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INTRODUCTION

Marketing is important because it helps you sell your products or services.
The bottom line of any business is to make money and marketing is an essential
channel to reach that end goal. Marketing is very helpful in transfer, exchange and
movement of goods. Goods and services are made available to customers through
various intermediaries’ viz., wholesalers and retailers etc. Marketing is helpful to
both producers and consumers. The text book titled “Principles of Marketing”
includes various important topics related to introduction to marketing, consumer
behaviour and marketing segmentation, concept of product, importance of price
in the marketing mix, and sales promotion.

The marketing concept holds that achieving goals of the organisation depends
on determining the needs and wants of target markets and delivering the desired
satisfaction more effectively and efficiently to the competitors. The product concept
holds that consumers will favor products that offer the most quality, performance
and innovative features. Thus, an organisation should devote energy in making
continuous product improvements. Selling concept hold that consumers will not
buy enough of the organisation’s product unless it undertakes a large-scale selling
and promotion effort. The concept is practiced with a sought goods e.g.,
encyclopedias or insurance. Firm practice the selling concept when they have
over capacity. Marketing Mix is the combination of different marketing variables
being used by a firm to market its goods and services. The marketing mix will
naturally be changing according to changing marketing conditions and above with
changing environmental factors (technical, social economic and political) affecting
each market. Marketing Environment is ever changing; modern marketers realize
that environmental scanning would provide them with continuous interaction
between the customers and the business they are in, based on integration, the
marketing managers can evolve marketing strategies to ensure effective and efficient
goal achievement.

Consumer behaviour is the study of individuals, groups or organisations and
the processes they use to select, secure, and dispose of products, services,
experiences or ideas to satisfy needs of the consumer and society. The choice for
a particular product also differs from person to person. There could be shift in the
change of product category from the existing product category. The time needs to
be spent in order to make a purchase of a product category. The marketing of a
product also depends on individual psychology, social psychology, sociology,
cultural or social anthropology, economic, geographical, linguistics, politics and
philosophy. Culture refers to the cumulative deposit of knowledge, experience,
beliefs, values, attitudes, meanings, hierarchies, religion, notions of time, roles,
spatial relations, concepts of the universe, and material objects and possessions
acquired by a group of people in the course of generations through individual and
group striving. Social factors also impact the buying behavior of consumers. The
important social factors are: reference groups, family, role and status. Reference
groups have potential in forming a person attitude or behavior. The impact of
reference groups varies across products and brands. For example, if the product
is visible such as dress, shoes, car etc. then the influence of reference groups will
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be high. Segmentation is the process of defining and subdividing a large homogenous
market into clearly identifiable segments having similar needs, wants, or demand
characteristics. Its objective is to design a marketing mix that precisely matches
the expectations of customers in the targeted segment.

Product refers to the physical entity, idea, method, information, object or
service that is the end result of a process and serves as a need or wants satisfier.
It is usually a bundle of tangible and intangible attributes like benefits, features,
functions, uses that a seller offers to a buyer for purchase.  Products which are
usually used for the production of other goods or for rendering service are referred
to as industrial products. These are products used by the manufacturers for
producing other products and/or rendering services. Product Mix is the list of all
products offered for sale by a company. It is defined as “the composite of products
offered for sale by a firm or a business unit”. Product development occurs when a
firm introduces new products to a market in which it is well established. Product
development is the introduction of new products in the present market, e.g., new
synthetic fibers for new textile products. The firm may decide to create new
products for existing market. Product diversification occurs when a firm seeks to
enter a new market with a completely new product. Such a firm has neither market
expertise nor product knowledge. Brand equity is a phrase used in the marketing
industry which describes the value of having a well-known brand name, based on
the idea that the owner of a well-known brand name can generate more money
from products. The product life cycle is an attempt to recognize distinct stages in
the sales history of the product. The concept of life cycle of a product as from its
birth to death, a product exists in different stages and in different competitive
environment.

Pricing is the process of determining what a company will receive in
exchange for its product. It is the method adopted by a firm to set its selling price.
Cost-plus pricing is the simplest pricing method. The firm calculates the cost of
producing the product and adds on a percentage (profit) to that price to give the
selling price. Mark-up is the difference between the costs of producing and selling
a product (fixed costs plus variable costs) and the market selling price of the
product. It is the difference between what you spend to produce the product and
what the customer spends to purchase it. Pricing policy refers to the policy by
which a company determines the wholesale and retail prices for its products or
services. It is the method of decision making used for setting the prices for a
company’s products or services. Penetration pricing is the pricing technique of
setting a relatively low initial entry price, often lower than the eventual market
price, to attract new customers. The strategy works on the expectation that
customers will switch to the new brand because of the lower price. Penetration
pricing is most commonly associated with a marketing objective of increasing
market share or sales volume, rather than to make profit in the short term. Channel
of Distribution refers to the chain of businesses or intermediaries through which a
good or service passes until it reaches the end consumer. A distribution channel
can include wholesalers, retailers, distributors and even the internet. Inventory, or
stock management, is a critical area of PDM because stock levels have a direct
effect on levels of service and customer satisfaction. The optimum stock level is a
function of the type of market in which the company operates.
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Promotion compasses all the tools in the marketing mix whose major role in
persuasive communication. Marketing communication involves sharing of meaning,
information and concepts by the source and the receiver about the products and
services and also about the firm selling through the devices of promotion via,
advertising, publicity, salesmanship and sales promotion. Selling process involves
different steps, one by one so as to persuade the consumer to buy his product that
will give him satisfaction. These steps are known as stages of selling process.
Advertising refers to the activity of attracting public attention to a product or business,
as by paid announcements in the print, broadcast or electronic media. Public
relations are the management function which evaluates public attitudes, identifies
the policies and procedures of an organisation with the public interest and an
organisation with the public interest and executes a programme of action and
communication to earn public cum understanding and acceptance. Sales promotion
is an exercise in information persuasion and influence. Sales promotion is a parts
of promotional mix. Mural advertising which has a general and wide appeal. It can
attract attention of numerous people. It is good to remind prospects. An advertiser
has simple scope to use his skill and art in advertising. Television can appeal through
ear as well as eye. Product can be demonstrated with explanation. Television
reaches the audiences almost like personal face-to-face contact. Direct mail is the
most personal and selective media. It reaches only the desired prospects. It has
minimum waste in circulation. The advertising copy can be very flexible. It has
maximum possible personal features even without personal contact. Its effectiveness
is measurable.
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UNIT 4 PRICE

Structure
4.0 Introduction
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4.2 Concept of Pricing

4.3 Importance of Price in the Marketing Mix

4.4 Objectives of Pricing

4.5 Factors Affecting Price of Product/Service

4.6 Types of Pricing

4.7 Pricing Policy
 4.7.1 Objectives of Pricing Policy

4.7.2 Importance of Good Pricing Policies

4.7.3 Factors Influencing Pricing Policy

4.7.4 Methods of Pricing Policy

4.7.5 Pricing Strategies

4.7.6 New Product Pricing Strategy

4.8 Discounts and Rebates

4.9 Concept and Role of Distribution Channels
4.9.1 Meaning of Channels of Distribution

4.9.2 Need for Channels of Distribution

4.9.3 Importance of Channels of Distribution

4.10 Types of Distribution Channel

4.11 Factors Affecting Choice of a Distribution Channel

4.12 Retailers

4.13 Wholesalers

4.14 Physical Distribution of Goods

4.15 Transportation

4.16 Warehousing

4.17 Answers to ‘Check Your Progress’

4.18 Summary

4.19 Key Terms

4.20 Self-Assessment Questions

4.21 Further Reading

4.0 INTRODUCTION

The pricing decision is a critical one for most marketers, yet the amount of attention

given to this key area is often much less than is given to other marketing decisions.

