction in demand for its products,

and
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3) on the other hand, if the rirm lowers its price, it will be matched oy
the competitors in order that they retain their share of the market.
The firm will increase sales only to the extent of aproportionate share

in the increase in total demand shown by the segment GD.

(# firm's demand curve DGD is just as inelastic as the whole industry's
cemand curve.

- Tne Tlat aGd siraignt line generates the flat marginal revenue line;
the steeper DGD line generates thezxeéper marginal revenue'line;
between these marginal revenue lines comes the vertical 'kink' EC.

—

Por a wide range of cost conditions, represented by MC MC2’ ete. ,

4'!

the firrs will tend to keep the price at prevailing level rather than

change it.)

Qligopoly is found in many industries, viz. chemical, eleétrihal,

rechanical engineering, etc..



Summary on the Priting Theory '~

The short-comings of a theoretical approach to pricing are that:-

1. It assumcs that the dem#nd and.cost functions can be determined to a
surficient degree of accuracy for the principle of marﬁinalism to be
applied, | |

2. It does not taice into account the competitors' reaction,

3. It docs not take into account the.different impact of price on the
differcnt channels of distribution.

4, 1t assumes that the only pricing objective is to maximize short-run

profits,

However the major contribﬁtibn from pricing theory to pricing in practice
has been in the area of demand analysis and in the application of concepts of
zilcsticity and cross-clasticity of a product. fhe other contribution from -
.2 theory is by way of illustration of the effects-on the short—rus ancg
the long-run costs due to changes in the size of fixed plant;lthis is
also in the area of demand analysis ~ the businessman :forecasts:depand

for his product and then plans the size of his fixed plant.
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Al EFFECTIVE APPROACH TO PRICING
The approach takes into account all the factors - demand, cost,
competition and firm's objectiVes.- which infliicnce pricing decisions. It
also takes into account the different types o? pfoducts, standard, speéial or
custom built, new brands' and new'at different staeges of their 1life cycles

and marketed in different environments, internal and/or external to the firm.

Because thisstudy is concerned with an oligopolistic market, it is
necessary for the firm to develop a pricing strategy, and the complexiiy of
the markets within which the firm operates with a diversity of products makes

it necessary for it to have a pricing organizafion.

A1l these are discussed and, in some cases, i1llustrated diagramatically,
graphically or numerically. However, it is also felt necessary to examlne

the traditional methods of pricing to show their advantages and the ‘drawbacks

i

- ~ i
and how these drawbacks tan be overcone, L

rd
[y

* In this part of the work, a new brand means a product vhich is new to
the coupany but not new -to the markefjand a new product is one which is
a major technolegical innovation in the market.

{
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TRADITIONAL METHODS OF PRICING

Traaitional metiiods of pricing‘drc in the main cost-oriented. (In
situations where a firm prices to meet'competitién or to follow the price
leader, there is no method.ihvolved,iin the real sense of the &ord.) The
traditional methods are, in fact, simple extensions of costing methods
daescribed earliﬁr undér costing. They are knowvn as Full-Cost Pricing or
Tot&l Cost plus Mark-up Pricing and llarginal Cost Pricing or Variéblé.Cost

Pricing.

Full-Cost Pricing or Total Cost plus Mark-up " : "a

In this method, the price is arfived at'py adding a certain profif_mafk;
up either as a specific figure or as a percentage to the unit totél cogt of»
the product. The firm decides or gstimates the total cost ﬁerlunitiperhaps
on the basis of‘histo;ical costs or-stahdard coéts for a éerta&n levél of
oﬁtput. it then decides on the amqunt of.prqfit ﬁark-up to be-aqded. The
profit marg—up-égx take inFo COHBi&eration.thé‘;conomic.conditioﬁs, competition,
customary profits in the partidular:bﬁsinéss, etc.:‘ Thelseqﬁence of steps -
would be.as follows: - - |
1. !How many units can be producod with a certain production capacity.
2. Vhat will be the costs or unit total cost.

3. That should be the profit roturn = and from -this, what must be the unit

"price,
It should be noted that there 1s no evidence that the demand for the
product has been estimated. The wholo process hae been started from’ the
production end rather than.the cugtomer.gnd, hence, the full-cost pricing

method is almost exclusively cost oriented,

Consider a firm's plans to manufacture say, product Delta with a fixed
plant valued at £X, . . ' .
The number of units which can be produced with this plant, with utilization

of a:certain lovel of its capaclty and with no limitatlon from other resources,

viz. labour, matorial, etc. is Q units.in a g;veﬁ ‘period of time,

Assume the working caﬁital.required is a fupctibn of expected rovenue,

cay Ceq |
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The firm's objective is to achieve a stipulated return on capital
employecd, say M% on fixed capital and N% on working capital, for the period

under consideration.

If the estimated fixed and veriable costs are F and V respectively, then
Total Costis = F+V

Unit Total Cost = F + ¥
Q

To achieve the stipulated return on capital employcd, the total revenue
should be F + V + MX + N x C x total revenue

But total revenue

Price per Unit x Number of Units
P x Q ' '

# PxQ = F+V + MX + NC x P x Q

F o+ V o+ MX .

.. P(1L - KC)Q

F + V +MX

1) «c.. or P

Q(1 - KC)
But F + V = unit total cost.
Q .
" F +V
(2) P o= (1 +M) ( a ) where M is the percentage
= (1 +M) x Unit total- mark-up on unit total cost. —
cost. :

In equatioﬁ (1), price has a relatgonahip vith capital employed and in
equation (2), it is an outright function of turn-over. , o

The mark-up M could be rigid or flexible; a rigid mark-up implies that
all products in a product 1llne carry the same mark;up, irrespective of other
marketing factors, viz. competition, etc., while & flexible mark-uh implies a
varying profit margin on all products in a product line. It will‘be obvious,
sincé prices. in this mothod of-pricing}are fqnctioﬂs of total costs, that

variation in costs could result in varylng prices, irrespective of whether

mark-ups are rigid or flexible,

As the unit total cost is & function of the number of units involved (i.e.
produced and sold) the price.will vary with changes in fhe total number of

units, decreasing with an increase in the number of units and vice=-versa,

Consider fig.2l which is a graphlcal representation of product 'Beta’
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discussed earlicr under 'Costs'.(page 22).

For a price, say £23, represented by OP, the groater the number of units
manufactufod and sold, the higher is the unit profit. For a quantity {(i.e.
total number of units) represented by ON, the unit total cost is OA and AP

is the mark-up (ér = AP

on ¥ 100 is tho percentage mark-up), and the nett total

profit = ON x AP, This is the full-cost pricing method; an expeccted or
required total‘profit is added to the expected total costs and then'dividod by
" the total number of units to arrive at a final unit price;br a profit mark-up,
usually in the £§rm.of a'percentage is added to @h; unit totalncost to arrive

at final ﬁnit ﬁrico.
For a price of £25, and 80,000 units the nett total profit is £400,000.

‘Now assuma that the price in the market is £18, which is lower than unit
total costs at the output of 80,060 units, What doos the firm do? Does:it
discontinue productioﬁ in the short run .bocauso,tho sale of oach unit resuitis
*in £2 loss? (Bearing in mind that the allocation of fixed costs is an -
approximation if not an arbitrary action = if the allocation of constant and
géneral programmed costs was revised such that these costs were now £350,000
and £100,000 respectively, the consequent unit total éost of Beta would he
£17.5 and the sale price of £18 would be yiolding & net profit of £.5 per

unlt sale, i.e. by a re~allocation of fixed costs, some marginal products can

be made to show that either they are profitable or unprofitable.)

If the firm discontinued production, in the short run it would still incur
a cost of £800,000 per period - unless these resources could be directed to

the manufacture and sale of more profitable products,

Consider the case for rigid mark-up. Assume that the firm became less
efficient; the cost per unit at any'specific level of output will increase

shown by the dotted line in fig,.22. For a given nﬁmbér of units represented

* Price is a short-run decision, In the lonpg-run the fimm may modify
the product to enable it to price competitively, or the firm.may use
the existing capacity to manufacture different products,
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by 0Q, not only the price but also the profit mergin will increase - in other
words, at least theoretically, the firm will be in an onviable position of
melking greater profit by virtue of becoming less officient, On the other
hana, if duc to improvcmenﬂ@ﬁ general economic conditions the demand increased
to OT, tho profit margin per unit sold will be lesser than that when the
output was 0Q (though the total profit will increase slightly). But by
sticking to a rigid profit margin, the firm would lose the opportunity of
incrcasing its profits in booming ecﬁnomx; i.,e. the firm will have shown

poer business acumen.

The pricing process has not taken inte consideration éhe demanﬁ for the
product and the prico-volume relationship, and how this relationship may be .
&ltercd by changes in the 'elements of marketing mix, viz, promotion, product
foatures, etc. Nor 1s any account taken of the strategy of competitors.
Therecfore, once the product is manufactured and put on to the market, thore is
no adequate degree of probability that the firm, by.sticking to tho ﬁrofit
margin, rigid or floxible, would be ablie to. sell the numbor of units proéucag,
at that price, This pricing process is a hit or miss method; it does not
naecessarily lead to maximization of profit in the long or short-run; qor does

it consciously lead to optimization of other major objectives of the firm,

The full-cost fricing method may have some justification if appliéd in
situations vhere it is known that:-
1. There is no surplus or shortapge of capacity in the iﬁdustry,
2.. The ovérall efficiency in production, selling, ete, of one manufacturer
is about ¥he same a&s any other in the :I.m.:iusi:r:;r.‘(1

3. The economic power and the requirémehts of the buyors are such as to

enable them to manufacturesthe product themselves - if it need be,

However, this method has drawbacks which can.be Bummérizad thus:-

1. It ignores demand for the product and fhereforo; d&os not permit an
ostimate of nett total'profit with changes in pricefand other clements
of the marketing-nix.

2. It overlooks the action of competition.
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"3, As thcre is no distinction between out-of-pocket costs, such as variable
costs, and the sunk costs,si.ec. constant and programmed costs,'ordars
vhose price doeos not cover.tofal costs are lilkoly to be rejected.

4. PBecause of the lack of distinction between out-of-pocket costs.and sunlk
costs, therc may be & toendency to porpetuate exlsting inefficiencies by
incorporating them withithe price structure. |

S. Consideratle clerical effort may be requi?ed to sort out and to allocate
the constant and the genoral programmed costs in a firm manufacturing

complicated, diverse or inter-related products.

Some of these drawbacks are partly overcome in the Marginal Cost Pricing

mothodo

Marpinsl Cost Pricing or Variable Cost Pricing

This is & similar methed to the Ful;-Cost Pricing, but in this gothod
there is a.segregation between the out-of-pocket costs (viz. Variablé costs)
and the constant and programmed costs. Boacause of this segregation of costs,
it is easier to examine the effect of changes in price and in other elements
of the marketing-mix on the profit coatribution. fhe price is sot to cover
the out-of-pocket costs and to make g contribution towards recovery of constant
and programmed costs and towards profit, The cr?teria for mark-up on out-of-
pocket costs would be on similar lines to, those discussed earlier, The mark-
up could also be based on the limiting or cfitical resource of production.

Contribution per Unit = Price - Variable Costs per Unit,

Total Contribution
(towards Fixed Costs
- and Profit)

Contribution per Unlit x Total Number of Units.

Consider fig.23 which is the graphical representation for product 'Beta’,

CP is the revenue curve for a price of £22 and OP, and OP2 ara. revenue

curves for prices £25 and £0 respectively. The shaded arca botween OF and

OV 48 the contribution zone; the vertical ordiuato between the two cﬁrves is

the total contribution for the corresponding number of units produced and

sold. The nett profit (assuming that the allocation of fixed costs is fairly)
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accurate) 1s the vertical ordinate between OP and AF, on the right~hand side
of the point of intersection between these two curves. The point of inter-
sectlion between these curves is, known as the Brealt-Even-Point, i.,e. the point
where ?he number of units sold at a certain price does not make a profit nor
a loss. The vertical ordinate between these two curves oﬂ the left-hand
side of the break-even-point is the nett loss* made by the firm when it is
manufacturing and selling the corresponding number of units at a specific

price,

Effect of changes in price on the total contribution can be easily seen
here; 50 also, when changes in other factors of marketing-mix, viz. changes
in promotional costs, product features, etc, are carried out {which will

affect the OV and AF curves).

It will also be noted from the figure that, 1f the firm discontinued
production and selling in the short-tefm, it will incur a cost represented

by CA, which are the fixed costs.

A very useful concept available in marginai co8t pricing method is the

profit-volume ratio, known as PV ratio.

PV ratio indicates the contribution made towards recovery of fixed costs

and towards profit by every unit (£) of revenue that the firm receives from

+

the sales of that product at each price.
PV = Contribution per unit
Unit price
On the 'Beta' product, for a price of £25

Contribution per unit = £(25 - 10) = £15

15
25

When the sales price is £25, 6/10 of the sales revenue contributes towards

.+ PV .6

fixed costs and profits. For the firm to make a total contribution of say

'£1,20C,0C0, its sales revenue nust be SL;QQQEQQQ = £2,000,C00 and the number

. £2,000,000
of units produced and sold at £25 per unit = “fg;g““‘ = 80,000

. Sp long as price is greater than unit variable cost, there will be a
contribution towards recovery of fixed cost and towards profits,
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For the firm to break-even, the number of units sold
£8CC,0C0 1

= b X 25 = 53,300 units,

A graphical representation of this exercise is given on fig.24,

PV will change with change in price; it will also change with change in
variable costs. The effect of price reduction is generally the same as the
inerease in variable costs and vice-versa on unit contribution - this is a

very inportant factor when considering price changes,

The marginal cost-priciﬁg method partly eli@inates some of the drawbacks
inherent in the full-cost pricing method; but it is a'static measure of a
dynamic process - it shows a cost and profit.étructure of a firm at a gpecific'
time, and is therefore, difficult to apply in situations where wide fluctuation:
téke place. Hence its application is confined to short-term planning.