One reason for the lack of attention is that many believe price setting is a mechanical

process requiring the marketer to utilize financial tools, such as spreadsheets, to

build their case for setting price levels. While financial tools are widely used to

assist in setting price, marketers must consider many other factors when arriving at

the price for which their product will sell.

Pricing decisions and policies have a direct influence on sales volume and

profits of business. This is an important element in marketing mix.Price is a source

of revenue and a main determinant of profit. In money economy, without prices,
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there cannot be marketing. Only when the buyer and seller agree on price, there

can be exchange of goods and services leading to transfer of ownership. In a

competitive market, price is determined by free play of demand and supply. With

changing demand and supply conditions, the price increases or decreases. It

influences consumer purchase decisions. It reflects purchasing power of currency;

it can determine the general living standards. Pricing governs the very feasibility of

any marketing program because it is the only element in a marketing mix accounting

for demand and sales revenue. Other elements are cost factors. Pricing decisions

interconnect marketing actions with the financial objectives of the enterprise.

Therefore, pricing decisions play a very important role in the design of

marketing mix. Price is a powerful marketing factor with the financial objectives of

the enterprise. Among the most important marketing variables influenced by pricing

decisions are sales volume, profit margins, rate of return on investment, trade

margins, advertising and sales promotion, product image, and new product

development.  Price is all around us. We pay rent for our apartments, tuition for

our education and a fee to tour physician or dentist. The airlines, railway, taxi and

bus companies charge a fare; the local bank charges an interest for the money we

burrow. Hence price is not adjusting a number on a tag or an item. Throughout

most history, prices were set by negotiation between buyers and sellers.

Traditionally, price has operated as the major determinant of buyer choice.

This is still the case in poorer nations, among poor groups and with commodity

type products. Further, price remains as an important element in determining market

share and profitability.

4.1 OBJECTIVES

After going through this unit, you will be able to:

Explain importance of price in the marketing mix

Describe factors affecting price of product/service

Discuss distribution channels and physical distributions

Examine retailer, wholesaler, transportation and warehousing

4.2 CONCEPT OF PRICING

Meaning of Pricing

Pricing is the process of determining what a company will receive in exchange for

its product. It is the method adopted by a firm to set its selling price. It depends on

the firm’s average costs, and on the customer’s perceived value of the product in

comparison to his or her perceived value of the competing products.
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Definitions of Pricing

According to Philip Kotler, “Price is the only element in the marketing mix that

creates sales revenue the other elements as costs”.

Pricing is a very critical decision that needs to be taken in marketing

management. The main objective of the firm, i.e., to earn a profit very much depends

upon the correct price decision. After meeting all the costs involved, the sales

revenue generated must yield a surplus before there can be profits.

 4.3 IMPORTANCE OF PRICE IN THE
MARKETING MIX

The different needs of pricing are as follows:

(i) Sales Increase: A low price can achieve the objective of increase in

sale volume. A low price is not always necessary. A right price can

stimulate the desired sales increase. In practice, price and non-price

objectives are co-ordinated to produce the desired increase in sales.

(ii) Increasing the Market Share: Price is typically one of those factors

that carries the heaviest responsibility for improving or maintaining market

share – a sensitive indicator of customers and trade acceptance.

(iii) Profit Level: Return on investment, say 15% to 20%, is a common

decision in marketing, pricing for profit is the most logical of all pricing

objectives.

(iv) Perfect Competition: Many firms desire the stabilization of price levels

and operating margins as more important than the maintenance of a

certain level of short-run profit.

4.4 OBJECTIVES OF PRICING

The main objectives of pricing are as follows:

1. To maximize the profits: The primary objective of pricing decision is

to maximize profits for the concern and therefore pricing policy should

be determined in such a way so that the company can earn the maximum

profits.

2. Price Stability: As far as possible, the prices should not fluctuate too

often. A stable price policy can win the confidence of the consumers.

It will also add to the goodwill of the firm. For this purpose, the concern

should consider long- and short-run elements.

3. Competitive Situation: One of the objectives of the price decision is

to face the competitive situation in the market. Prices of the commodities

should be fixed keeping in the mind the competitive situation. Sometimes,
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the management likes to fix a relatively low price for its product to

discourage potential competitors.

4. Achieving a Target Return: This is a common objective of well

established and reputed firm in the market (either for the company’s

name or its brand or the quality of the product) to fix a certain rate of

return on investment.

5. Capturing the Market: One of the objectives of pricing a decision

may be capturing the market. A company especially a big company, at

the time of introducing the product in the market fixes comparatively

lower prices for its products, keeping in view the competitive position

with an objective of capturing a big share in the market.

6. Ability to Pay: Price decisions are sometimes taken according to the

ability of customers to pay, i.e., more prices can be charged from people

having a capacity to pay. It is determined on the basis of the purchasing

power of the consumers for which the product is made.

7. Long-run Welfare of the Firm: The main aim of some concerns is to

fix the price of the product which is in the best interest of the firm in the

long run, keeping the market conditions and economic situations in mind.

8. Cash Flow Objective: One of the important objectives of pricing is to

recover invested funds within a stipulated period. Generally, you find

lower prices for the cash sales and high prices for the credit sales. But

this pricing objective could be implemented with good results only when

the firm has monopoly in the market.

9. Product Line Promotion Objective: Product line means a group of

products that are related either because they satisfy similar needs of

different market segments or because they satisfy different but related

needs of a given market segment. While framing the product line, the

marketer may also include such goods, which are not popular. The

intention of the marketer is to push through all the goods without any

discrimination. Thus, the ultimate objective is to increase the overall

demand of the goods. In this pricing objective, equal prices are adopted

for the entire product line.

10. Survival Objective: Perpetual existence of the business over a period

is the indication of the sound financial position of the enterprise. All

organisations will have to meet expected and unexpected, initial and

external economic losses. These enterprises have to pool up the resources

to meet all the contingencies through appropriate pricing strategies. Price

is use to increase sale volume to level up the ups and downs that come

to the organisation.
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4.5 FACTORS AFFECTING PRICE OF
PRODUCT/SERVICE

Factors Influencing Pricing

Two categories of factors – internal and external – influence the pricing decisions

of any enterprise. In each of these categories, some may be economic factors and

some psychological factors, again some factors may be quantitative and yet

qualitative.

I. Internal Forces

The firm has certain objectives – long-term and immediate – in pricing. For example,

it has certain costs of manufacturing and marketing and it seeks to recover these

costs through the price. The firm is also seeking a particular public image through

its pricing policies. It may have a basic philosophy on pricing. The pricing decisions

of the firm have to be consistent with this philosophy. Pricing also has to be consistent

with the overall objectives of the firm. All these constitute the internal factors that

influence pricing. Moreover, pricing strategy has to fit into the overall marketing

strategy. It cannot exist independently. In this sense, overall marketing strategy is

another internal factor that influences pricing.

Further, internal factors influence the price:

1. Corporate and marketing objectives of the firm.

2. The image sought by the firm through pricing.

3. The basic characteristics of the product.

4. The stage of the product on the product life cycle.

5. Price elasticity of demand of the product.

6. Use pattern and turn round rate of the product.

7. Costs of manufacturing and marketing.

8. Composition of the product line of the firm.

II. External Forces

In addition to all the internal forces mentioned above, any business firm has to

encounter a set of external factors while formulating its pricing strategy. In the first

place, the nature of the economy and the nature of competition have to be reckoned

with. The purchasing power of the consumer as well as consumer behavior, in the

larger sense of the term, also have to be reckoned with. In the country like India,

the state exercises a lot of influence on price decisions in respect of a large variety

of products. It includes direct price controls through statutorily fixed maximum

selling prices as well as indirect pressures to hold the price line at certain levels.

Such external dimensions also have to be reckoned while formulating the pricing

decision.