Lastly it is a cost-oriented nethod; thereéore the method does not provide a
guideline to decide on the corr;ct mark-up when‘computing price; such a
guideline is provided by the demand-oriented method of pricing which will be

discussed in the followlng pages.
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DEMAND-ORIEKTED METHOD OF PRICING

Consider a firm's product whose demand, marginal revenue and variable
cost curves are shown alongside on fig.A (for siﬁplicityl these curves are

shovm as straight lines).

For maximization of profié, the optimum price~volume relationship is

given by P, and Ql respectively. The profit 'mark-up' or wmargin is the

1

difference between Pl and the variable cost at volume Qlo

If variable costs change, mark-up must change in the reverse direction,

for maximization of profit, with demand and marginal revenue curves remaining

unaffected.
Fig.A :
Price Equation’' with Variable Costs
A~ NN, . _
L/ € P=V+ Ml or Yhere P 1s Price ‘for Profit
Variable | Q»,Q/ V o+ M Maximization.
Cosk/un V is Variable cost/unit

! Z . M is Markup

| M is Markup as % of V
O QU

Consider 10 units are sold @ £10 per unit
Total Revenue = 10 x £10 = £100
Now assume the firm wants to sell 1l units and the price it can fetch
is £9.5 per unit.
.. New Total Revenue = 11 x £9.5 = £104.5
ilarginal FRevenue én the sale of 11lth unit = £(104.5 - 100) = £4.5

But Price (or Revenue from sale} of 1llth unit = £9.5

n

.°. Price variation Cost (Cp) on the sale of 11th unit = £(10-9,5)10 = £5.0

., Marginal Revenue B T T T T £4.5
Price variation Cost (Cp) is the cost iqcu;féd by the firm to sell one
additional unit of the product,
(Price Variation Cost must not be confused with.Variable cost. Cp 18 the

cost incurred by the firm in varying his market offsr, i.e. more total volume

for a lower unit price.)
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LA XS

J. Marginal Revenue (MR) = Price - Cp and Cp =4P x Q
MR = P - Cp or Cp = P - MR
Zut Variabdble Cost/Unit (V) =MR =P - Cp =P -aP x Q

Coefficient of Elasticity (E) =42 B when AQ = 1

AP Q
R =
;:GC=P/E |
and Cp =P -MR =P - V
«,P = V+Cp = (V+ P/E)
S.P(l=-1/E) = V
orP:V(%%) '

This equation gives the relationship between Price, Variable Cost and

the Coefficient of Elasticity. IfE=2, P= 2xV for maximum profit.

E
P=V+M = V(E_li
vV~ (E-l)

This equation gives the relationship between coefficient of elasticity and
mark-up, where mark-up is a % of V.

The table below gives the mark-up as % ¢f V for various values of E,

E Mark up as % of Variable Cost

] - 200 : '
1.0 undefined
1.5 ' 200 :
2.0 100

2.5 66
3.0 50
4,0 © 33.3
5.0 ‘ 25 ’

~

For a profitable pricing policy, the firm must alwa¥p operate in that

segment of the market where demand is elastic, 1l.e, E is greater than 1,

Where variable costs are used as a basis for pricing, the mark-up for
maxinum profit depends upon the price elasticity of demand; therefore, the.

firm may find that more useful results would be yielded if it devoted greater
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attention to assessment of its demand curve than purely to reduction in

costs and to the allocation of fixed costs.*

For a linear or roughly linear demand curve, E will be greater at the
higher price end than at the lower price end and therefore the mark-up should

vary inversely.

Even if E is not known precisely, the mark-up expression is a useful
guide for changing tho nature and direction of mark-up percentages, with
changes in costs. At least it enables the validitly of proposed mark-ups to
be checited, even if it may not give the amount.of'the change required, If
variable costs increase, the mark-up must be lowered and vice-versa, unless

the elasticity of demand ie constant, i.e. represqnted by a hyperbolic curve.*

Consider a new product whose variable cost is £10 per unit and the proposed
mark-up is 100% of variable costs (assumption that E = 2),. Check if a 5%
reduction in price will cause a 10% lncrease in revenue, If the answer is

NQ, then mark-up should be altered, 4

Vhile it is the correot method of arriving at a right price for the
product, to maximize profit in the short-run, it does not sinplify the under-
standing of a situation where firms are interested in other objectives than
the maximization of profits. The firm may not have a precilse knoﬁledgo of
the demand and marginal revenue for its products, particuiarly where changes

in the elements of the marketing-nix can affect demand.

* Since a nark—up based upon Variable cost is a function of (———) a constant

mariz-up % regardleﬁs of changes in variable cost implies that the demand
curve for ‘the product has a constant elasticity.

£ Demand curve may be modified by sales promotion, etc., and the action of
conpetitors,
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A PRACTICAL METHOD CF ESTABRLISHING PRICE

The most important gricing objgctives for a firm are the profit (as a
return on capital eﬁployed or as a specific fipure) and the turn-over (as a
percentage cf the share of the ﬁarket). Adequéte pricin¢ of the-product
would help in the achievementAdf these objecfives,'indiQidually or jointly,

.

so long as these objectives are realistic and compatible,

Talke product 'Eeta' as an example and assume that, after taking competition

into account, .the demand for it is as represented by the curve on fig.25.

From the demand curve a total revenue curve for some likely prices and

zlse the cost curves for the product are drawn on fig, 26.

A vertical ordinate between thne total revenlie curve and the cost curve
represents the total contribution of the product at the specific price and
quantiiy. In the figure the optimum profit/contribution area ie shown shaded,*

the maximum being 212,;105 when the price is £25 and the number of units i1s580,00

Consider the shaded area:in fig.26:

1. If the firm wishes to maximize profit then it must choose the price volume
relationship of £25 - 80,000 units.

2, If the firm vwishes to have high'profits but also wishes to have a greater

share of the market, then it may opt for price volume relationship.pf£21.5-1bQOU

3. The firm can then assess whether it would have the necessary resources and
at the right time to produce and sell the particular volﬁme; alterﬁétively,
the firm could choose a nore compatible vo}ume 6f output,

4, If necessary, the exercise cén be rgpeatgd by making chang?s in the. elements
of the marketing-mix; these chaﬁges could cause changes in the total
revenue curve, the cost capvg and the capifal employed.' In tﬁe

alternative, the firm could or may have'to revise iis objectives,

At the product planning stage, it may be desirable for the manufacturer to
estimate the effect of a specific price of a product on the profits, and to

weigh the risks he has to undertake. Such an exercise can be:conducted by

Double shaded area indicates nett profit by the traditional method of
arriving at a profit. ’
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the break-even analysis and also by the application of statistical probability

techniques, Eoth these techniques are discussed.

Take a product 'Gamma'. Assume that for a price of £10, there is a
good probability (say 75%) that the demand vwill be (10,000 : 2,000) unitsa,
Say variable costs are £6 per unit and.

fixed costs are £20,000. - ’ .

Application of Break-Even Analysis (see fig.27 )

£10 x 10,000 = £100,0C0

Totel Sales Revenue =

Contribution/unit - = £4 .

Sreak-Even Point = m";'& = &50,0C0

Margin of Safety = .(sloo,doo - £50,000) = £50,000

Margin of safety as %age of sales = 50% (sufficlently large safety)

Annlication of Statisticel Probability to estimate the effect of a

specific price on profits {or losses)

+ .
., Estimated Sales Revenue with a '75% probability = £100,000 - £20,000
. .. 20 =86 _
PV Ratio: = 10 = .4
Break Even Revenue = 32—0%@- = £50,000 -
Estimated Profit = (£00,000 'x .4) = £20,000 = £20,000
755 probability of Easo,ooo mean:-
Revenue being £120,0C0 £100,000
[
' rise
X One standard deviation (") on a normal

curve with a mean of £100,C00 is £17, 500
which is a standard deviation on Revenue.

LF

|
Sa/e.s f?e,venw_? —

' xecd Gt o
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i Normal curve for profit
] i with mean of £20,C00

. | i

I

1[:’:-000 féio00 f13,000 | [ 27000 33,000

L

n

- Revenue x PV

o Profit

1

£17,500 x .4 = £7,000

From the above curve the probabvilities for various profits {or losses) -

can be estimated. .

For example:
The probabiliity of meking £25,CC0 Profit is about 76%

The probability of making a £1,000 Loss is (1.0 - .99)15 Nil

Consider a case where the firm has the producti;n capacity. Now assume -
that the demand for the product is as indicated by the curve onm fig.28B,
The total revenue curve, and variable cost and the total cost (variable +
fixed cosﬁs) c¢urve are represented on fig. 29, Clearly the price at any
ievel of output does not cover the total costs per unit. The.optimum level

of production to minimize costs is at volume 0Q ; if the firm had discontinﬁed

_production, i.e. had kept the production capacity idle, it would have incurred
a cost represented by 08 which is greater th;n the loss represenféd by PT
This clearly illustrates the Jjustification te acceﬁt orders at prices below
the full coét per unit; or, to put it im anothe; way, the criterion should be
to achieve maximum contribution towards recovery of fixeg costs and towards

profits from the use of an available resource.

Consider the case where the firm contemprlates a change in price, say a

reduction in price from £30 to £47, Suppose the volume inveolved are 100 and

110 units resrectively.

If the voriable cost per unit is £30, then in the first casé the

contribution = 1C0 (30-30) ='32,000, and in the second case the contribution
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= 110 (47-3G) = £1,37C).

The change in price cauced an increase in revenue f{rom £5,000 to £5,170
with a corresponding decrease in conéribution from £2,C0C0 to £1,870.

If increasing the turnover by 3.4% is not és important as the‘consequent
decrecase in contribution by 6.5, then a move to reduce price is not worth-
while. This exanple indicates that price reduction need not necessarily

result in increazed profitability.

Consider ithe case vhere the firm anticipates.change in demand due to
changes in the elements of marketing mix. Assume these changes'result in
the following: ’

1. Demand incfeases from 100 to 120 uni£s for a constant price of £30.

2. Variable costs incréase from £30 to £31 per-unit.

3. Specifically programmed costs are incurred and made up of £50 dinterest
and £150 for depreciation and obsolescence for.the period under
consideration.

The new contribution = 120 (50 = 3L) £'= £2,280

an increase of £(2,280 - 2,000) = £280

But the specifically programmea coste = £200

The Nett increase in contribution = £80

hence the change is worthwhile,

Specifically programmed costs, liike any fixed costs must be taken into-
consideration in order to make the decision whethef they should be_incurfed or
not. Cnce they are incurred, then they become sunk costs .and therefore

irrelevant for subsequent pricing decisions.

Consider a third case of ,the same example where the.firm was able to
sefgnent the market inte two groups, one group being offered the product at a
price of £60, and the other group at £50 ﬁer unit. Sgppose the demand from
éach segment was SO units gach. .

Then the total contribution = 50 (60-30) + SO (50-30) = £1,500 + £1,000
' = £2,500,



Therefore, by dividing the market into effective segments, the firm was
able to increacse the total contribution of the product from £2,000 to

£2,5C0.

In effect, this was a price diccrimination by the firm and was possible
only where the firam was able to identify and separate groups of customers and

serve them in the way that suited then.

There may be instances where a product can make a positive contribution

only when it is sold at different prices to different groups of customers.
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PRICING KEW FRODUCTS

Dean suggests, in the skim the market policy, a price of 3 to 4 times
the cost of the product, particularly where demand is not clearly khnown or
can be presumed to be inelastic. Such & poliey permits gradual reduction in
price in order to tap the ;ower segments of the market, " A high initial price
would help the manufacturer to offset the costs of any subsequent design

ciiznges or product modifications,

Vieleh glves seven stops for priﬁing a new product, -ﬂhe? are: -

1. Approximate the impact of price-on the vgluﬁe that might be ekpected
to achieve. ‘

2. Appraise marketing reéuireﬁents and broadly define narketing plan.

3. Plot projected 5fowthfcurves at several selécted price levels,

by, Approximafe cost data. | ‘

5. Appraise capabilities of competitors, including timing.

. Estinate competitors‘lcosts. |

7. Decide on the price.

The approach suggeétea by Dean is qnimaginative {why 3 to 4 times, and
' not more nor less?) and 'safety first"ofiented. ' It does not cater for
penetrate the narket policy. The c&sf of the product at that stage would
be difficult to be estimated because of‘the_incurfence bf development and
promotional costs - these costs cou;d be récovered immediately'or over an
extended period. Cn the other hand, Weish's'épproéch is very logical buﬁ
overlooks the first essential elemeht, the need to'estimaﬁe price; his
qpproéch would be ideally sﬁitéd to pricing a new brand rather thﬁn a new

product,

An effective method of pricing a nevw product,

It is through a systemratic evaluation¥ from a certain datum - the datum

is renerally the leading suﬁstitute product already existing in the market

* Adoptioh costs, associated with new products are not discussed.

]
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-
and which tie new product iz expected to displace = carried out with the

co-operation of selected custoners who are experts in the fiecld, and who

are

truly representative of the market or the segment of the market for the

new product.

The evaluation takes into account every performance feature of the

products under consideration and makes use of a rating scale, whereby the

features are evaluated according to their quality and their degree of

inportance to the custonmers.

1.

2.

3.

The method of pricing is described in the, following steps:
Make the expert fully acquginted with every performance feature of the
new preduct., |
Malce the expert aware that he 1s reguired to compare the featurgs of the
new and the substitute product/s for the quality and the degree of
importance to him. -In effect, &he expert will be making a comparative
value-analysis of the features in the products,

Choose a siuple rating scale, say 0 - 10 poinfsj The object is to give

points to the perfornance features in the products, for their quality and the

-

degree of importance to the customer, The important features score high
markg and vice-versa; similarly'high quality features score high marks and
vice-versa. For instanv, 1f the expert gives high marks, éay 8, for a
certain feature in product X, then'aﬁ identical feature but of an inferior
quaiity, or the performance is not as good in product Y would score, say 5
narks, and vice-versa. On the other hand, had this feature been totally
lacking in product Y, then prgduct Y would have been given exactly the

sane number, but negative, marks, i;e. «8 marks.

Ask the expert to gelect the single most importaﬁt:feature (or featﬁres,

if more than one) in the new product and to give it 10 points. Then ask

the expert to examine the substitute product for similar feature and to

imere the new product is a convenient substitute for say two types of
products which the customer has to use.for the performance of certain
functions, then the leading product from each product category should
be used collectively for conparison, ’ ’

Points and Marks mean the same -thing.
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- new product and the price of substitute product/s.)
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sive it the points it ﬁerits -~ bearing in mind thgt inferior or lower
perfornance features receive fgwer points and absence of the feature
receives negative points or penalty points of equal value.

£sls the expert to continue this exercise with the second next important
feature and so on until all the features in the products are evaluated.
Add up the points 1o arrive at a total for each product; divide .the
total for the new product by the total for the substitute prqdﬁct/s.
This'is the performance indeﬁ; there will be a performance index from
each expert. (Similarly, the price index is the ratio of the price of
Draw a graph to plot performance index as ordinate and price index as
abscissa, the scale being.tﬁe same for both,  Draw 456 reference line
through the origin. Any point on the line corresponding to a certain
pérformance index implies thét, in the opinion of the expert concerned,
the prics is just right. A point on the left-hand side or Kighi-hand
side of the reference line will imply that the product is underpriced

or overpriced, respectively. (see Fig.30).

Suppose that the pefformance‘indexes'afrived at through the evaluation
four experts 4, B, C and D were 1.8, 1.8, 2.0 and 2.2. Now, if the price
gubstitute product/s was say £10, then the price of the new product of say:
£18 (Price index = 1,8) will be correct for experts A and B, but low

for experts C and D. ’ v

£20 (Price index = 2.0) will be correct for expert C, low for expert D
and high for expe}ts A and B,

£22 (Price index = 2.2} will be correct for expert D, but high for
experts A, B and C.

£16 (Price index & 1.6) will be low for all'the experts.

£24 (Price index = 2,4) will be high for all the experts.

The price which is nearly right for the market or its sepment wﬁich is

being considered would be between £18 - 222, ; The firm could place greater



emphasis on the opinion of one expert and thereby reduce the price range.

There are three points in this exercise which should be observed carefully:.

1. Ensure trhat the substitute product chosen fof comparison is the present
Jeader in the industry and that the clalms made on its features and the
price at which it is sold are true,

2. Ensure that the pricing exercisg édeals with the required market{ or segment .
of the market - a product could have different values to different scgments
of the market, resulting in different ranges of performanée inde:es,

3. Obtain the information through personal ipterviews but avoid discussicn

on price.

The ideal time to conduct this exercise is when the prototype is made.
Having estimated the price level, the next step is to predict the growth rate
of the product for the different prices, the demand and cost schedules for
various marketing efforts and the efforts of potential competitofs, ip order
to decduce the nett effect on the profitability. A typical exercise is
iliustrated below: |

S5ay the new product is 'Cmega' with an estimated life cycle of 5 years
and the price range is £18 - £22,

Pick a certain price from the range, say £20, and after taking the
competition, existing and potential, into account, estimate the annual demand
for Cmega for the 5 years. Estimate the total out-of-pocket costs, viz.
variable costs and specific programmed costs which would be incurred annually
‘to meet the demand. Whefe capi£al expenditure is involvea, the fixed costs
arising out of the capital éxpenditure_must alsp be taken in account. Assume
that for tﬁe price of £207the demand and cost schedule ié as gi*ep on the

table
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Year <1 2 S 4 > fotal
Dezand 8,000 12,00 :

Deszad ,000 12,000 12,000 7,000 3,000 42,000
Sales (2) 160,000 240,00 240,000 140,000 60,000 840,060
aevenue

\ Tt -~
g:ft°f Foczet (%) 120,000 180,000 180,000 105,000 45,000 630,000
40,0cC 60,000 60,00 35,000 15,000 210,000

et Present Worth (2)

4 G
& 10 intercot 36,0C0 50,000 45,00 24,600 9,000 164,000

Conduct a similar exercise (only simulation will be necescary) for prices
of £22 and £18 and for change in prices in the intermedisry years - it is
generally believed that as the product ages and comes nearer deletion, there

could be advantages in reducing its price, if the latter can be carried out

wvithout retaliation from the competitors.

These exercises indicate the size of production capacity required, the
costs which would be incurred and the profitability which will result from

the choice of different prices and marketing efforts,

If the result from the exercies do not indicate an adequate return to
the manufacturer on the capital to be invested, then before dgciding to drop
'the venture (i.e. before the decision is taken that there is no point in
throwing good money after bad money) the following steps could be talen:-
l. Review every feature in the product and the value given to it by experts.'
2. Examine the cost of each feature in relation te the value given to‘it.
3. fihere possible, modify the features to optimize eost-effectiveness.
4, Re-appraise the profit situation with the modified product and if necessary,
with changes to the elements of marketing-mix,
5. “Go ahead with the product, viz, product promotion production, sales strategies

ete., or delete the product as the case may be,

* The expert is in an advisory capacity; the decision whether to accept
the expert's advice or not rests entirely with the manufacturer.
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t will be noted that there is no relationship between the costs of the
product and the price the customer iiprepared to pay in exchange for the
value/utility he expects to get from the product, In fact, it is the price

which determines the costs which the manufacturer can incur, and not the

other way about, of costs deternining the price,

From these simple examples, it will be clear that demand is the primary
factor in the pricing, and for that matter, in the marketing of the product.
Ivery contemplaited change in the elements of the marketing mix must be
analy;ed in conjunction with the changes in d?uand, which, in turn, may be
affected by comretitors' aptioné, by econonmic conditions, through legislation
and soclal and ethical considerations, If the demand is sufficiently in-
elastic, an increase in price could result in iméroved profitability or
improved contribution (i.e. reduced loss) and Eritisﬁ Railways,‘thé Theatre,
etc. are good examples of this - contrary to some writers, who secm to suggest
~ that prices must not be increased in situations where demand is shrinking.

Cn the other hand, a decrease in price even where the demand is eléstic, may
not result in improved contribution; because the rate of decrease of unit
‘cost may be inadequate to match the rate of price decrease, %.e. where

decremental revenue is less than escapable costs,

A pricé which is computed entirely on the basie of some historical or
anticipated costs, such as a mark-up added to total unit cost, i.e. a.certain
percentage profit on unit £ of sales revenue, has'in_the first place; no
relztionshin to the customer requireﬁents (and it is the c&stomer vho pays the
price, nct the manufacturer) but alsc is a misnomer if the firm was able to

sell only & proportion of what it had produced and offeréd for sale.
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PRICING POLICIES

{Policies provide guidelines within which decidions are made to achieve the

pre-deternined objectives)

A firm operates in various merkets. If it is a multi-product firm
then the number of markets it operates in would be greater. These markets
{zssuned tg be oligopolistic)} could be different from each other as a result
of the econcmic conditions, social, political and ethical factors, the
activities of the comvetitors, the technolopgical Aevelopmeﬁts, the actions,
atiitudes énd the economic power of the customers (contrast the buyers who
have the econgmic pover td'mapufacture the product within their organization
and therefore the power to control the price of their purchases, to the

buyers who are at the mercy of the sellers.).

To achieve the overall objectives of the firm such as a stipuiated return.
on investment, a specific share of the market, or an improvement in liquidity,
would reguire from the firm & series of pricing decisions to suit the
individual situations, The situations will be determined by the competitive -
position of the firm in each market.or industry, the product technology and
the product category (viz. standard products or special products, new products
or nev brands), the channeis of distribution or selling, and the sales
promotion involved. The situations will alsé be determined by factors within
the firm, say shortage of liquidity, under-utilization of existing resources,

étec..

Taxe a firm manufacturing five products, Alpha, Zeta,.Lamhda, Theta and
Kappa, with a total turnover of £2m.  The turnover and the out-of—pdcket N
cests associated with each product are as follows:

Product Cut-of Pocket Sales % of Rank Contri- % of Total Rank by

Costs £06CC's Total by bution Contri- Contri-
£0CC's : Bales Eevenue £000's bution bution
. .
Zeta 600 800 40 1 200 - 30 2
Theta T 4CO 7C0 35 2 300 46 1
Alpha 250 - 3ce 15 3 50 8 3
Lambda 5GC 100 . 5 4 50 8 4
Kapza 50 1¢0 5 5 _50 - 8 5

Total 1350 2000 100 650 100



On the basis of contribution towards fixed costs and préfit, product Theta
is the most important for the fim,at present. Thercfore‘pricing decisions
affecting product Theta and say even Zeta need not necessarily be the same

as those of other products.

Yihere the firm's pricing objeetives include a target share of the
market, perhaps product Zeta may be more important, On the other hand,
product Theta wight have reached the saturation stage, thle product Alpha
is still in the growth stage, w;th huge market potential for the future,

Cr some factors of production for one of the products may be in short supply,
thus 1limiting the product's growth, and at_the same time, a few other factors
of procuction and/or selling méy not be fully utilized. There could be
the inter-linkage (i.e. complementa;y and substitute effects) between the

five products, Therefore, any firm, and certainly a multi-product firm could

hardly fit into one pricing policy classification,

Pricing policies could be classified as general and specific, .General
pricing policies are applied across the whole firm_or wvhole product/product
line, dirrespective of conditions in individual markeis = geographic price
pelicies, discount policies, etc. come under this c;assification. Specific
pricing policies deal with individual éituationsj new produci pricing policies,

etc, come under this classification.

Ceneral Pricing Policies

i. Pricing Peolicy to achieve a Specific Rate of Feturn on Turn-over

This policy, uvnfortunately, finds application in some‘larée nanufacturing
firms* and almost all small ones'{ therefore it is discuaséd in grea£er
detail.

Talke product 'Zeta' as an example.
Assume the firm plans to =sell 100,000 units @ £20 per unit, The total cost

per unit is Z£18.

Average return on fturn-over = 22818 = 10%
Total Profit to the firm = 20 X £20 x 16C,C00 = £200,000

1co

* Studies conducted by Brookings Institution, Backman, llaynes,
Lanzillotti, Barbaci and Fog.
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Now assume that the firm 13 able to sell 120,000 units @ £18.41 per

unit. The total cost per unit is £16.66
18,41 - 15.66

Average return on turn-over = Tl = 9,5%
o
Total profit to the firm = igg x £18.41 x 120,000 = £210,000

{a profit increase of £1C,C0C)

Despite the decrease in percentage return on turn-over of 5%, there
is an overall increace in profits to ke firm; the decrease in unit total
costs was sufficiently low to.permit a reduction in price which combined
vith an increased volume of production and sales, resulted in an increase
in overall profit to the firm {(in addition to the increace in the share of
the wmarket). Say the firm is a m;nufacturer. " His working capital will

have increased vecause of the additional output of 20,000 units,

Assume that the working capital is about 20% the total cost of product.

Increase in working capital = 20,C00 x ,2 x £18 = £72,C00
(Fixed capital renains unaltered ) |
If the manﬁfacturer's objecti@e_is to achieve say 10% return on
working capital, then expected profit = .1 x 72,C00 = £7,200
But the increase in préfit = £10,0C0
. 10,000 - 7,20C

Percentage 1nc?ease in profit = 7,200 = 40%

The danufacturer exceeded the expected rate o} return on working capital
by 4C% as a result of piénned decrease of 5% on the rate of return on turn-over,

The example clearly indicates the'deficiency of the pricing policy which
stipulates a return on turn-over feor a manufactqur. Such a policy does not
lgad to maximization of total profits or the rate of return onlcapital
employed nor to the improvément in the shafe of the marget.

Now consider the policy for a wholésaler'gr.retailer.

If the vwholesaler buys lO0,000‘units of Eeta @ £lé per unit and sells

& £20 per unit. —

Total cost to the wholesaler = £1,8C0,C00 -

Total profit = £200,0C0

£200,€C0
£1,8C0,0C0

Return on investment = 11%
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If the vholesaler buys 120,000 units of Eefa @ £16.66 per unit (he is

unlikely to be given such price reductions) and sells @ £18,.41 per unit

Totel cost to the wholesaler = 120,000 x £16.66 = £2,000,C00
Total Profit = &£210,C00
‘ £210,C00 ' '
fRe P . - e = . 5%
Return on investment £2, 000, 000 10.5%

if thé wnolesaler's cost of stocks is a major proportion of his invest-
nent, then clearly a decrease in percéntage return on turn-o&er leads {at
lteast, iy the case of produet Eeta) to a decrease in rate of return on his
investment. Thereforé, a ﬁriéing policy which stipulateé a return on turn-
over is applicable to a'retailea/wholesalern (The'wholesaler will increase
his return on capital employe& over a period if he can‘increasé the rate af
turn-over in that period;jfhe-can”turn his capitai over twice in that period

his return on capital is doubled.)

I Having laid to rest the pricing poliéy of 'expected rate of return on
turn-over! whichﬁunfo:tanately,.seéms to fina application in a few large
manufacturing firms and almost all small ones*, other pricing policies

applicable to manufacturers of industrial products will be discussed in the

pages which follow.l

2. Cne Price Policy The firm willfsell at the sane price (and with the

same discount, where discounts are given) to sll the customers. Such a
policy builds customer confidence in a seller, saves time of the bﬁyer and

does neot place weak bargainers at a competitive disadvantage.

3. Varizble Price Policy The firm woﬁld, if necessary, sell at different

prices to different custoners. Such a bolicy provideé flexibility to the
celler to male price concessions in order to woo customérs btut requires
geller's representative at the point of 'sale. On the other hand, this
policy can lead to ill will among custome;s,‘trigger_a price war and provide

the salesuen with an easy way out in ordér to close a sale.