Price

NOTES

Self-Instructional
132 Material

Further, external forces influence the price:

1. Market characteristics.

2. Buyer behavior in respect of the particular product.

3. Extent of bargaining power of major customers.

4. Competitor’s pricing policy.

5. Government controls, regulation or pressures on pricing.

6. Other relevant legal aspects.

7. Societal considerations.

8. Understanding, if any, reached with price cartels.

4.6 TYPES OF PRICING

Pricing for products or services encompass three main ways to improve profits.

These are that the business owner can cut costs or sell more or find more profit

with a better pricing strategy. When costs are already at their lowest and sales are

hard to find, adopting a better pricing strategy is a key option to stay viable.

Merely raising prices is not always the answer, especially in a poor economy.

Too many businesses have been lost because they priced themselves out of the

marketplace. On the other hand, too many business and sales staff leave “money

on the table”. One strategy does not fit all. So, adopting a pricing strategy is a

learning curve when studying the needs and behaviors of customers and clients.

There are various ways of setting prices as outlined in the following:

1. Cost-plus Pricing

Cost-plus pricing is the simplest pricing method. The firm calculates the cost of

producing the product and adds on a percentage (profit) to that price to give the

selling price. This method, although simple, has two flaws; it takes no account of

demand and there is no way of determining if potential customers will purchase

the product at the calculated price.

This appears in two forms. The first is Full Cost Pricing which takes into

consideration both variable and fixed costs, and adds a % markup. The other is

Direct Cost Pricing which are variable costs plus a % markup. The latter is only

used in periods of high competition as this method usually leads to a loss in the

long run.

2. Creaming or Skimming

In most skimming, goods are sold at higher prices so that fewer sales are needed

to break even. Selling a product at a high price and sacrificing high sales to gain a

high profit is therefore “skimming” the market. Skimming is usually employed to

reimburse the cost of investment of the original research into the product: commonly
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used in electronic markets when a new range, such as DVD players, are firstly

dispatched into the market at a high price. This strategy is often used to target

“early adopters” of a product or service. Early adopters generally have a relatively

lower price-sensitivity – this can be attributed to: their need for the product

outweighing their need to economize; a greater understanding of the product’s

value; or simply having a higher disposable income.

This strategy is employed only for a limited duration to recover most of the

investment made to build the product. To gain further market share, a seller must

use other pricing tactics such as economy or penetration. This method can have

some setbacks as it could leave the product at a high price against the competition.

3. Limit Pricing

A limit price is the price set by a monopolist to discourage economic entry into a

market, and is illegal in many countries. The limit price is the price that the entrant

would face upon entering as long as the incumbent firm did not decrease output.

The limit price is often lower than the average cost of production or just low

enough to make entering not profitable. The quantity produced by the incumbent

firm to act as a deterrent to entry is usually larger and would be optimal for a

monopolist, but might still produce higher economic profits than would be earned

under perfect competition.

The problem with limit pricing as a strategy is that once the entrant has

entered the market, the quantity used as a threat to deter entry is no longer the

incumbent firm’s best response. This means that for limit pricing to be an effective

deterrent to entry, the threat must in some way be made credible. A way to achieve

this is for the incumbent firm to constrain itself to produce a certain quantity whether

entry occurs or not. An example of this would be if the firm signed a union contract

to employ a certain (high) level of labor for a long period of time. In this strategy,

price of the product becomes limit according to budget.

4. Loss leader

A loss leader or leader is a product sold at a low price (i.e., at cost or below cost)

to stimulate other profitable sales. This would help the companies to expand its

market share as a whole.

5. Market-oriented Pricing

Setting a price based upon analysis and research compiled from the target market.

This means that marketers will set prices depending on the results from the research.

For example, if the competitors are pricing their products at a lower price, then it

is up to them to either price their goods at an above price or below, depending on

what the company wants to achieve.

6. Penetration Pricing

Setting the price low in order to attract customers and gain market share. The

price will be raised later once this market share is gained.
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7. Price Discrimination

Setting a different price for the same product in different segments to the market.

For example, this can be for different ages, such as classes or for different opening

times.

8. Premium Pricing

Premium pricing is the practice of keeping the price of a product or service artificially

high in order to encourage favorable perceptions among buyers, based solely on

the price. The practice is intended to exploit the (not necessarily justifiable)

tendency for buyers to assume that expensive items enjoy an exceptional

reputation are more reliable or desirable or represent exceptional quality and

distinction.

9. Predatory Pricing

Aggressive pricing (also known as “undercutting”) intended to drive out competitors

from a market. It is illegal in some countries.

10. Contribution Margin-based Pricing

Contribution margin-based pricing maximizes the profit derived from an individual

product, based on the difference between the product’s price and variable costs

(the product’s contribution margin per unit) and on one’s assumptions regarding

the relationship between the product’s price and the number of units that can be

sold at that price. The product’s contribution to total firm profit (i.e., to operating

income) is maximized when a price is chosen that maximizes the following:

 (Contribution margin per unit) × (Number of units sold).

11. Psychological Pricing

Pricing designed to have a positive psychological impact, i.e., selling a product at

` 3.95 or ̀  3.99, rather than ̀  4.00.

12. Dynamic Pricing

A flexible pricing mechanism is made possible by advances in information

technology, and employed mostly by Internet based companies. By responding to

market fluctuations or large amounts of data gathered from customers – ranging

from where they live to what they buy to how much they have spent on past

purchases – dynamic pricing allows online companies to adjust the prices of identical

goods to correspond to a customer’s willingness to pay. The airline industry is

often cited as a dynamic pricing success story. In fact, it employs the technique so

artfully that most of the passengers on any given airplane have paid different ticket

prices for the same flight.

13. Price Leadership

An observation made of oligopolistic business behavior in which one company,

usually the dominant competitor among several, leads the way in determining prices,
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the others soon following. The context is a state of limited competition in which a

market is shared by a small number of producers or sellers.

14. Target Pricing

Pricing method whereby the selling price of a product is calculated to produce a

particular rate of return on investment for a specific volume of production. The

target pricing method is used most often by public utilities, like electric and gas

companies, and companies whose capital investment is high, like automobile

manufacturers.

Target pricing is not useful for companies whose capital investment is low

because, according to this formula, the selling price will be understated. Also, the

target pricing method is not keyed to the demand for the product and if the entire

volume is not sold, a company might sustain an overall budgetary loss on the

product.

14. Absorption Pricing

Method of pricing in which all costs are recovered. The price of the product

includes the variable cost of each item plus a proportionate amount of the fixed

costs and is a form of cost-plus pricing.

15. High-low Pricing

Method of pricing for an organisation where the goods or services offered by the

organisation are regularly priced higher than competitors but through promotions,

advertisements and/or coupons, lower prices are offered on key items. The lower

promotional prices are designed to bring customers to the organisation where the

customer is offered the promotional product as well as the regular higher priced

products.

16. Premium Decoy Pricing

Method of pricing where an organisation artificially sets one product price high, in

order to boost sales of a lower priced product.

17. Marginal Cost Pricing

In business, the practice of setting the price of a product to equal the extra cost of

producing an extra unit of output. By this policy, a producer charges, for each

product unit sold, only the addition to total cost resulting from materials and direct

labor. Businesses often set prices close to marginal cost during periods of poor

sales. If, for example, an item has a marginal cost of  ̀  49 and normal selling price

is ̀  53, the firm selling the item might wish to lower the price to ̀  50. The business

would choose this approach because the incremental profit of ` 1 from the

transaction is better than no sale at all.

18. Value-based Pricing

Pricing a product based on the value the product has for the customer and not on

its costs of production or any other factor. Value-based pricing sells the product at
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the price based on the customer’s perceived value of the product. A good example

where such a pricing system is used is on luxury items where the actual value is

quite different from the perceived value. For example, a luxury item may not actually

cost nearly as much to make as what people are prepared to pay for it. It is

important to note that this method of pricing is based on a sound understanding of

how customers judge value and may only be possible after a product has a strong

reputation.