* Studies conducted by EBrookings Institution, Raclman, Haynes, .
Lanzillotti, Barback and Fog.
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4, Georrenhic Price Policies

(a) TF.0.E. factery or ﬂarehguse Pricing. This is the only one of <the

five policies where the seller dees not pay any of the freipght costs; nor
does he accepi any responsibility once the goods are handed over to the
transportation medium. The policy is simple to operazate, witp the seller
netting the same amount each time a sale is made, The disadvantage of this
policy is that it creates a-ceocnaphic nmonopoly for a particular seller
wnile he 1s priced out of distant markets,

(t) Freight Equalization Pricing. Under this policy, thé buyer in =a
distani market area is quoted a freight charée that is equal to the freight
charge of the competitor iocated closest to that buyer. Such a policy
strengthens competition and brealts down-localizéd monopolies and barriers,
{c) TFreight Allowed Pricing. This is also called Postage Stamp Pricing
Policy, whereby all the custorers are charged the éame price, irrespective
of their location, vithin a country. Actually it is F.0.B. at buyer's
location and economically feasible where the transportation costs are a small
proporcion of the total price of the product. The buyers located near the
plant subgidize thosé away from the plant. However, it is a more convenient
method of pricing and lends better -to national advertizing.‘

{d) Zone Pricing. This policy is similar to the one above, but the price
is the samre within-a zone = the total market area in a:=country being divided
into zones. | |

{e) ZEasing-Point Pricing. This method of pricing may be regarded as an
extention of the geopraphical methods outlines above, It involves the
selection of a certain point by the industr&, known as a basing-point. To
the F.0.E. facfory or warehouse pricé'is added thg cost ;f carriage from the
basing point to the buyer's address, irrespective of the actuaH&;ace from
which the goods were dispatched. In effect, this.meaps that all freight
quotations to a single buyer will be identical.. This system:is only found

in industries where the product is of a homogeneous, bulky nature, and the
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nunmber of producers are few and widely dispersed, The use of zones within
a country leads to a multiple basing-point systenm.
The objections to this policy are:

i) self-justification of panthom freight charges,

l.l
-
~

collusion between firms necessary to make the policy or system work,
l.e. there i= a freight-rate book for the industry,

iii) eliminates price competition,

S. Discount Policies, These are discussed under Distribution in Section

ey, Prompt Payment Discount Policy finds major application when the firm
[ ]
wants to impove 1ts liquid fuirds.

The specific pricing policies are as follows:

Prizing Policy fer Hew Products

Lssume that the new product is a major technological innovatioen in its

functien and superior in performance over the existing products.

After the initial hesitation from the user-indusiries, during which
period design changes and modification%to the product are made to overcone
the gustomers' attitudes and needsJ there would be ; rapid sales expansion
as tiae procduct is accepted in tﬁe market. The manufacturers of old (i.e.
existing) products, finding their share of the market erroded by the newcomer,
will retaliate by price reductions and by sales promotion campaigns.as a
stop-gap measure; at the same time, they would encroach on thé ﬁew product
by by-passing any patent barrie;s vhich may exist, and deﬁelop their own
products, perhaps with certain'distinctive features (i.e. product different-
lation) to compete with the former. These products, by the tine ihey-arrive
in the market,will be basically new brands, i.e. producis new to the
" manufacturers but not new to the market, The Qistinctiveness of . the orig}nal
new »roduct will now decrease, which in turn,wi}l reauce the pricing
autenony enjoyed by the Qanufacturer. Gradﬁally the product will lose its

novelty and Gecone a commodity with specific brand différences being
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associated with the respective products manufacturers; and eQentually the
vroduct will be deleted. The vhole process isc ¢yclic and knovwn as the
life-cycle of the product (fig.31 )% The c¢ycle is a function of the rate
of development of technology and thé economic climate, There is a
continuous change in promotional and price elasticity and also in the costs
of production and distribution; therefore, out of necessity, there will be
a crange or a modification to the prieing policy gt the various stages of

ithe c¢ycle.

The eleménté of the c¢ycle can be summar}sed in the following steps:

1) The produét reaches technical maturity; the rate of product development
declines; there 1s increasing sfan@ardization in the pfoduqt features of
various brands and in the manufacture of the product.

2., The product reaches market maturity; tﬁe cﬁétomers accept th; produpt
as perforuing the required functions satisfactorily and compare the
various brénds for preduct differéniiation.' |

3) The product reaches compétitive maturity; this is indiéated by increasing

stability of the share of market and price structures.

There are two pricing policies Applichble to gew products; prieing to
skim the market and pricing to penetxaté the.ﬁarket;
Skim the Market. This policy is épplicable where cbméetition.é;nnot make
a fast entry into the market ﬁecause of technological or patent 5arrie£s or
where high initisl capital qﬁtlay is involved in the manufagture of the
product and in the development of tpe market. Throuéh tﬁe'appligation of
this ﬁolicy the manufacturer can recover his.reseafch and dévelopmen£ éQSté
and thg'capital outlay costs, sooner, Tﬁé-policy is aiso applidable vhere
initial demandiis not high or where the demand can be presumed to be inelastic,
gnd the initial_prodgction cqpacity:is-low. It is bgsically-a sgfefy- |
Qrientéd pblicy which permiéé the firm to lower prices latér on, if it "vooved’

on price, or in order to tap ‘the lower segﬁen;e of the market,
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Fentrate the marizet. This an aggressivé or adventuroﬁs policy, requiring
foresight gnd courage, the objective being l;ng-run profits and entrenching
irn the market with a large share of the latter, It is priced to keep the
potential compeiition ocut of the market. Vlhere the product neets a long-
" recognised need of the customers, has a high pri?e sensitivity with no elite
zsagsents in the market, offers economies of 1arge.scale production, and does
not provide barriers for competitors to enter the market, this'is an optinum

volicy.

(The method for pricing new produpf has been discusced earlier.)

Pricing Policy for Hew PBrands.

A new brand is a 'me too' product (i.e, functionally identical to a new
procuct already in the market) or a product tp fill the product line; it

cculd be both,

Talke the 'me tbd' pfoduc£. The major objective of thé manufacturer to
come inte the market with a }mg too!' product is invariabtly to imprové his
conpetitive strength ﬁhich'is-probably being erodeﬁ by the new product from
the competitor, Cther objectiyeslﬁﬁich the 'ne t;o' product‘would acﬁ;ev&
are the use of available resources fér production'and selling, tﬁe entry
into a new market for itself and also for other existing and pfospective

products, and the creation of complimentary demand. .

The pricing volicy nust be focussed on the attainment of the major

objective, the improvement of competitive strength; therefore the pricing

-

policy must place emphasis on the attainment of a 1arggr'share of the market
or & deeper penetration into the market, rather than the achievement of

immediate profitability?®

The price for the product is dictated by the f;rst-in-the-market product;
deéending upon the degree of product differentiation (which ineludes service,

sales prouoction, ménufacturer's reputation for say, quality produhts, ete,)

* Brand preferences cost less atthe ouiset, than after the competitivé
prozoiional clamour hgs reached its full maturity.
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the manufacturer will have the choice to price his brand in relation to

i.e. above, below or equal to,the price of the first-in product,

“hile the size of the total market for the product as a whole could
be estimated, it would not be eésy‘for the manufacturer of the new brand
to predict accurately his share of the market; therefore he has to use
price as a weapon to achieve his major objective. Costs would have been
talken into account at the planning.stage, and long before production could
start; cost would have determined the lowest price for the product at which
tke company could co.¢ into the market and whether it would be worthwhile

coning into the market with the new brand. .

Take the product to fill tﬁe product line. The major objective in
this case is to fill or to round up‘or to broadén the product line.and thus
providing a variety or a choice to the cusfgmer, which is a case 6f crecating
; complementary dexmand; but the product may and often would be in competition
with the other products in the line, i.e. there is an inter-iinkage in the-
product line or the firm's products. There will be some difficulty in
identifying the costs of each product in the lihe, where the marketing
chennels, the production methods,materials, etc. are the same, and where the
promotional efforts benefit every product in the line. The.e price of a
product in a product line must be within the price rgnge.of two adjacent
prodpcts; say the price of a 10 H.P., motor would be greater than the price
of a 5 H,P. and less than that of a 15 H.P. motor. ‘henever a product is
adéed to the line, the pricing policy must be such as to ensure that‘there
is an increase in profitability for the whole line rather than for individual
products. (Specific return on investment does not nec?ssarily imply a
proportiocnate profit from each product in a product line.) Other objectives
of adding a product to the product line are to enable the entry into new
markets, to make gfeater utilization of production and selling resoufces, to
increase profits, to enlarge the share of the market, etc.. (Loss Leader
pricing policy is to price a product sufficiently low and create customer

traffic for other profitable products.)
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Pricing Policies for General Products. l -1

General products of a firm may be classified as either stamdard or
special products. Standard products 1 are those which the firm manufactures
to its ovm standard specifications on performance, features, quality, shape,
size, ete.; 'such products are always 1isted.;n the firm's catdlogues and
often manufactured on a large scalé. Special products? are those specially
manufactured by the firm to meet certain requirementis specified by £he
customers; though many standard items or producis from the firm nmay be
incorporated into the special products. A geqeral product could be.new or
new brand; but for the purpose of this discgssion.'it'uill be consideged
as being neither new nor new ﬁranq but a commodity in the marketlwith certain

distinctive features (product differentiation),

Pricing policies for general producis will vary with the objectives of
the firm and the market cond;tipns which prevail from time.to éimé. The
factors which influence decisions on pricé, viz. c0ntribution'towards fixed
- €osts and to profit, the co#plementary and substitute effects, goodwill of
Eustomers, utilization of availablg capacity for production and for selling,
entry into & néw industry or a new market, efc._will‘bc generally coimon for
both classes of products, However, there will be a differénce in pricing
policies for the two classes of products becausc the degree of influence

exerted by sone pricing'factors varies with the two classes of products,

Consider pricing policies for standard products.

The firm may havé sone latitude in pricing its standard products.
This latitude, to price higher ér lower than its competitors, will depend
upon the promotion policies of the firm and its product-differentiation
{(i.e. the extent of difference ihiéh groups of customers perceive between

the various brands available). A much higher price than that permitted by

1. Standaréd products are manufactured, often in advance to meet the needs
ot motential cus»omers.

2, Srecial products are manufactured to meet the requirements specifled by
real customers, after the recelpt of -individual orders.
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the prouction anc pfoduct differentiation would shrink demand for the
prcduct to such an extent as to nake the manufacture of product economically
not a viable proposition} on the Sther hand, a very low price for the
product may compel the competitors to lower the price of their product, in
retaliation, the nett result being reduced profits to all the firms in the

industry - unless a low price results in the product finding application in

new industries.

There are iwo basic pricing policies which find application vdth pricing
decisions on standard productis,

*

1. Pricing to follcw the_market or to meet competition. The firm prices

its product in relation to i.e. & little higher or a little lower or equal to,
the major conzetitors' prices for their prdduct. Such a policy will be
applicable where the product differentiation is small, market highly coupetitive,
and buyers and sellers are well-informed of market prices and market conditions.
Costs play an indireet role in this policy;_ the manufacturer checks on the
going price in the market, and after allowing for the distridution and other
related costs, and the profit he expects, he arrives at the price he must bg

able 1o sell and tallors the product to neet the pricé.

2. Pricing to lead the market. The firm leads %heﬁndustry in introducing
Price changes. These changes may be to bring the price in linq with g;neral
economic conditions or with the chaﬁge in cost; the rest of the firms in |
the industry follow the price changes introduced by the leader, Price
leadership generally exists in the industries where there is.stability of the
share of market and price structures for the firms involved. To be a price
leacer, the firm is expected to have a substantial share &f the total market,
say about 1/3, is knowvn for sound priciﬂg decisions, is regarded as a product
inrovator and efficient ;nd is known to maiﬂtain the ba;ance between the
needs of the customer and the needs of the weaker (i.e. higher cost) firms
in the industry. Incidentally, price leader need not be the highest priced

nor the largest f{irm in the industry.
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Eetween these two pricing policies, to follow the warket or to lead
the market, a manufacturer could follow a middle c¢ourse, depending upon the
product differentiation, the harketing conditions or his competifivé position.

A smaller fim may find 'follow  the market pricing policy' useful.

3. Pricing policy for special prodgets. Price becomes the nost important
criteria for the customer of special products because ﬁe has specified, at
ieast bfoadly, ais requirements on the performance, delivery, quality,
featlures, étc. of the product. Thé‘manufacturer has little scope for *
product d;fferentiation and. he is fécéd with,pricing problems.because the

vrice for tﬁe preoduct is not* standardized, thefe,being a dlfferont price for
gach special product; énd cémpétitors"prices yhich can pfovide guidelines

in afriving at one's price,'aré not known beforehand. Costs, the;efore,

play the most important fole in detefmining_the price for the pfoduct, the
lower‘the costis of the pro@uct, tgé greater 1is theiflexibility to establish

2 price on the preduct, The ?eﬁutétion of the‘manufac£urer in.the industry,
his past trading record with-the cusfomers.concerned,-and his need to obtain
the oréer for the proéugt,ét the moment ;h,time,are other factors which would
influence pricing aecisions. wﬁere-éhere is. a piéspect of ob@aining 'repeatt @
orders, the pricing decision could také into considerafion the reduction in

the cost of manufacture which vould oceur on gac% Bupsequeht"repeat' order

due to the 'learning curve' effect. .

where special products are .pot the main activity of'a manufacturer,

pficing policy shouldbe such as to ensure that any idle capacity 1n,produ¢tion,

which arises due to fluctuations in the demand for standard products, is taken

up by special products, so long as each product makes some contribution to-

wards reccvery of fixed costs and pfofits.

¢ 'Repeat' orders are almost'exact duplicates of earlier qrdefs.

L]
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PRICING AS A CCUPETITIVE STRATEGY

The use of any form of strategy must be preceded by a clear definition
ofebjectives, and the establishment of the standards to measure the performance

agsinst the objectives,

A manufacturer has three markefing areas, inter-related to each.other,
on which to base his competitive strategy. They are price, product and
rromwotion (including channels of dist?ibutidn), and the relative importance
betveen then will_depeng upon the nature of the product, the marketiﬁg

conditions and the characteristics oflthe buyers.

A study was conducted among large numbers.of manufacturers of industrial
products to exanine tine rolg of each of the thrge.marketing areagin the
uanufacturers' ccmpetitive strategy (Appendix III). The conciusion vias
that price was not t@e most important mérketihg area in the manufacturers'

competitive strategy.

Pricing as a competitive strategy pmust be directed to specific market
targets, co-ordinhted_with promotional strategy and geared to face'competitors‘
action or re-action. There must be an adequate systenm to gather all tne .
?elevant and valid information on the competitors' actiyities, on market
ﬁonditigns_and trends, and to provide a feed back ‘'on customers response,
competitors! reactions, in order to measure the effectiveness of each
pricing strategy. | .

4

It would ﬁe useful to the firm to be fully awafe of the pricing policies
and methods generally used in the 1ndust¥y*in wheih the firm is a member.
“here the prieing methods are cost-oriented, viz., full-cost pricing, it will
be worthwnile for the firm to have some knowvledge -or a fair idea of his
majer competitors! cost stfactures.aﬁd costing'practicés and'to keep a
record of these competitors' reactions, in the past,.to price°changes. Such
iﬁformation could provide guidelines to their (fhe competitofsj future actions

or reactions to price changes.

* The role of prevailing price, becomes less improtant when an aggressive
firm steps in the market.
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Price c¢an be uséd as a conpetitive straieéy in the followlng ways:

ll. rice Ehanges. Pricg chénges muét ﬁe épplieﬁ where they would be nost
effective; say at distributor level or at cuétomer-levcl. The reasons for
price cnanges, the long énd the short term effects on the customers (including
distributérs) the reaction of competitors, and the results expected must be
fully analyséd beforehand. A price change by a small firm may reéult in a
nassive retaliation by the larger firms, and ruin to the small'firm; while
a price increase by a large firm may create a public outcry gnd a price-cut

may bring Government intervention to protect the smaller '‘fimms. .

2, Price discriaination. To be'ablé to apbly this policy, the firm must
segment the market into économicaliy viable units and theh to meéet the needs
of cutomers from each segnment, . It must be ensured that there is no inter-
connection or leakage butﬁeen segmenfq to.avoid problems and repreécussions
betwern the éustomers from varipus segments énd the manufacture;. Price

dizcrizination may be illegal in some countries (Robinson-Patman Act in U.S,A.)

3., Pricéilininges . This is another arm of pricing strategy. The firm
maintains a high price for its quality product and manufactures a cheaper

preduct to match competitors' price=cuts or cheap prodpcts.'

4, Others. A firm may melntaln a constant price for its standard.or
original product but change the pribe of the 'extras' whichk go with the
oroduct. Many manufécture;s price differently to the originél equipment

nanufacturers and to the uitimatg users or when selling the -product as spares.

Where competitive bidding is involved, pricing strategy can be aided by
the application of operational research techniques.: An example of 1ts

application is given below. o ‘ .. L _ .

Pricing Strategy in Competitive Bidding

Operational Research technigues can bWe used by firms for pricing an
order where coxpetitive bidding is involvéd. ~ In this case, it is important

to anticipate the strétegy of compefitprs pérticipéting in the ﬁid and a
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uszeful guide is their past actions in sinllar situations.

Ascuze the out-of-pocket costs for fulfilling the order are £80,C00
an§ after estimating the competitors’probability for bidding at various
prices, the firm came to the conclusion that the probability of its ovn bid

being successful is as follows:

Eig Yalue Probability of Firmfs bid being successful.

£7¢, 000 _ 1.0C
£8C,C00 .95+

£96,0C0 . .85 _ . "
£10¢, 000 .60 :

£110,600 © .30

212C,CC0 .10

If the bid was made at £90,000 the contribution (to fixed costs and
srofits) to the firm is (£90,000 - £80,000) = £10,000. But the probability
of the bid being successful is ,85. _Therefore,'the expected contribution

= .85 (£90,000 ~ 580,006) = £8,500. (Thg criterion is the largest expected

contributicon. The firm must aim for the highest_profit {(i.e. Price less

Costs) and at the same time ensure that the bid is successful,)

ﬁéﬁc,s cont;ég;?ion o P;opabiiity " Expocted Contribution
£70 - (70 - 80) = =10 ' ' 1.00 ¢ - - £10,000
£80 (8 - 80) = © _ 95 . . o
£90 (90 - 80) = 10 .85 L £8, 500

£10c (1oC - 80) =" 20 o .60 . . £12,000 .

£110 (110 - 80) = 30 ° .30 ) £9,000

£120 (120 - 80) =

40 - . ..10 £4,000

'I&wm the a%ove exercise, the firm has the optimum prospect of
paxinizing contribution (i.e. optimum ﬁix‘of contribution x probability of
achieving its when the bid is pricedlét £i00,000. Howev;f, other fagtors
snould be_taken into cons;dergtion. Where eXcess production capacity is
available and there is little prospect of its béing hadg use of in the néar

future, the firm may opt.for £90,0C0 price, if there are no other implications

involved. The firm may even bid for 280,000 1f the successful bid would

¢
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‘suit its plans, such as, obtain a fooi-hold in 'a' new industry, build up
nresﬁigé, etc. Cn the other hand, where the firm's production capacity is
almost full and little additional benefits are to be gained besides profit-

contribution, the firm may bid for £110,0C0 or even nmore.

Pricing strategy invoives conflicts with competitors. The situation

is sizilarcto games and games theory amay find some use in such situatiosns,

Foot-note: A major d¢ifficulty with tne oferational research technique is
the estimation of probability. Ope%ational Fesearch provides
nmethods of handling sowme of the uncertainities which occur in
real business situations. For further details see 'Insights

into Pricing' by Oxenfeldt, Miller and Others.



ORGANI ZATION FOR PRICING

Price plays a very important role in the marketing of a product and
consequently, in the survival and/or growth of the fimm. Therefore, every
firm could achieve substantial benefits by having_a separate organization
under the top-marketing executive, be it a department or even-a single
individual, solely responsible to carry out the process of pricing, to make
decisicas or recomsendations on price and to review prices as nececssary.
Vhere the pricing organization makes recommendations on price, it must
previde information on the relationship between the important determinants
which would be affected or would affect price &ecisions, to the individual
responsible for making the decisions, say a marketing executive or a

-product manager.

The size of the pricing organization or the number of individuals

directly involved in the process ¢f pricing will . pend upon the factors

- listed below:

1. Tne size of the firm.

2. Tre number of products, product lines and the.complexity and/or intexr-
relationship between then.

3. The range of autonomy or discretion over price which tﬁe firm may possess
(dependent upon the market conditions, competitors and buyers, the

product, the tecnnology, etc.)

4, The speed with which the decisions on price are reguired to be made -
and vwhere tactical pricing decisions at operating levels are necessary.
5. The overall organization of the firm - whether it is centralized or

decentralized ~ though pricing organization could be centralized.

The organization, in order to be effective, must have autonomy or must
not be under the control of tﬁe financial gnd the sales organizations, though
it should seeir gfuidance from both the organizaﬁigns. ' It must carry adequéte
status ané authority to eﬁable it-tp collect ali the necessary infornation,

viz. inforzation on c¢osts, on customers' response, competitors' prices and
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activitics, estiunated demand and market trends, ete. It must also have

the authority or the powver to use field resources to pretest price declisions,

bxj

oremnoszt of all, the pricing organization must bc nade understood fully, the

ok

id

<
\)

ricing objectives and the scope within which th: se objectives must

kej

be achieved.
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SECTION 'BY - .

DISTRIBULION

Figs. Nos. 1 - 6 are given at the end of the
‘Section
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'DISTRIBUTION

Distribution is an importént pért,'and sometimes the last part,.
of a manufagturer's mgrketing activity; It is the physical movement
of the manufacturer's prpducﬁg in order that the& are available to the
customers in the right quantity and at thé right fime and place. An
effective dist¥ibution systeﬁ can pla& a major part in the
manufacturer's competitive.strategy..

Distribution can be divided info two sections, Physical
distribution, which is concerned wifh availakhility of products in the'
right quantity and at the right time, and distribution channeIS'which'ﬂ
are concerned with availability of produc£3'in.the_right place.

The physical distribution system is shown diagramatically on
Fig, 1, The system can be broken down into two separate circuits; the
extérnal,'or customer service circuit ana the internal circﬁit. Five
" steps are usually identified in the externai circuit between the stage
when the customer places his orde; and the time that he receives the
order; this is known as the order cycle. The first étep (o - 15 ig
the placing of the order by the cusﬁomer: the second step (1 - 2) is
the handling of the customer's ofdér by‘tﬁe manufécfurer's office: third
step (2 - 3) is passing the informatioﬁ to the warehouse: the fourth
step (3 - 4) is the preparation of thelorder for shipment: and the fifth
‘and final step (4 - 5) is the shiphent of the order to ‘the customer.

The first three steps are concerned with movemenks’of_infofmation and

the next two with movements of goods. Thg iﬂfernallcir;uit comprises

of three steps. The first step (A - B) ié the placing of the order with -
the plant; the second step (8 - C) ié'the preﬁaration of the factory ofde;;

and the third step (¢ - D) is the shipment of goqu to fhé warehouse,
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The channeis_of distribution generally used by the
manufacturers o% industrial.pfoducﬁs are shown disgramatically in
Fig. 2.'_'. ) A manufacturer can have his own selling
organisation/network in the form of manﬁfacturer-owned distribution
outlets located at strategic boints and commonly known as sales
offices. Distinction must be made here between such a selling
network and the direct selling, particularly of tailor-mnade or
custom-made products, to the customers/users; in the latter
distribution channel the products are moved generally from factory
o warehouse straight to.the custpmers.' Alfernatively, or in addition
to the above chaﬁnels of distribution, the manufacturer can make use
of disiributors,

There are two classés of distributors; wholesalers, who take title
to the goods and carry an inventory, and agents, who are paid-a
comfiission by the manufacturer on the value of sales made or some °
similar arrangement.' The distribﬁtors take over the mamufacturer's
marketing function of selling the product to the customer and or user

anq have their own sales force to do the.selling.
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PHYSICAL DISTRIBUTION

In essence,.physical digtribution is the science of business
logistics whereby the proper amount of‘the;right kind of product is
ﬁadé available at the time and place wheré demand exists,

i ¢

Physical distribution has been described by Drucker as "The
Economy's Dark Continent" and the last frontier df cost feduction is
U.S. business." Another vwriter has said "you'cah't cut prices, laﬁour
or material. The onlyAfat left in the busiheés isv(physical)
diatribution.”

Mekinsey & Company conducted a study on distribution economics
and distribution management in 26 larée and profitable companies from
various industries in the U.S.A. The companies were ranked good,
average or poorion 4 basic cfiteria of distribution managemenf:q

1) generation and use .of méaningful-and timely control

information, |

2) Aggressiveness and overall competence of distributioﬁ

personnel, - | |

3) awareness and concern with distribution economics on’

th-e part of top management, é.nd

4) capacity to deal with’tﬁe overall distribution probleﬁ.

The conclusion from the study was that only 5 companies qualifiéd
as good on all four rating factors, It was also clear tﬁat there was’
a greé% deal of_interdependence among these factors, companies doing
well in one tended to do well in other factors as well énd vice-versa;
and that no company with a good rating on one %actor was below averagé

on other factors. Another important conclusion was that, with a single

i



g2

exception, no company which failed to rank good in control information
received a top réting.on the.other three factors.

Also significant was that tﬁe 5 companies with good rating factors
were among the top in the return~on-investiment performance - a top
executive from one of these five companies ciaiﬁed that "the excellence
of its distribution system had played'a-key role in the. company's

competitive success."



The costs of physical distribution of 10,000 companies from 6

rajor industries, according to a survey conducted by 'Distribution

Age' in 1960-62 are reproduced below:

Average physical distribution cost as g
percentagze of manufacturer's salesg price

Industry

lachinery (electrical)

Yood products and furniture

Paper and paper products

Chemical, petroleum and rubber products
Primary and fabricated metals

Food and food products -

MR N

O W O WO
[ ]

Qv =3 2 0D

Take the fabricated metals indusiry. Assume that the pricing
method in this industry 1s "total cost plus mark-up"” and say mark-
up is 20%
o Price (P) = 1.2 x total cost per unit (C)
But C = Cost of manufacture (M) + Cost of Physical Distribution (D)

C =M+D
P =1.:2xC=1.2x (M + D)
But D = ,264P | . .
D = .264 x 1,2 (M + D) = .3168 (M + D) ' -
‘ D(1-.3168) = .3168M
. D = 3168 M = 46N HI

6832

Cost of Physical Distribution is nearly half the cost of Mamufacture,
or cne third the total cost.

4

Profit/unit = .2C = .2 (M + D)
= +2 X 3D where M= 2D

——

il 06D
Now say the cost of physical distribution is reduced by 204,
:. new D (D‘) = .BD - ’ I

Price remains the same = 1.2C = l.2 ¥ 3D
But new total cost- M4+ D'= 2D + 8D

- New Profit = (1.2 x 3D = 2.8D) = .8D
.« Increase in profit = (8= .6) = 22 o 30%
‘ N © W6

Mith an unchanged price, a reduction in physical distribution
cost of 20% will yield the manufacturer a 30% increase in profits.