19. Pay What You Want

Pay what you want is a pricing system where buyers pay any desired amount for

a given commodity, sometimes including zero. In some cases, a minimum (floor)

price may be set and/or a suggested price may be indicated as guidance for the

buyer. The buyer can also select an amount higher than the standard price for the

commodity.

Giving buyers the freedom to pay what they want may seem to not make

much sense for a seller, but in some situations, it can be very successful. While

most uses of pay what you want have been at the margins of the economy, or for

special promotions, there are emerging efforts to expand its utility to broader and

more regular use.

20. Freemium

Freemium is a business model that works by offering a product or service free of

charge (typically digital offerings such as software, content, games, web services

or other) while charging a premium for advanced features, functionality or related

products and services. The word “freemium” is a portmanteau combining the two

aspects of the business model: “free” and “premium”. It has become a highly

popular model with notable success.

21. Odd Pricing

In this type of pricing, the seller tends to fix a price whose last digits are odd

numbers. This is done so as to give the buyers/consumers no gap for bargaining as

the prices seem to be less and yet in an actual sense are too high. A good example

of this can be noticed in most supermarkets where instead of pricing at $10, it

would be written as $9.99. This pricing policy is common in economies using the

free market policy.

22. Mark-up Pricing

Mark-up is the difference between the costs of producing and selling a product

(fixed costs plus variable costs) and the market selling price of the product. It is

the difference between what you spend to produce the product and what the

customer spends to purchase it.

It is calculated as follows:

Fixed Cost per unit = Total Fixed Cost/Units Produced

Variable Cost per unit = Total Variable Costs/Units Produced
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Selling Price = Fixed Cost per unit + Desired Profit Margin/Unit

Contribution.

Desired profit margin is the amount of profit you would like your business to

make above your production costs. It can be expressed as a percentage of the

total costs.

23. Target Return Pricing

Using this strategy, a business first determines what level of demand there is for the

product and then identifies the desired profit the business would like to make from

the product. The price is calculated by dividing the total desired profit by the

expected level of sales. Therefore, by meeting the level of expected sales, a certain

amount of profit will be received.

24. Going Rate Pricing

In the situation where the business is in a competitive market, the business charges

the average price of what its competitors are charging for a similar or the same

product. This may be the case where there is only a small amount of competition

and the product is a necessity. It is sometimes in a business’s best interest to not

compete by undercutting their competition.

4.7 PRICING POLICY

Pricing policy refers to the policy by which a company determines the wholesale

and retail prices for its products or services. It is the method of decision-making

used for setting the prices for a company’s products or services. A pricing policy

is usually based on the costs of production or provision with a margin for profit,

e.g., cost-plus pricing.

General Considerations Involved in Formulating a Pricing Policy

The general considerations involved in formulating a pricing policy are as

follows:

1. The number, relative size and product lines of competitors, i.e., degree of

closeness of substitute products supplied by the rivals.

2. The likelihood of potential competition. This depends on the possibilities of

entry of new firms in the market and the relative entry barriers. The degree

of patronization of the buyers towards the given product is manufactured

by the firm.

3. The degree of potential market segmentation or subdivision and chances of

price discriminations.

4. The degree of product differentiation adopted by the concerned firm in

comparison to the rivals in the market.

5. The opportunities and possibilities for variation in the product service bundle.
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6. The richness of the mixture of service, advertisement and sales propaganda,

and the reputation of the firm and qualitative improvement in the product

bundle.

7. The cross elasticity of demand provides a unique dividing line between

differentiated products and homogeneous products and an idea of the market

condition and its relative competitiveness.

8. Pricing should normally aim at stimulating profitable combination sales.

Sometimes, the firm may also seek profit maximization. Sometimes, the

firm may want to capture the market through sales maximization. But, in

any case, sales should also be more profit-oriented and never be loss-

oriented, under normal circumstances.

9. Prices should be set to promote the long-range welfare and well-

establishment of the firm in the market. The firm may seek to discourage

entry of the rivals through its low price policy.

10. Pricing policy should be flexible enough to meet the changes in the demand

pattern and market situation.

11. The firm has to set a clear vision of its business objective such as survival,

growth, etc.

12. Prices should be adapted and individualized in accordance with the diverse

competitive situations encountered by different varieties of products

produced by the firm.

13. Provision may be made for a predetermined and systematic method of

pricing new products which may be introduced by the firm in course of

time, under its business planning for expansion.

14. Determination of replacement parts prices form an organized classification

of parts by type and manufacture.

15. Determination of the price discount structure, i.e., price discount differentials

for distribution channels quantity-wise, territory-wise, terms of payments-

wise, etc.

16. Prices have to be viewed in relation to the quality and quantity of the firm’s

product and its promotional policies and sales expenditures.

4.7.1 Objectives of Pricing Policy
The common pricing objectives are:

(i) To maximize long-run profit.

(ii) To maximize short-run profit.

(iii) To increase sales volume.

(iv) To increase monetary sales.
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(v) To increase market share.

(vi) To obtain a target rate of return on investment (ROI).

(vii) To obtain a target rate of return on sales.

(viii) To stabilize market or stabilize market price.

(ix) To ensure company growth.

(x) To maintain price leadership.

(xi) To desensitize customers to price.

(xii) To discourage new entrants into the industry.

(xiii) To match competitor’s prices.

(xiiv) To encourage the exit of marginal firms from the industry.

(xiv) To avoid government investigation or intervention.

(xv) To obtain or maintain the loyalty and enthusiasm of distributors.

(xvi) To enhance the image of the firm, brand or product.

4.7.2 Importance of Good Pricing Policies
The importance of Good Pricing Policies can be summarized as follows:

(a) Market shares: By adopting a price policy the firm may wish to capture

a larger share in the market and acquire a dominating leadership position.

In oligopoly market, this is quite common.

(b) Target return on investment: The firms may have a predetermined

target return of their investment.

(c) Preventing competition: In pricing its product, the firm may keep an

eye on rival’s entry. So, it may fix up the price such that would prevent

competition.

(d) Survival: Basically, in these days of monopolistic competition or dynamic

changes and business uncertainties, a firm is always interested in its

continued survival first. For the sake of assuring continued existence,

generally, a firm is ready to tolerate all kinds of upheaval in product

lines, organisational and even personnel changes.

(e) Rate of growth and sales maximization: A firm may be interested in

setting a price policy which will permit a rapid expansion of the firm’s

business and its sales maximization.

(f) Making money: Some firms are interested in making a fast buck taking

their monopoly advantage into account and try to sell their goods at

premium.

(g) Service motive: A firm may set pricing policy such as to serve the

community and improve its welfare.



Price

NOTES

Self-Instructional
140 Material

(h) Regular income: Some firms are interested in maintaining regular flow

of income, so would set their price policy accordingly.

(i) Price stabilization: The firms may be generally interested in keeping

their prices stable within certain range over a period of time, irrespective

of marginal changes in demand and costs.

4.7.3 Factors Influencing Pricing Policy
The following are the important factors deserving special attention in determination

of a pricing policy of any firm:

1. Examine Market Pricing and Economics: A paid, ad-free site

should generate more revenue than a free ad-supported one, for example.

In considering this option, remember to incorporate the cost of forgone

revenue, especially as advertisers find paying customers more attractive.

2. Costs: Cost is an important element in price determination. Cost data

serve as the base. Price has to be along cost. If price is below the cost

of production, it would mean losses. Thus, cost analysis is important.

Along the total costs, average and marginal costs are to be determined.

For business decisions in the short run, direct or variable costs have

greater relevance. The firms seek to cover full allocated costs. Economy

in cost is also important for setting a lower price for the product. A high

cost of production obviously calls for a higher price.