Physical distribution costs comprise qf total_transportation costa

and warehousing and inventory-carrying costs. (Fig. 3).
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Total transportation costs consist of:-
1) Special packaging (for &hg particular means of transport-
ation) costs,
2) Total physical handling costs iqﬁolved wheﬁ transferfing
from one means of transportation to another.
3) Transportation or freight costs.
4) Time costs. |
In general, packaging and total physical handling costs would be
almost constant, whatever the means of principal transportation chosen{
freight (or tran3portation) costs var& according to the means of
tran5portation,'viz. road, rail, sea or air, and aléo according to the
size of the load carried. Generally,.theglarge: the lgad;.the lower
the -average unit cost, |
Time costs are incurred due to:-
1) physical deterioration of goods;_
2) technological obsolescence of producté,.
3) interest paid on the capital tied to the. cost qf.goods
'in shipment, and -
4) other sources, such as pilferage, time-baéed'insurance
rates ete, | |
Therefore, the optimum means of transportation ié one which minimizes
the total transportation costs, i.e. the sum‘toéal of freight and time
costs, bearing in mind that these costs may vary wifh different situations.
Warehousing and inventory—carrying costs arise due to rent of storage
space and taxes, rates, salaries to employees working in the warehouses
|

(commonly known as overhead costs),‘the interes; on capital tied to the

1

inventory, and the obsolescence, deterioration, and other losses of the -
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products. It should be-noted that any risk of loss covered by insurance
transforms into a cost element. - |

From Fig. 3 it'will be noted fhat inereaging the number of
strategically located warghouses, lowers the oversll average transport-
ation costs of goods from warehouse tS customer but increases the total
warenousing andl inventory-c_arrjring costs b_ecause of the duplications of
overheads and the reduction in total. inventory utilization. It also
increases total costs of plant to wareﬁduse transportation, because smaller
shiprments to a larger numbgr of locations éosfs more than transporting the
same volume in larger shipments to relatively fewer locations. Therefore
the optimun number of warehouses is one where the total distribution costs
are a minimum, '

Inventory;carrying costs may 6ften be a sizable proportion of the
total costs of a business for both a manufacturer or a customer, The
manufacturer will aim to reduce his invenlory-carrying costs by keéping a
close.control on his total inventory, and at the same time optimizing his
production runs.‘ The customer, on the other hand, will aim to minimize
his inventory-carrying costs; depending upon the costs of clerical work
and material handling involved in piacing and receiving each order, he will
order smaller quantitites more freqﬁentiy, unless induced by the
panufacturer's (or the supplier's) discount structure, to place larger
orders less frequently, The discount gtructure will be discussed
separately towards the end of this chapter.

distribution

Cansider the customer service circuit in the physicaL/system (Fig.1 ).

Two factors are invelved which can play an‘important role in the manufacturer's

counpetitive strategy; the order cycle time and the reliability of delivery

of the order.
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Any normal reduction which can be achieved by the manufacturer
~with the {ime element céncerned with the movements of information
denoted by the first three steps (O -1 1 =2; 2 - 3) by some means,
say, by computerising the system (whereby the customer's order is
received siraight into the computer in the manufacturerts order-
receiving or order-probessing department) wilirlead to 'a quicker
delivery of the order, a reductionlin the sizé of the inventory to bhe
carried by the customgr and an increase in the flexibility of his
inventory control system.” Any increase in the feliability of delivery
(i.e. an increase in the degree of probability that the order will be
delivered at the required time - not.earlier, which may be incoﬁvenient
in terms of storage facilities available, nor later, bécause of the
cﬁnsequeﬁces which could arise, e,g. stoppage of an assembly line) - will
lower the customer's level of inven%ory; it is the degree of reliability
whnich devermines the émount-of extra iﬁventory or buffer stoci that must —
be carried to avoid a stock-dut due-to anyAdeiay in the delivery:of the
order. o |

‘ If the cuétomer runs out of siock due to the faulty service from the
distributor or from the ﬁanufacturer; he may take any‘one of the three
courses .of action depending upon fﬁe_iﬁportance of'the prﬁduct at the .
situation:~ |

1) buy the product from another distributor,
2) forego purphasa, or ‘

.3) substitute a éompetitor;s product,
In addition to creating a dissatisfie&.customer,_in thetfirst course of
action the distributor loses his‘sales,‘in the second, both the
distributor and the manufacturer are the losers,. and in the third the
manufacturer and even the distributor are the losers, with the probable'

long-term effect of the customer changing brand loyaity. _
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To nitigate the sitgati&h which could result in the loss of a
customer due to a stock out, thé manufacturer may'decide td rush an
order to the customer, This could effect his production schedules,
and require re-routing of normal deliveries and sub-optimization of
transportation systen, thus_normal.costs would chaAge fo? a change .
in customer service provided. Thelproblem here is to decide when,
and by how much, a change in customer service which affects normal
costs is justified, bearing in mind that in a cpmmercial undertaking
generally 20% of its customers provide 80% oq the business and profits
to the firm (Pareto-Lorenz law of cdncentration)f A similar problem
arises when the manufacturer plané to inﬁreasg his marketing effort/or
customer service in order to win new custogers, or to increase sales
volume; the criterion to be appl%ed here is whethef the additional total
cocts to be incurred would.be in gécord with the manufacturer's long-term.
objectives. | |
It is obvious, therefore, that an éffective diétribution system
should have the following characteristics:- )
1) an optipum number of warechouses located strategically,
2) a transportation policy which is arrived at by taking
into consideration freighf and.time.coéts.
3) close control on the inventory,
4) an up to date informetion on actual distribution costs
for individual products or product groups delivered to
- individual markets and individual customers (thus placing
the manufacturer in a position fo qubtg:competitive prices
in most,situations), and ' .
5) a broad'knowledge of change in costs for the changes in
the level of customer servicé provided.' Fape
Last but not thesleast, tﬁe systen must make uéé of the most qffiqient

channcls of distribution - which is the subject of discussion in the

following chapter,
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CEANNELS OF DISTRIBUTICN

The customers, the product and the manufacturer's marketing policy
play an important part in determining the channels of distribution,

An analysis!of customers' buying habits, viz. the place where and
the time when he buys, the service he requires, and the financial terms
he needs will indicate which channels would be preferred. A direct
channel will be an advantage to the manufacturer where'the potential
customers are few, or are concentrated in some areas or where the order
size, i.e. the volume of ﬁurchase from individual customers, is large.

The nature of the product of ten decides, almost automatically, the

choice of channels, A large, bulky product, vhese cost for physical

handling and transportation is high in relation to the total value .of

the product, will demand the shortest channel; as will a perishable product, ' -

wvhich must be speeded to reach the final outlet or the place with proper
storage facilities. A standard proﬁuct, or a catalcgue item, can be

sold easily through the distributors, while a special or custom-built
product which is sophisticated and expensive, which has a diversity of
custoner requirements and involves an exbhaﬂge of technical information,
will require a direct channel. - The lower the unit value of the prpduct,
the longer are the channels. VWhere a préduct is required by.the customer
a2t short notice, the channel is through the distributor,

The channels are finally determined by the manufacturer's ﬁarketing
policy, which surely will include minimization of overall &istribution
costs, ) Vhere one of the objectives is the provision of an excellent and
quick service to thecustomer, perhaps becuase of the tecﬁnical natﬁre of
the product, or where the manufacturer wants to retain control of the
channel, then it is the direct channel to be used. Lack of financial
resources, selling know-how and management ability may restrict the

manufacturer. from chosing the optimum channels, and thus resort to the use

of distributors, Also, the use of repptabie distributors, at least
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initially, would be an advantage to a manufacturer who is as yet
unknowvmn in the market or industry.

New products may create problems in the choice of optimum channels
Sf distribution., Wholesalers may not be keen to-take the product
" depending upon how new the product is, and to what extent the customers
realise they want this product. Proﬁotional requirements f;r new
products are particularly hikh, and require aggressive selling, a task
which the wholesalers do not‘geﬁerally perform,unless offered larger
margins vhich later can create complications, Alternatively, the
wanufacturer could employ the servicés of manufacturer's agents, who do
not have to carry an inventory, aﬁa thus will be in a position to provide
better service, includingfzﬁ;tom—bﬁilt products.

Some products lend themselves to more than one channel of distribution.
Where customers can be geparated into different groups, itlis possible, -
or even necessary for the manufacturer o make usé of more than one
channel of distribution, the typicai éése being yhere the manufacturer
sells directly to large OFl, and'througﬁ distributors for his o#her
customers/users, Therefore the manufacturer must retain flexibility
in the use of channels, and the use of one channel must not preclude the
use of other chanpels, for tﬁe ﬁresent; or for the future, |

Having established the channels, the mgnufécturer nust review.the .
gitqation periodically to assess whethgf hé is getfing his adequate ‘
share of sales from each territory, product line -and customer group,

‘end to- examine for any trends in customer buying habits; if necessary,
he must develop new and more efficient channels which would be-advantageous
tﬁ the customers and to himself, C e a _°.

Vhere the manufacturer decides to make use of distfibutofs, he has"
to determine two further, but to some extént intef—reiated aspects of
distribution. They are:; ' |

1) the type of distribution, and

2) establishing the areas of distribution.’
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TYPES OF DISTRIBUTICN

There are three basic-types'of distribution:-
1) intensive or saturation distribution,

2) selective distribution, and

3) exclusive distribution.

Intensive distribution is apnlicable where the producté are sold through

as many outlets as possible, and very often such products are pre-sold
through advertising or other sales promotional. media, The major

characteristics of these products are:- )
a) convenience googé with Iittle brand loyalty,
b) goods bought at frequeﬁt intervals in relatively small
quantities,
'c) goods which do not require 5pécialized technical knowledge
to sell or to operate, and
d) goods which do not require specialized afier sales service,
and stocking of special replacement parts (other.than cheap
ones, Vviz. batteries).

Selective distribution requires almost the opposite characteristics of

intensive distribution. Further, it reguires or demands a reasonable
investment by the distributor in stocks and sParé parts, and the provision
of adequate or special storage'facilities. The distributor is expected
to do a more thorough selling job.

Exclusive distribution is carried out where the product has a very high .

prestige value and also a relativély high unit cost.
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SSTABLISHING AREAS OF DISTRIBUTION

Basically there are two ways of establishing areas of
distribution:- |

1) industrial coverage, and

2) geograpnical coverage.:
Industrial coverase is the basis where the area is divided in terms
of types of industry or customers served by thé particular types of

distributors. -

Géozrauhic coverage is the basis where the mrea is divideﬂ into separate
selling territoriés°and allocated to.thé'diétributor.- |

Industrial coverage basis is often the more appropriate approach
from the marketing point of view because the distributors'! sales.force
'is better acquainted with the pa;ticular industry/customer, On the
other hand, the geographic coverage is an easie; approach from the control
view point and could reduce any frictioh and conflict which can arise
amongst the dis#ribuéors themselves, -

A manufacturer could use a combination”of both bases to establish
areas for distribution. Where the distributor is given exclusive rights

to sell the manufacturer’'s products within a sﬁecific area, it is known

as area franchise for the distributor. '
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DISTRIBUTORS

Tnhe use of distributors‘relieves the manufacturer of a direct
control over the selling of his products to the ultimate customers
or users, The greater the proportion of his products éold fh;ough
the efforts of distributors, as oPﬁosed to the pfe-selling done by the
manufacturer by means of advertising or other forms of sales promotion
(particularly in the case of consumer goods) the more important is the
role of the distributors in the manufaéturer's ultimate markéting success,
| In sﬁch a situation two basic requiremen{s must be fulfilled:— the
first is the close co-operation and team-work between the manufacturer
and his distributors, and the second is the exercise Bf indirect control
by the manufacturer over his distributorsa.

Co-operation and team-work beiween two different parties can be
achieved when either party is awaré of the needsad problems of the other,
is interested, willing to help, is sincere and fair in dealings with the
other anﬁ is conscious of the mutual benefifs available,

& formal statement of policy from the manufacturer, describing in
broad terms, what his distributors can expect from him and what he, in
turn, éxPects or requires from his distributors can be very useful,
particularly whenjappointing ﬁew distribﬁtors; so long as this statement
ié flexible enough to take individual factors into consideration, and to
avoid the ereation of a stricfly formal relationship bétween the two
parties,

The manufacturer can take the initiativq-in such areas as providing
technical training to the sales force of the distributors, helping the
distributors in thel r problems of inventory control, co-operating with -
them in their own planning by keeping them informed as neéessaiy about
the market potential and trends, about his own marketiﬁg plans, vigz,

expansion of his capacity, about newproducts or product lines, etc. and
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about their progress.

The panufacturer nay go even a step further, purely as an
interest and not as an intrusion, and examine the factors'under the
control of the distributors whichk can influence the sales of his
producis. These factors are the services, the credit and financial
terms, offered by the distributors to -the customers, the motivation
system used by the distributors for their sales force and the nature
of avpproach made by thgir sales force to the industrial users and the
customers, Such practices from the manufac?urer as setting asales
quota or a ‘target sales!. for his distributors, recommending retéil
prices for his products, and 3pecif§ing a minimum value of stock
which the distributor nust cérry, have zeveral advantages,

A target sales policy is necessary in order fo evaluate perférmance.
It also provides a tangible objective to the distributor,so long as the
target is realistic, i.e..it is capable of being achieved with
intelligent zpplication of availabie-resources. The recommendation of '
retail prices*, so long as thej are adhered to, ﬁe;ps the manufacturer's
image by re-assuring the cusiomers that the pric.es are being ad;zlinistered
uniformly and fairly, avoids 6¥ miﬁimizes price wars which would otherwise
rebound on the manufactgrer fo proﬁide-larger marging to distributprs,
~and compels the sales fofce to depend'upon superior salesmanship, or Bther
forms of strategy rather than on the easy way out by price-cutting.
Minimum value of stocks to be carried involves a certain commitment on
the part of the distributors and also covers the manufacturer's costs of
handling and transportatioﬁ of products, particularly where there is no

geographic price policy.