3. Demand: In pricing policy, demand can never be overlooked. Rather,

demand is more important for the effective sales. Demand for a firm’s

product depends on consumer’s preferences. So, the consumer

psychology is very important. Through appropriate advertising and sales

campaign, consumers’ psychology can be influenced and their preferences

may be altered. Thus, demand can be manipulated. A low or high price

policy is to be set in view of the elasticity of demand. If demand for the

product is highly inelastic, then only rising price policy would be a paying

proposition to the businessman.

4. Competition: The nature of pricing policy largely depends on the degree

of competition prevailing in the market. Under perfect competition, there

is a uniquely determined ruling price in the market; also the firm has no

scope to design its own price policy. Under monopoly, oligopoly or

monopolistic competition, the firm can determine its own price policy.

5. Profits: In determining price policy, profit consideration is also significant.

In practice, however, rarely is there a goal of profit maximization. Usually,

pricing policy is based on the goal of obtaining a reasonable profit. Further,

most of the businessmen would prefer to hold constant price for their

products rather than going for a price rise on a price cut, as far as

possible.



Price

NOTES

Self-Instructional
             Material   141

6. Government Policy: Pricing policy of a firm is also affected by the

government policy. If the government resorts to price control, the firm

has to adopt the price as per the formula and ceiling prescribed by the

Government, then there is little scope to pursue its own pricing.

7. Monitor the Competitor’s Pricing: Market dynamics and new

products can influence and change consumer needs.

4.7.4 Methods of Pricing Policy
Types of pricing methods which are:

(i) Cost-oriented Pricing Policy

Following are the some of the methods of pricing based on cost:

(a) Cost-plus Method

This pricing method assumes that no products are sold at a loss since the price

covers the full cost incurred. Definitely costs furnish a good point from which the

computation of price could begin. Fixing a tentative price under this policy is easier.

The price under this method is determined by adding a desired percentage profit

on cost to the total cost of the product taking into account, the margins for

middlemen.

But the disadvantage of this policy is that it ignores completely the use of

retail traders and in manufacturing industries where the production is not

standardized. The method of pricing is based on simple mathematics adding a

fixed percentage to the unit cost. Thus, the retail price of a particular item might be

the manufacturer’s cost plus his gross margin. This method is, therefore, also known

as sum of margins methods.

Advantages of Cost-plus Method

(i) Where it is difficult to forecast the future demand, this method is

appropriate.

(ii) If there are few buyers of the products, pricing can be justified.

(iii) Public utility services like railways, post office, electricity, etc. are priced

through this method.

(iv) It is a long-term policy.

Disadvantages of Cost-plus Method

(i) The demand and supply forces and competition – the two important

factors in fixing the prices – are ignored.

(ii) This method is totally based on cost concept. But the reality is that it

does not influence the prices whereas prices influence the cost.

(iii) The costs of joints products are only estimated. Correct cost cannot be

calculated.
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(b) Rate of Return or Target Pricing

Under this method, first of all, an arbitrary desired rate of profit on the capital

employed/invested is determined by the enterprise. The total desired profit is then

calculated on the basis of this rate of return. Total desired profit is then added to

the total cost of production, and thus, the price per unit of the product is determined.

(c) Break-even Pricing

The break-even analysis helps a firm to determine at what level of output the

revenues will equal the costs assuming a certain selling price. For this purpose, the

cost of manufacture is also divided into two: fixed and variable costs. Fixed cost

(rent, rates, insurance, etc.) theoretically remain constant over all levels of output,

Variable costs (labor and material) vary with changes in the output level. Fixed

costs naturally decrease per unit when production increases. Variable costs, on

the other hand, change as production varies, i.e., no production no variable cost,

more production more variable cost.

The break-even point, therefore, ibs a point where there is neither loss nor

profit. This is found out by using the following equation.

Margin of contribution = Unit selling price – Unit variable costs. This could

also be expressed graphically:

FC = Fixed Cost

SP = Selling Price

VC = Variable Cost

Break-even analysis helps to establish prices only when the costs of

production remain reasonably constant. Another trouble is found in accurately

forecasting demand at various prices.

Fig. 4.1  Break-even analysis
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(d) Marginal Cost or Incremental Cost Pricing

In this method, the price is fixed on the basis of additional variable cost associated

with an additional unit of output. The cast of producing and selling one or more

units, i.e., the last unit is taken as the base for the pricing under this method. Only

variable cost is considered and recovered. Consideration of fixed cost is ignored.

Advantages of Marginal Cost/Incremental Cost Pricing

(i) This method is useful in introductory campaigns, i.e., for introducing a

new product should not bear its share in fixed cost.

(ii) In order to protect the shut down and keeping the labor force busy in

slack seasons, this method is also helpful.

(iii) If the product is perishable or when the competitors are weak, this

method is useful.

(iv) This method can be used where break-even point has been achieved.

(v) This method is particularly useful in quoting for competitive tenders and

export marketing.

Limitations of Marginal Cost/Incremental Cost Pricing

(i) This method cannot be followed indefinitely as its share of fixed costs

remains to be unabsorbed and if other products are made to absorb all

the fixed costs involved in an organisation, the seller is selling a proportion

of their output at incremental cost and the customers of the other products

are paying a higher price.

(ii) The producer may lose the market of other products because of the

high cost and competitors may drive away the customers.

(ii) Demand-oriented Pricing Policy

Under this method of pricing, the demand is pivotal factor. Price is fixed by simply

adjusting it to the market conditions. A high price is charged when or where the

demand is intense and a low price is charged when the demand is low. The following

methods belong to this category of demand-based pricing:

(a) What the Traffic can Bear Pricing/Purchasing Power Pricing
Method: Under this method, the price of the product is determined on

the basis of what the purchaser can bear or pay. What purchasers can

pay depends upon their purchasing power. Generally, luxury goods or

fashion goods, cosmetics, are price on this basis. It is more used by

retailers rather than by manufacturing firms.

This method brings high profits in short run. But in the long run, this

concept is not safe. Chances of errors in judgment are high. It can be

used where monopoly/oligopoly conditions exist and where demand is

quite inelastic with respect to price.
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(b) Skimmed Pricing: The skim of Pricing Strategy uses a very high

introductory price to skim the cream of demand at the very outset. This

strategy is adopted when there is no competition in the e-market or the

new product has some exclusive characteristics. Such prices continue

to be high till the competitors begin to enter the field. As soon as

competitors enter the market, the producer reduces the prices of his

product. This is a method of recovering the product development cost

very soon.

(c) Penetration Pricing: This is the opposite of ‘skim the cream’ technique.

It offers a very low introductory price to speed up its sales and therefore

widening the market base. Low price is used as a major tool for rapid

penetration of a mass market and is based on a long-term viewpoint.

It aims at capturing the market, if there is already a competing product.

Its aim may be to capture a share of the market from a company product

which new product it is hoped will replace. It discourages competitors

from entering the market.

(iii) Competition-oriented Pricing Policy

Most of the companies fix prices of their products after a careful consideration of

the competitors’ price structure. Deliberate policy may be formulated to sell its

products in the competitive market. Three policy alternatives are available to the

firm under this method:

(a) Parity Pricing or Going Rate Pricing: Under this method, the price

of the product is determined on the basis of the price of competitor’s

products. This method is used when the firm is new in the market or

when the existing firm introduces a new product in the market. This

method is used when there is tough competition in the market. This

method is based on the assumption that a new product will create demand

only when its price is competitive. In such a case, the firm follows the

market leader.

(b) Pricing above Competitive Level or Discount Pricing: Discount

pricing means when the firm determines the price of its products below

the competitive level, i.e., below the price of the same products of the

competitors.

(c) Pricing above Competitive Level or Premium Pricing: Premium

pricing means where the firm determines the price of its product above

the price of the same products of the competitors. Price of the firm’s

product remains higher showing that quality is better. The price policy is

adopted by the firms of high repute only because they have created the

image of quality producer in the minds of the public. They become the

market leader. All the above three competitive based methods are not

rigid in price cost relations. Its cost or demand may change but the price
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of the product remains unchanged. Conversely, the firm changes its price

even when there is no change in cost or demand of firm’s product.

4.7.5 Pricing Strategies
1. Value-based Pricing

2. Cost-based Pricing

3. Customer-based Pricing

4. Competitor-based Pricing

The various pricing strategies are as follows:

1. Value-based Pricing

Pricing a product based on the value the product has for the customer and not on

its costs of production or any other factor. Value-based pricing sells the product at

the price based on the customer’s perceived value of the product. A good example

where such a pricing system is used is on luxury items where the actual value is

quite different from the perceived value. For example, a luxury item may not actually

cost nearly as much to make as what people are prepared to pay for it. It is

important to note that this method of pricing is based on a sound understanding of

how customers judge value and may only be possible after a product has a strong

reputation.

2. Cost-based Pricing

This involves setting a price by adding a fixed amount or percentage to the cost of

making or buying the product. In some ways, this is quite an old-fashioned and

somewhat discredited pricing strategy, although it is still widely used. After all,

customers are not too bothered what it cost to make the product they are interested

in what value the product provides them.

Cost-plus (or “mark-up”) pricing is widely used in retailing, where the retailer

wants to know with some certainty what the gross profit margin of each sale will

be. An advantage of this approach is that the business will know that its costs are

being covered. The main disadvantage is that cost-plus pricing may lead to products

that are priced uncompetitively.

The main advantage of cost-based pricing is that selling prices are relatively

easy to calculate. If the mark-up percentage is applied consistently across product

ranges, then the business can also predict more reliably what the overall profit

margin will be.

3. Customer-based Pricing

(a) Skimming Pricing Strategy

Skimming pricing is a pricing strategy in which a marketer sets a relatively high

price for a product or service at first and then lowers the price over time. This

strategy is often used to target “early adopters” of a product or service. These
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early adopters are relatively less price-sensitive because either their need for the

product is more than others or they understand the value of the product better

than others. In market skimming, goods are sold at higher prices so that fewer

sales are needed to break even.

The practice of skimming pricing involves charging a relatively high price for

a short time where a new, innovative or much-improved product is launched onto

a market.

The objective with skimming is to “skim” off customers who are willing to

pay more to have the product sooner; prices are lowered later when demand from

the “early adopters” falls. The success of a price skimming strategy is largely

dependent on the inelasticity of demand for the product either by the market as a

whole or by certain market segments. High prices can be enjoyed in the short

term where demand is relatively inelastic. In the short term, the supplier benefits

from ‘monopoly profits’, but as profitability increases, competing suppliers are

likely to be attracted to the market (depending on the barriers to entry in the

market) and the price will fall as competition increases. The main objective of

employing a price skimming strategy is, therefore, to benefit from high short-term

profits (due to the newness of the product) and from effective market segmentation.

Advantages of Skimming Pricing

(i) Where a highly innovative product is launched, research and development

costs are likely to be high, as are the costs of introducing the product to

the market via promotion, advertising, etc. In such cases, the practice

of price skimming allows for some return on the set-up costs.

(ii) By charging high prices initially, a company can build a high-quality image

for its product. Charging initial high prices allows the firm the luxury of

reducing them when the threat of competition arrives. By contrast, a

lower initial price would be difficult to increase without risk in the loss of

sales volume.

(iii) Skimming can be an effective strategy in segmenting the market. A firm

can divide the market into a number of segments and reduce the price at

different stages in each, thus acquiring maximum profit from each segment.

(iv) Where a product is distributed via dealers, the practice of price skimming

is very popular, since high prices for the supplier are translated into high

mark-ups for the dealer.

(v) For ‘conspicuous’ or ‘prestige goods’, the practice of price skimming

can be particularly successful, since the buyer tends to be more ‘prestige’

conscious than price-conscious. Similarly, where the quality differences

between competing brands is perceived to be large, or for offerings

where such differences are not easily judged, the skimming strategy can

work well. An example of the latter would be for the manufacturers of

‘designer-label’ clothing.
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Disadvantages of Skimming Pricing

 (i) It is effective only when the firm is facing an inelastic demand curve.

If the long-run demand schedule is elastic, market equilibrium will be

achieved by quantity changes rather than price changes. Dominant market

share will typically be obtained by a low-cost producer that pursues a

penetration strategy.

(ii) A price skimmer must be careful with the law. Price discrimination is

illegal in many jurisdictions, but yield management is not. Price skimming

can be considered either a form of price discrimination or a form of

yield management. Price discrimination uses market characteristics to

adjust prices, whereas yield management uses product characteristics.

Marketers see this legal distinction as quaint since in almost all cases

market characteristics correlate highly with product characteristics.

If using a skimming strategy, a marketer must speak and think in terms

of product characteristics to stay on the right side of the law.

(iii) The inventory turn rate can be very low for skimmed products. This

could cause problems for the manufacturer’s distribution chain. It may

be necessary to give retailers higher margins to convince them to handle

the product enthusiastically.

(iv) Skimming encourages the entry of competitors. When other firms see

the high margins available in the industry, they will quickly enter.

(v) Skimming results in a slow rate of stuff diffusion and adaptation. This

results in a high level of untapped demand. This gives competitors time

to either imitate the product or leapfrog it with an innovation. If

competitors do this, the window of opportunity will have been lost.

(vi) The manufacturer could develop negative publicity if they lower the price

too fast and without significant product changes. Some early purchasers

will feel they have been ripped off. They will feel it would have been

better to wait and purchase the product at a much lower price. This

negative sentiment will be transferred to the brand and the company as

a whole.

(vii) High margins may make the firm inefficient. There will be less incentive

to keep costs under control. Inefficient practices will become established

making it difficult to compete on value or price.

(b) Penetration Pricing

Penetration pricing is the pricing technique of setting a relatively low initial entry

price, often lower than the eventual market price, to attract new customers. The

strategy works on the expectation that customers will switch to the new brand

because of the lower price. Penetration pricing is most commonly associated with

a marketing objective of increasing market share or sales volume, rather than to

make profit in the short term.
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Advantages of Penetration Pricing

The advantages of penetration pricing to the firm are:

(i) It can result in fast diffusion and adoption. This can achieve high market

penetration rates quickly. This can take the competition by surprise, not

giving them time to react.

(ii) It can create goodwill among the early adopters segment. This can create

more trade through word-of-mouth.

(iii) It creates cost control and cost reduction pressures from the start, leading

to greater efficiency.

(iv) It discourages the entry of competitors. Low prices act as a barrier to

entry.

(v) It can create high stock turnover throughout the distribution channel.

This can create critically important enthusiasm and support in the channel.

(vi) It can be based on marginal cost pricing, which is economically efficient.

Disadvantages of Penetration Pricing

(i) Penetration pricing is limited to the growth and declining phases of the

product because implementation during the introductory or mature

phases of the cycle will lead to a cycle of competition driving prices

continually lower and causing a drop in profits.

(ii) While often profitable, penetration pricing has some major drawbacks

including customer dissatisfaction and false loyalty.

(iii) The penetration pricing is that it establishes long-term price expectations

for the product and image preconceptions for the brand and company.

This makes it difficult to eventually raise prices. Some commentators

claim that penetration pricing attracts only the switchers (bargain hunters)

and that they will switch away as soon as the price rises. There is much

controversy over whether it is better to raise prices gradually over a

period of years (so that consumers don’t notice) or employ a single

large price increase.

(iv) The low profit margins may not be sustainable long enough for the strategy

to be effective.

(c) Loss Leaders

The use of loss leaders is a method of sales promotion. A loss leader is a product

priced below cost price in order to attract consumers into a shop or online store.