* According to National Board for Prices and Incomes, Report No.55, dated
February 1968, price lists are not enforced by the manufacturers. " These
lists ard, it is alleged by the mamufacturers, for the convenience of the
distributors. '



104

The distributors are in direct contact with the customers. The
manufacturer therefore can expect or require from his distributors, ig
aldition to the meeting of their sales quotas, useful harketing
information, relating to market conditions and trends, competitors'
activities and plens, customers' needs and problems, responses to
particular products and reactions to ahy price changes or otﬁér marketing
strategies édoPted by the matufacturer,

Where the manufacturer ﬁas'a large number.of‘distribufors his own
field s;les fdfce could play a more effective role_of missionary
salesmen -~ developing goédwill, creating or stimulating demand for his
products, doing the initial ground‘work to be fpliowed up by the
distributor's sales force, and pro&iding him with useful marketing
information - rather than just trylng to sell. The role of the
manufacturer, in these 01rcumstances, w111 then rlghtly be selllng
throuzh, rather than Just to, the dlstrlbutors.

Control over distributors is e'xercised,‘ in the first place only
indir ectly, by hav1ng an adequate selecfion process of distributors,
Having selected the distributors, further contfol is exercised by
evaluating their performance, and where necessary, by prov1d1ng
adequate means of_motivatioﬂ. ‘;he greater the role of dlstrlbutors
in the manufacturer's ultimate marketing supcess, the more rigorous
yould be the selection process, the mo:é s£ringeht.the performance
evaluation aﬁd the more important the provision of means of motivation.
"All these factors, including the conditions which lead to the selection
of distributors, and the criteria used in giving margins and discounts

for distributors (a form of motivation) warrant individual discussion.
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CONDITIONS FOR SELECTION

The circumstances which arise in the selection of distributors
are identified as follows:- |

1) new marketing effort,

2) inadequate market coversge,

3) change in distributive process..and

4) outlet turn-over.

~

Hew marxeting effort. Vthen the manufacturer éxpands'his activities into

new geoygraphical areas, ﬁew markets or.industries, he must have outlets
for nis products, and the marketing success will depend on the effective-
ness of the disfributors selected, New distributors may also be
required when the manufacturer introduces new products, and the existing
distributors are not in a position to market them because either the
products do not fit in logically with the type of industry or market
covered by the distributor, or because the distributor has been marketing
similar products from the manufacturer's competitor.

Inadequate market coﬁerage. The manufacturer may find that the existing

distributors do not provide adequate market coverage for his products, and
hence the need arises for more distributors. .Or perhaps thelgrowth of
the market, and the geographical satter of the market for the product
demands an increase in the number of existing distributors to tap the
potential volume?of business avaiiable. (This does not necessarily

imply packing of the territory by distributors; before appointing new or
nore distributdrs in an area, the manufacturer may consglt or inform his
existing distributors in that area, in order to maintaiﬁ good relations

with them).

Chenges in the distributive process. The manufacturer may change the
systen of distribution for his products, say, from direct selling to

customers to selling through the distributors. Alternatively, the
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function of existing distributors may have changed. Also, the
manufacturer may decide to change over from functional distributors
to specialized distributors or vice-versa.

Outlet turnover. This arises when the inadequate performance of the

existing distributors compels the manufacturer to look for new
“distributors., It could also arise where two or more distributors
merge, and while previously they were carrying similsr lines from
competing manufacturerg, they cén novw take lings from only one
manufactﬁrer. Again, it_will arise where‘t@e distributor closes
dovn his business and the.manufacturer has to 'find a replacement to

carry his products.
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SELECTION PROCESS

The prospective distributors are initially screened and short-
listed for subsequent selection. The screening process can be done
through several sources, but the most important and most widely used is
the reporis and recormmendations from a field sales foxrce. Often, one
of the important tasks of a field sales force is to beon the lookout
for new distributors, where there is no specific individual or
depaftmept fo perform this function for the manufacturer. Other sources -
used for screeniﬁg are the information from trade sources, from reseller
inquiries, from distributoérs! customérs, from chambers of commerce, banks,
classified directories, etc, and the results from direct mail solicitations
and campaigns. ‘

The criteria for selection of distributors will vary from
manufacturer to manufacturer, but in general, the key attributes sought
for in the prospective distributor are ._é,s follows:-

a) Management Ability. This surely must be the most important

attribute because every other attr;bute 6f the distributor,

to a large éxtentr is dependent upon it. 'However, if will

be appreciated that this key gttribute is not easily assessable
within the short period of time in which the manufacturer gets
to know the distributor. For this reason, attention nust be
directed to other attributes as well.

b) Creditworthiness and financial strength. This is necessary

in order to ensure continuity and growth of the distributor.

He must be in a postion to extend lines of credit to worthy
customers, The manufacturer may even ask for credit refererces,
for information on operations, balénce sheets, etec. from the
prospective distribﬁtors, or seek ass;stance'from certain

&

organizétions which provide credit ratings on firms, - -
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Distributor sales strength; This refers to the number

of salesmen the distributor employs, the speeific industry

he does business with, the sales and technical competence

of the sales force, i.e, whether they are skilled professionals
or simply order-takers.

Distributor product lines. ~The certainty that the distributor

does not carry competitor's prodqcts may be of interest to the
nenufacturer, The manufacturer may préfer a distributer who
carries complementary and compatib{e lines including‘products
which match the manufacturer's products in terms of quality.
Sales nerfoimance. Past performance of the distributor on
the lines he has been ecarrying, particularly those which have
a relationship to the manufacturer's lines would be a us;ful
guide to the manufacturér in estimating the future performance

of the distributor.

Size of Distributor. ~ Some manufacturers may want to have
distributors who are well-established in the business, Others

may prefer a young and dynemic distributor, .

Market coverage, MBecause the_manufacturers establish the ares
for distribution on the Eésis.of_industrial coverage or'geograph—
ical coverage, it is necessary to.know the'industry or the
geographic area covered by the distributor. |

Attitudes of Distributor's staff,' It will be of little help

to the manufacturer if the distributor meets all the key
requirenents but the basic attitude of the distributor's staff

is not favourable towards the manufacturer's.products;
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The manufacturer may make use of a form to assist selection,

Yhen well-designed, the selecfion forn cpuld yield comprehensive
information which would facilitate comparison between sevéral
candidates, minimizZe personal biaé in selection, and ensure that no
factor of major importance o the manufacturer is overlooked.
However, personal judgenent has to be exercised in maldng the
decision to select, and a form, however well-designed, is no
substitute for, but can usefully aid that jﬁdggment.

Hhege there is no separate organisatfon to deal with distribution,
theauthority for selectiom of distributors must be vested with the
marketing executives, as distribution is a part.of marketing activity.
The greater the importance of the distributors to the.manufacturer, the
higher the position in the organization hierarchy of the mérkefing
executive vested with the final aﬁthority. . But the selection of
the distributors by executive at lower levels, say regional manager,
has some advantages, Being on the spot, &nd provided he has the-
capacity, he is in a bctter.position’to exercise personal judgement -

and after selection, it is he who has to.'live'.with the distributor.
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EVALUATION OF PERFORMANCE

The fundamental thing in evaluation of perforﬁance is to -
establish standards of performénce and then develop methods to
evaluate performance against these standérds. |

There are two types of evaluation,. though théy are not exclusivé
of each other, One is the current operating appraisal and the qther

is the overall performance review,

-

Current operatinz avppraisal is a short-term or continuous appraisal of
distributors?® 0perations'carried out b& the manufacturerfrom his own
record of sales to the distributor, and from the sales analysis or
reports contributed by the manufacturer's sales force to the head office,
iTeedless to say, this is almost the situation where the distributor is
an extension of the manufacturer's field sales organisation,

The overzall performence reviey is a long-term evaluation and in addition

to the distributor's overall sales performance over a peériod, includes
other factors such as information on market conditions, competitors,
custoners, ete. which the manufac turer expects from the distributors,

The scope and the frequency of evaluation depends upon the dezree of
control or co-operation existing bgtween the two parties, the relative
importance of the distributor to the manufacturer and the type of
procuct, The more sophisticated the product and its application, the
BOTE comprehensi?e the inquiry in 'assessing performance; say, & high
volunme, low cost item with no after sales service would involve relatively'
limited evaluation and vice-versa, 1In situations where the gain or loss
of a single order is important, the evaluation of performance will be
stringent; and the number of re-sellers fhe manufacturer has fo sell -

to .
his products/will also determine the scope and frequency of evaluation.
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One of the most valid criteria for performance evaluation would
be the disiributor's performance measured agaiﬁst'the gsalestarget
allocated to him, but a major difficulty lies in determining the
sales target to be allocated,. or the market potentizl on ﬁhich the
sales target ic often based. Other eriteria are the performance
measured against:-
1) past performance for a similar period, or
2) other distributors' performances and their respective
.sales potential for their respective areas.
More criteria are:-
1) the information from customers! reports,
2) the success achieved by the distributor in following-
up customer inguiries,
3) new OEM and other accounts uncovered by distributor's
sales force,
;;) the interest shown by the distributor, or
5) even the progress of the competitors' distributors.
tever the criteria used in thg evaluation of perfofmance, there
must be two important elements present; firstly the evaluation ‘must |
igclude every task expected 6f the &istfibutor, weighted in proportion
to the degree of priority, and secondly the distributor must be avare
of the criteria used in his performance evaluation, In many instances
a standard form for performance evaluation is- very useful indeed, and
besides bringing a certain degree of objective appraisal-in evaluation,
would permit evaluation 'by exception' particularly where the objectives

are quantified, . .
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NOTIVATION

Having selected the distributors, it is the task of the
nanufacturer to motivate them, in order that the distributors
achieve the desired performance.'

HMotivation céﬁ be provided by two forms of incentives, material
and psychological; which are not necessaril& exclusive ~ and one can
ofteﬁ reinforce the other,

Material incentives means the offer of greater marging, better
financizal terms in the form of d;scounts on cUmglative orders and for
prompt payment, Threat of cancellation of distributionship is also
a form of this type of incentive; it is ; deprivafion of material |
benefits,

Psycholozical incentives are provided bj such means as the invitation
and red carpet welcome from the manufacturer, special treatment and fair
and prompt dealings between the manufaéturer and the distributor. The
inté}est and participation of the manufacturer into the needs and
problems of the distributor a}e motivators which enter this category.

Technical and manageri;l assistancé,‘advéftisements and othef forms
of sales promotion from-the manufacturer proiide both types.of incentives.
A material incentive, such as fair financial térms-cgn be.cqns¥rued as
a zenuine interest of the manufacturer in the.needs of the aistributor
and act as a psychological form of incentive, - |

While the need for financial inceﬁtives cannot be igngred, partiéularly
because of the price sensitivity of industrial goods at distributor
level, it is often believed that pu;eiy additional finanéial incentives
have a strange effect of producing only temporary improvements in )
performance. The advantages which the qanufacturer e;pects by a

cancellation of distributionship must always be weighed against both

the long=term and the short-term costs of changing to a new distributor.
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Any special terms or treatment given to the distributor must be
weighed against the long term effects and consequences,

Whatever the means used to motivaté the distributors, the
yardstick to measure its effectiveness is the performance achievea

against the perfofmance desired.

]
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MARGINS

The major factors which apparently determine the margins for
éhe digtiributors are:-

1) the existing practice in the industry,

2) the margin given by the competing manufacturers and

3) the degree of importance of the distributor to the

manufacturer,

Such a system of éstablishing margins for ‘distributors dPeS not
give due consideration to the costé involved*by the distributor in
selling, storage etc. of ﬁro&ucts. A case in point was the effect
of devaluation of sterling which resulted‘in incréased costa of
manufacture of some producté. The traditional or conventional method
of giving a specific percentage ma;gin to distributors wquld result
in increased net profit for the distributor per item of product sold,
without the distributor being involved in any additional costs.

Another case is wherc some items in a product line sell faster than
others and which in. turn drav greater effort from the distributor towards
the faster selling items. This implies that the margins on thes.e

items are too high and do not tage,into consideration that rate of
turﬁovér on these items. |

The National Board of Prices and Incomes compiled & report in
February 1968, after interviéwing 160 manufacturers in various (but
prinecipally in consumer-goods) industries - including pho%ographic‘
films,-motor aceésories, petrol and oil, paint, and hand tools - on
margins to distributors. It was found that the convenéional nethod of -
Ziving pargins (i.e. a percentage of the recommended retail sglling pfice
or adding a percentage to the manufacturer's ex-factory price) had
remained unaltered where the cést of manufacture of the product had

increased because of devaluation. The report concluded: "In general,

therefore, we recommend that manufacturers, when increasing rgcommended
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prices to the final éonsumer becguse of devalgatibn, should reduce
the percentage margin traditionally allowed to distributors".

If "distributors" is intended to include wholesaleré (vhich the
report obviouély does) then the P. & I. Board report apparently
overlooked tﬁe fact that an increasé in price of goods from the
panufacturer increased the invested capital of the wholesaler.

Surely the margin for the distributor covers not only his costs of
selling, storage of pr?duct, etc. but alsoc his investment and the
associated risks (or obso}escence, loss, dam?ge, etc.) involved,
Therefore, though it is not proper for the distributor to receive or
flaim a constant percentage margin in the above circumstances (i.e. due
to the effects of devaluation), none of the cal?ulations or tables
included in the report provide guida.nce on how a revised percent;ge
margin should be arrived at,

At the risk of labouring the ohvious, the ﬁargins should be'afrived

.at on each individual product or at least, on each product line, after
taking inio full consideration:=-

1) the distributor's Operatiné'and promotional costs,

2) _the demand for the produc£ or rate of turq—over,

3) the distributor's ihvestmént,'and

4) the risks carried by the distributor;

Consideration must also be given where the distributor provides
useful marketing information{and/or.additional se;vice to the maﬂufacturer,
and where the former's reputation is an asset to the manufactufer.

Industfialhgoods are said to begenerally sensitive-to price at
distributor level, thus a change in percentage mhrgin to a distributoy
could result in the latter stocking a competitor's lines. Therefore,

the recommended metheod of giving mafgins has only & hope of being

successfullyinplemented where there is good-co-dperation, understanding
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and fairness between manufacturer and distributor. Perhaps there is
hope for this method when tackled on a wider front - at fhe level of
manufacturers' and distributors' associations - without incurring the

displeasure of the restrictive trade practices section,
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DISCOUNT STRUCTURE

'There are four kinds of discounté offered by the manufacturer
to his customeré; quantity,'cumulativé; pr&mpt payment and trade
discounts. Of these, only the quantity discount is a mt of the
vhysical distribution systen.