The purpose of making a product a loss leader is to encourage customers to make

further purchases of profitable goods while they are in the shop. Pricing is a key

competitive weapon and a very flexible part of the marketing mix. If a business

undercuts its competitors on price, new customers may be attracted and existing
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customers may become more loyal. So, using a loss leader can help drive customer

loyalty. One risk of using a loss leader is that customers may take the opportunity

to “bulk buy”. If the price discount is sufficiently deep, then it makes sense for

customers to buy as much as they can (assuming the product is not perishable).

Using a loss leader is essentially a short-term pricing tactic for any one

product. Customers will soon get used to the tactic. So, it makes sense to change

the loss leader or its merchandising every so often.

(d) Predatory Pricing

With predatory pricing, prices are deliberately set very low by a dominant

competitor in the market in order to restrict or prevent competition. The price set

might even be free, or lead to losses by the predator. Whatever the approach,

predatory pricing is illegal under competition law.

(e) Psychological Pricing

The aim of psychological pricing is to make the customer believe the product is

cheaper than it really is. Pricing in this way is intended to attract customers who

are looking for “value”.

4. Competitor-based Pricing

If there is strong competition in a market, customers are faced with a wide choice

of who to buy from. They may buy from the cheapest provider or perhaps from

the one which offers the best customer service. But customers will certainly be

mindful of what is a reasonable or normal price in the market.

Most firms in a competitive market do not have sufficient power to be able

to set prices above their competitors. They tend to use “going rate” pricing, i.e.,

setting a price that is in line with the prices charged by direct competitors. In

effect, such businesses are “price-takers”. They must accept the going market

price as determined by the forces of demand and supply.

An advantage of using competitive pricing is that selling prices should be in

line with rivals. So, price should not be a competitive disadvantage. The main

problem is that the business needs some other way to attract customers. It has to

use non-price methods to compete, e.g., providing distinct customer service or

better availability.

4.7.6 New Product Pricing Strategy
Pricing strategy for a new product depends on how distinct the product is and

how long the distinctiveness remains. The more the distinctiveness, the higher is

the freedom to determine the price. If the product is highly distinctive with no

substitute, the firm can set a price which maximized the profit in the short period.

If the product is slightly different from the existing products, freedom for pricing is
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also restricted. If a product remains distinctive for a long period, the firm enjoys
more freedom to set the price.

New product, however distinctive, will enjoy their distinctiveness for a limited
period till the competitors start manufacturing similar products. The imitation by
the competitors depends on their capacity to develop alternatives and expectation
of sales potential of the product. Though a firm enjoys freedom to set a price of its
new product, the choice of pricing may broadly be classified into two, viz., skim
the cream pricing and penetration pricing

(a) Skimming Price Policy

Many firms set a high price for the new product to skim the market. This strategy
is adopted when there is no competition in the market and the new product has
some distinctive characteristics. High price strategy at the introduction stage will
help the firm to recover its research and development costs, and also the high
promotion expenditure incurred within a short period before the competitors come
out with substitute products.

This price policy first attracts those customers who are willing to pay a
premium price for the product to have the satisfaction of owing the product first.
After exhausting the creamy layer, the prices are reduced slowly to attract customers
who are willing to pay that price. Over a period, all the possible layers of the
customers are exhausted. This policy also matches the production capacity of the
firm, i.e., the firm may have little production capacity in the beginning which matches
the low demand because of the high price and firm increases its production capacity
over a period which again matches the increased demand as a result of reduction
in price.

(b) Penetration Pricing Policy

Some of the firms set a relatively low price for their new product. This is done
hoping to attract large number of customers and gain a large market share.
Penetration pricing is advised when the firm finds it difficult to find sufficient number
of customers who would purchase the product at a higher price.

Choice between skimming price policy and penetration pricing policy
depends on several factors such as the rate of market growth desired, erosion of
the distinctiveness of the product, cost structure of the product and the nature of
the product. When a high market growth is expected in a short period of time, the
product losses its distinctiveness very soon; cost of manufacturing is less and the
product is a consumer non-durable, penetration policy is preferred. Otherwise,
skimming price policy is adopted.
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4.8 DISCOUNTS AND REBATES

Discount and rebate are commonly used terms in today’s dynamic markets,

especially the e-commerce world. Rebate and discount are distinct forms of price-

cuts which directly or indirectly promote the overall sales of a business. Both the

terms may sound similar. However, there is a considerable difference between

discount and rebate applied.

Rebate: It is provided by a seller to the buyer for reasons such as inferior

quality of goods, inaccurate quantity, missing buyer-specific features in the final

product, delayed supply, etc. Unlike trade discount which is provided mainly for

high quantity buying, a rebate is for reasons which help a supplier to provide

healing touch in a situation that is unfavorable during the process of selling.

Example of Rebate: Goods worth ̀  10,000 were sold by Unreal Corp.

to ABC Corp., but some of the goods were of poor quality. Therefore, after a

mutual agreement, Unreal Corp. allowed a rebate of ̀  1,000, i.e., 10%.

Discount: It is granted by a seller to the buyer in two distinct forms: trade

discount and cash discount. It may be allowed out of the selling price (also known

as maximum retail price or catalogue price) or as a reduction from the net amount

payable.

Trade Discount: It is provided to encourage large quantity buying and is

mostly provided to resellers.

Cash Discount: It is provided to encourage early payment. This helps the

seller to maintain cash flow and healthy working capital.

Example of Discount: Goods worth ̀  10,000 were sold by Unreal Corp.

to ABC Corp. at the rate of 10% each. Cash discount is allowed at the rate of 5%

if payment is made within 15 days. This means a trade discount of 10% and an

additional 5% discount if the payment is made within 15 days of the sale.

Difference between Discount and Rebate

Definition

Reason

Discount

Discount is the reduction offered

by a seller to the buyer from the

purchase price of goods or

services.

To promote high quantity

purchases or receive early

payments before a certain due

date.

Rebate

Rebate is refund or return of

currency value that a seller of goods

provides to the buyer for various

different reasons.

For various reasons which are

unfavorable during the purchase

cycle such as poor quality, delay in

delivery, etc.
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Check Your Progress

1. Discuss importance of price in the marketing mix.

2. Explain various factors affecting price of product/service.

4.9 CONCEPT AND ROLE OF DISTRIBUTION
CHANNELS

4.9.1 Meaning of Channels of Distribution
Channel of Distribution refers to the chain of businesses or intermediaries through

which a good or service passes until it reaches the end consumer. A distribution

channel can include wholesalers, retailers, distributors and even the internet.

Type of

Transaction

Impact on

Invoice

Recording in

book of

accounts

Timing

Consideration

Trade discount is offered both on

cash and credit sale. However,

cash discount is only offered on

a prompt repayment.

Trade discount is reduced from

the original value even before the

invoice is generated. Cash

discount, on the other hand, is

reduced from the final invoice

value.

In case of a trade discount, it is

not shown in the books of

accounts whereas a cash

discount is recorded in the

income statement as an expense.

It is applied at the time of

occurrence of an event, i.e.,

before the sale or purchase has

been completed.

Trade discount is provided

considering the quantity bought.

Cash discount is provided

considering the time of payment.

Rebate is allowed on both

cash and credit sales.

The amount of rebate does not

affect the original invoice as

the adjustment is made post-

sale. The effect is shown in

trading account and the

income statement.

It is shown separately in the

financial statements as it is

provided after the sale has

already been recorded.

It is used after an event has

been recorded, i.e., post the

sale or purchase has been

completed.

Rebate is provided

considering all the reasons for

which a trade discount or cash

discount is not offered.



Price

NOTES

Self-Instructional
             Material   153

Definitions of Channels of Distribution

According to Philip Kotler, “Every producer seeks to link together the set of

marketing intermediaries is called the marketing channel; also called Trade Channel

or Channel of Distribution”.

According to McCarthy, “Any sequence of institution from the producer to

the consumer including one or any number of middlemen is called Channel of

Distribution”.