Quantity discount. The criterion to be apnlied in offering this

discount is the benefit which will accrue to the distributo& andbto
the manufacturer, if the latter can induce the former to increase his
order or batch size. érowther %n 'Rationa}b for Quantify Discounts!
and Taylor ;n 'ﬁew Develoﬁments in Pricing Strategy' have provided some
interesting information. |

Crowther discusses the cost to the buyer and to.the seller on
every order placed mmd then goss to show that the larger the order, the
lower are the seller's costs and the greater {but ﬁot in proportion) are
the bﬁyer's costs. He then goes on to suggeat that splitiing of the
savings by the seller with the buyer would be mutuélly beneficial., A
sumnary of his analysis is reproduced here:- - |

For the Buyer A Lo 1 .
1. Cost of placing orders per year = A x‘%

2. Cost of storage per year ='% xCx1I

Where A is the cost.of placing an order (cleriqal wbrk efc.)
" D is the annual demand of goods .
: Q is the size of the batch or order
C is the cost of unit product
I is the interest rate and otﬂer costAelements .
Yearly Total Cost = Eg‘ xC0xI + Az %
and for this cost to be a minimum, '% x C.x.I = AX gi

"+ Economic Order Quantity =
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For the Seller
Assume that the costs for processing the order obtained are

the same as those of the buyer, i.e. A X'%

Now comes the important factor of gain for the seller. It is
more advantageous for the seller to have‘1 order per year than 2 half
orders, Similarly, it is b_etter to have 2 half orders in one. year than
to have ¥ of total supply every 4 months, |

The advantage to the seller is the profit he makes on these orders
wellin advance and the iﬁferest he acquires on the profif made,

+"+ Sellerts gain = B x2 s C:x I, where P is the %profit.

2

Total coat to seller = éA xD -PxQxC.x I)
’ Q 2

Wnile cost to the seller decreases with a larger order from the
buyer, costs to the latter increase when the'order is greater than EOQ
(the economic order quantity)f But, éccording to Crowther, it is a
net decrease in total costs to the buyer and the seller, Therefore,
.the vay to induce the buyer to take larger orders less frequently-is
for the seller to part with his share or to share his :eduction'ip costs
with the buyer by giving largef quantity discount. |

Crowther has apparently overlooked three factofs:-'

1) one of the functions of the wholesaler is to free the working
capital of the seller/manufacfurer, i.e. tq part-finance
production,

2) too large an order size from many quarters simultanéogsly
will upset the prbduction.schedu;é of the manufacturer, and

3) the analysis does not take into accoﬁﬁt the effective cost
of a stock-out, loss of cuétomer good-will resulting from
delays in'deiivery, ete,

Taylor approached quantity discounts on the basis of the costs'-

incurred by the manufacturer in servicing a dist;ibutor‘a account and
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this seems a more effective approach to be adopted by the manﬁfacturer
(Figs. 4, 5 and 6 ).

It is obvious, therefore, tﬁat the quantity discount schedule
should be arrived at after making empirical studies, where each
manufaciurer analyses his costs for servicing the distributors.

Cumulative Discount. This is really a patronage discount offered by

the manufacturer to discourage the buyer from buying competitors
products, and thus tying the buyer to the manufacturer's products by
means of financial incentives.

Prompt Payment Discount. | Where such discounts are offered by the

manufacturer, to be of sufficient inducement they should be not less
than the interest rate which the manufacturer would have to pay for
vorrowing sums for his working capital - say, the interest rate on ;n
overdraft, The advantage to the manufacturer in of fering such discounts
is the reduction in credit risk and in the costs of sending invoiceé and

overdue notices. Also from the manufacturer's point of view, it is an

extra inducement for the distributer to sell the products which have

already been paid for.

Trade Discount. These are given in payﬁent.for the marketing function

which the buyers are expected or pfesuméd to perform for or on behalf

of the manufacturer.
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PHYSICAL DISTRIBUIION SYSTEM (Fig.!)
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Channels of Distribution (Fig.2 )
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Distribution Costs Related to Order Size (Fig.4)
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Comvany

Alcoa

American
Can

&P

b2

du Pont

Hss
(Standard
- 0il of K.J.)

General -
Flectric

General
Foods

APPRIIDIX II

PRICING GOALS OF TWRNTY TARGT IUDUSTRIAL CORPOIATICNS

Rate of
Bety
. Investment
Pringcipal Pricing  Collateral Pricines (gﬁﬁer Tares )
Goal Goals 1947 1955 a
Avr. Bénge
205> on investment (a) "Promotive™ 13.8 7.8~
(before tazes); policy on new 18,7
higher on new nrod- products '

ucts (about 109 ef= (1) prico geaniliza-

fective rate after

taxes) _tlon
4 . ¢ .

Maintenance of (a) "Meeting" com- 11.6 9.6~
market share - petition (using . C14.7

cost of -substi- '

tute ‘product to

determine price)

(b) Price stabiliza-

tion
Increasing mafket ) "General pro=- 13.0 9.7~
share ' motive" (low- 18.8

margin policy) s
Target return on - (a) Charging vhat 25.9 - 19.6-
investment - no ~ traffic will 34,1
specific figure . ~ bear over long . '
given _ run

(b) Maxirum return
for new products
- = "life cycle"

pricing
"Fair-return" (a) Maintaining 16.0 . 12,0~
target - no specific rarket share '13.9
figure given (v) Price stabiliga—

tion o
2055 on investment (a) Promotive pol- 21.4 18.4-
(after taxes); 7% icy on new . 26.6
on sales (after roducts ke
tazes) (b) Price stabilisza-

tion on nationally

advertised

products

%34% pross margin: (a) Full line of food

("% to make, ¥ to products and 12.2 8.9~
sell, and ¥ for novelties '15.7
vrofit") expectation ‘ '

of realising target (b) Maintaining

only on new products * market whare

11/1

Averare Farke
Share b

Pix & ingot, 37

sheet, 46%; oth

fahrication, 62

Approx. 5% of .
types of cans.d

NueBe

Nalle

Nele



Company

Tencral
Motors

Goodyear

Gulf

Prinéipnl Fricines
Goal

~ .
- 205 0on investment

(after taxes)

"Heeting competi-

tors"
.

Follow price of most
important marketer
in each area

International 10% on investment

Harvester

Johns—
Hanville

Xennecott

Xroger

Fational
s ;.eel

(after taxes)

Return on investment

greater than last
15~vear average
(about 159 after
taxes); higher
target for new
products

Stabilisation of

Maintaining market
share

Matching the market
~ price follower

Collateral Pricing

Rate of
Return on

- Investnent

Goals After Taxos)
1047 « 1955
AV:{':- 'Ranqe !
Maintaining 26,0 ;19.9
marlet share “537.0
(a) Maintain "po- 13.3. 9.2~
~ sition" : .

(v)

(a)
(v)

(a)

(v)

Target return of
20% on investment
- before taxes g

Increase market

‘Harket share

Price stabiliza-
tion

Maintain market 12.6
share

Price stabilisa-
tion

Market share; 8.9
ceiling of "less

than a dominant

share of any

market"

14.9
not greater
than 20%

Stabilization
of prices

16.0

12,1

share

12.1

. 4’.9—
11.9

10,7-

19.6

17.4

11/2

Averare Marlket
Share

50 of passengel
automohiles T

n.a'

Nels

Form tractors 28
30%; combines,
cornpiclers,
tractor, plows,
cultivators,

mowers, 20-30%;

.cotton pickers,

65%; lizht and
lisht-heavy truc
5-18%; medium-
heavy to heavy=-
heavy, 12-30%

Nede

Ilse8.

N.8s



Conmpany

Sears Rochuc!:

Standard
0il
(Indiana)

owift

Union
Carbide

U.3. Steel

Princinal Pricing Collateral Pricing
oal Goals

Ineroasing market  {a) Realisation of

shore (8-107F resard- traditional re—
ed as satisfactory turn on invest-
share) nent of 10-15%

(after taxes)

(b) General promo-
tive (low mar-
gin) policy

laintain market (a) Stabilize prices
share

investment
(none specified)

Mainternance of

marxet share in live~
stoclz buying and

reat packing

Target return on Promotive policy
investment 1 on new products;
"life cycle"
pricing on
. chemicals
generally
" 8% on invesiment (a) Target market
(after taxes) sharq of 30%

(b) Stable price
(c) Stable margin

(bv) Target-return on

I1/3

Averarse Haplet

Rate of
Return on
Investment

After'Taxes)

1947 - 1955

Avere - Range

54 . 1.6

10,7

10.4 - 7.9-
: 14-4

6.9 " 3.9-
. '11.1
19.2 - 13.5
24.3

10.3 Teb=
' 314.8

Share

5-10% average
(tvice as largze
share in hard
goods v soft
goods

Approx. 10%
nationally h

Ingots and stee]
30%; blast
furnaces, 34%;
finished hot-
rolled products,
35%; other steel

*mil) products,

37%.K
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Pederal Trade Commission, Rates of Return (After TaAos) for Identical
Companics in Selected Monufacturing Industries, 1240, 1947, 1955 Washincton
(1057), Dpe 28-30, except for the feollowing companies- vhose rates were
compited by the author using the methods ocutlined in the Commission Report:
A, & P, General TFoods, Gulf, International Harvester, Kroger, National
S5tecl, Sears Noehuck, and Svift,

As of 1955, unless otherwise indicated.  Source of data is company
mentioned unless noted otherwiise. . .

U.S. v Alecoa et al., "Stipulation Concerning Extension of Tables ITI-X",
dated My 31, 1956, U.S5. District Court for the Southern District of New York.

As of 1939, U.S. Department of Justice, Western Steel -Plants and the Tin
PJ.&.»O InduUtFJ’ 791;11 Ponb., l-_)t SE."S"‘:., DOCQ No 95 IJ 1.

© The comnany states that on the average it aims at not more than 22 to 25

per cent of any given market. Percentages for individual markeis or
vroducts were not made available, but it is estimated that in some
rarkets, e.z. electrical turhines, General Rlectric has 60 por cent of

the toizl market. Cf. Standard and Poor's Industry Surveys, "Electrical-
Electronic Basic Analysis", Aug. 9 1956 p. E2l.

Federal Trade Commission, Industrial Concentration andiProduct Diversificatior
in the 1000 Largest Mmnufacturing Companies; 1950, VWaghington, Jan.l957
P.113. ’

Target return on investment evidently characterizes company policy as much
as target market share. In making investment decisions the company is
quoted as follows: "The Kroger Co., normally expected a return on
investment of at least 20% before taxes." See MeNair, Burnham and
Hersum, Cases in Retail Management, New York 1957, pp 205 ff,

Thiz represents the average share of total industry shipments of the Tour
largest firms in 1954. Cf. Concentration in Arerican Industry, Report
of Suhcomnl*tee on the Judiciary, U.S. Senate, 85th Cong., lst Sess.,

Washington 1957, p.315.

In discussions with management officials various profit-return firures

were mentioned, with considerable variation among divisions of the

cCompany. No official profit target percentage was given, bhut the

author estimates the averare profit objective for the corporation to be
approxrimately 35% before taxes, or an effectlve rate after taxes of about 18%.

Chemicals account for 309 of Carbide's sales, most of which are petro—
chenmicals, a field that the comnany cvened thirty years ago and still
dominates; 9plasties account for 18% -~ the company sells 407 of the two

" most important plas ies (vinyl and polyethylene) allows and metals

account for 26% of sales - top U.3. supplier of ferroalloys (e.g. chrome,
silicon, manganese}, and the bigrest U.S. titanium producer; gases account
for 1457 of sales = estimated to sell 50% of oxygen in the U.S.; ecarbon,
electrodes, and batteries account for 12% of sales - leading U.S. producer
of electrodes, refractory carbon, and flashlights and batteries; and
miscellaneous - leading operztor of atomic energy plants, a leading
producer of uranium, the largest U.S. producer of tungsten, and a major
supplier of vanadium, Cfe« "Union Carbide Enriches the Formula,"

Fortune, Feb.1957, pp 123 ff; Standards and Poor's Industiry Surveys,
"Chemicals — Pasic Analysis," Dec.20, 1956, p. C44; and "Annual Report
for 1955 of the Union Carbide and Carbon Corporation.

The ranrce of the corporatlon s capacity as a percentage of total industiry
capacity varies from 15% to%%, as of Jamuary 1957. For more details sec
Adnministered Prices, Hearings Before the Subcommittee on Antitrust and
Monopoly of the Senate Comnittee on the Judiciary, 85th Cong., 1st Sesa.,
Pt.2 Steel, Washington 1958, pp 335-36. _ :
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APPENDIX III

The producers of Industrial goods stressed the product facet of competi-

0 ot the policy areas listed in the marketing management study pertain
directly to the product - product research and development, and product
service. (Product service refers to those activit}es performed by a manu-
fzeturer is the attexzpt to gurantee that a product gives satisfactory

verforzance to its users. )

Policy Areas Selected by Industrial Goods Producers

.

% of Firms

Policy Areas - _ ‘ Selecting the
' ' Policy Area
Product:
Product research and development : ' : 79
Product serviée . : . o 7 79
Average product selection ratio - o 19

Sales Efforts:

Sales research and sales planning ‘ o - 63

lManagenent of sales personnel AU 49 -

Advertising and sales promotion | ST 37
Average sales efforts selectlon ratlof : 50

Pricing : o ‘ 47

Other Areas:

Organizational Structure . 50
Distrinution channels and their control:’ L 34
Financing and credit | ‘ :  . 18
Harketing cost budgeting and control 12
Transporting and storage = . , o 9

Public relations . e ) 7

From: 'How Improtant is Pr1c1ng in Competltlve Strategy“ by Udell J. G.

(Journal of Marketing, January 1964)
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