4.9.2 Need for Channels of Distribution
(i) Helps in the Production function: The producer can concentrate

on the production function leaving the marketing problem to middlemen

who specialize in the profession and their services best utilized for selling

the product.

(ii) Marketing Demand and Supply: The chief function of intermediaries

is to assemble the goods from many producers in such a manner that a

customer can make effective purchases with ease.

(iii) Financing the Producer: Middlemen orders and purchases products

in bulk from the producers to undertake large-scale production and in

adopting better techniques of production because they have no problem

for finance.

(iv) Aid to Communication: The middlemen are connecting link between

the producer and the buyer. Middlemen have complete knowledge of

consumer behavior and the market. They communicate the necessary

information to the producer so that they may produce according to the

needs of the consumers.

(v) Stabilizing the Prices: The middlemen help to stabilize the prices. By

stocking goods, constant flow of goods to the market is assured at a

place where they are wanting and at a proper time. Thus, middlemen

create place, time and possession utilities to the products and maintain

the prices.

(vi) Promotional Activities: Middlemen also perform various promotional

activities like advertising, personal selling and sales promotion. Sometimes

wholesaler does it alone for the producer. Retailer also performs such

activities by displaying the product in his window which attracts the

customers.

(vii) Pricing: In pricing the product, the producer should invite the suggestions

from the middlemen who are very close to the ultimate users and who

know the consumer behavior aptly. Pricing may be different for different

markets or products depending upon the channel of distribution.
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4.9.3 Importance of Channels of Distribution
The channels of distribution refer to the various link-roads which connect the

producer and the final consumer. Production is meant for distribution. There are

various products and also various ways or link-roads which may be used for the

products to reach the ultimate consumers.. The paths by which products may be

channelized may be straight, short, direct or long and indirect.

Manufacturers are to depend on and rely on the persons who operate

between the producer and the consumer. It is principally on the nature of the

product that will determine the nature of its passage to the consumer.

A middleman may be adequate for the product to reach the consumer or a

number of middlemen may be required considering the nature of the product and

the distance between the producer and consumer. However, the significance of

the channels cannot be overemphasized.

It is common sense to appraise the need of a channel or a number of channels

for a product to meet the consumer. The ultimate object of the marketing mixture

all are the means and an end in themselves, the end is to place the products in the

hands of the consumers who are ready to pay for them.

Middlemen bridge the gap between the producer and the consumer. The

channels or routes may be different but agents must be waiting for the work of

conveying the products to the consumers but for which activity, the whole of the

marketing functions result in nothingness.

So, the significance of the channels of distribution is so evident that it leaves

very little scope to impress upon others the significance that the channels do possess.

4.10 TYPES OF DISTRIBUTION CHANNEL

There are different channels of distribution which are explained as follows:

1. Manufacturer – Consumer – Channel: This type of channel contains

different alternatives such as:

(a) Sale through advertising and direct methods (mail order selling)

(b) Sale through traveling sales force (house to house can passing)

(c) Sale through retail shops of manufacturer

For example, Bata Shoe company Shops.

2. Manufacturer – Retailer – Ultimate Consumer: This channel is

useful for the buyers or large retailer, e.g., a department store, discount

hours, chain store, supermarket, big mail-order house or co-operative

stores. The wholesaler can be bypassed in this trade route. It is also

suitable when products are perishable and speed in distribution is

essential. However, the manufacturer has to perform functions of a

wholesaler such as storage, insurance, financing of inventories and

transport.
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3. Manufacturer – Wholesaler – Retailer – Consumer: This channel

is suitable for a producer under the given conditions:

(a) He has a narrow product line.

(b) He has limited finance.

(c) Wholesalers are specialized and can provide strong promotional

support.

(d) Products are durable and not subject to physical deterioration or

fashion changes.

4. Manufacturer – Agent – Wholesaler – Retailer – Consumer: Under

this channel, the producer uses the service or an agent/middleman such

as a sales agent for the initial dispersion of goods. The agent in turn may

distribute to wholesalers. Many textile mills have sales agents for

distribution.

In marketing manufactured goods, agent/middlemen are used by

manufacturers to make themselves free from marketing tasks. An agent

middleman sells on commission basis directly to wholesaler or large

retailer.

5. Manufacturer – Wholesaler – Consumer/User: Wholesaler may

bypass retailer when there are large and institutional buyers, e.g.,

government, consumer co-operative, hospitals, industrial buyers, etc.

4.11 FACTORS AFFECTING CHOICE OF A
DISTRIBUTION CHANNEL

The channel choice is influenced by several factors. Such factors may be classified

as factors relating to:

1. Product Characteristics

2. Markets Factors

3. Company Characteristics

4. Middlemen Consideration

5. Environment

1. Product Characteristics

The product characteristic plays an important role in influencing the channel selection.

The marketing executive must study the uses of a product, its frequency of purchase,

perishability, rapidity of fashion change, the service required and its bulkiness.

(a) Purchase Frequency: The more frequently purchases are made, more

feasible it is for the manufacturer to use direct distribution. This requires

extensive distribution which involves a financial consideration.
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(b) Perishability: Perishable products like bakery products, fruits and

vegetables, sea food, etc. must be placed in the hands of the final

consumer as soon as possible after production. These require more of

direct marketing because of the risk associated with repeated handling

and delays.

(c) Weight and Technicality of the Product: Products that are bulky,

large in size and technically complicated are usually sold directly by the

company to the consumers because of the difficulty of finding middlemen

for these lines. Moreover, these products which are of technical in nature

require more of after-sales service to the consumers and these must be

supplied either directly or through the shortest possible route.

(d) Selling Price Per Unit: If selling price per unit is low, the channel

distribution may be long as in case of cigarette and watches. If selling

price is more, the channel is more direct as in case of radio and television.

(e) Standardized Products or Ordered Products: Standardized products

each unit of which is similar in color, weight, size, quality, etc. have an

indirect or lengthy channel of distribution. If products are not standardized

and are produced on order, they have direct selling.

2. Markets Factors/Consumer Factors

The following market or supply characteristics influence the channel decision:

(a)  Consumer or Industrial Market: The producer of consumer product

may choose a long channel involving wholesalers and retailers depending

upon the nature of product. In case industrial of product, the channel is

comparatively short because retailer’s services are required in such cases.

(b) Number of Purchasers: Where number of consumers is large, the

channel may be indirect, and services of wholesalers and retailers become

necessary. But, if customers are few, direct sale can be entertained through

representatives.

(c) Geographical Distribution: If customers are geographically

dispersed, the channel may be long. In contrast, if they are concentrated,

the direct selling may be done.

(d) Size of Orders: Where customers purchase small quantities frequently

and regularly, lengthier marketing channels are indicated. If the size of

order from the consumer is large, the channel may be shorter.

(e) Policies of Competitors: The channels of distribution are also affected

by the policies of the competitors in this regard. If most of the competitors

are distributing their products through middlemen, the enterprise must

also decide to do so.

(f) Customer’s Buying Habits: Customer’s buying habits also affect

channels of distribution decision. If the consumer expects credit facilities,
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desires to purchase all necessaries at one place one desire for the personal

services of the salesman. The channel may be lengthier or shorter

depending upon the capacity of providing those facilities and meeting

out the needs of the customers.

3. Company Characteristics

This choice of channel is also influenced by company characteristics such as its

financial position, size and product mix, morale, of its employees, past channel

experience, executive prejudices and overall marketing policies:

(a) Financial Resources: The financial strength of the company determines

which marketing tasks, it can handle efficiently and which ones are to

delegate to the middlemen. A company having good financial resources

may engage itself in direct marketing in a profitable manner. A weak

financial position may force a company to use financially strong

intermediaries even if this is not profitable.

(b) Size of the Company: A large company already handling a wide line of

products may be in good position to take an additional product of the

same line and handle it in the same way, usually directly. But a smaller

firm or one with narrow lines would find middlemen practical.

(c) Product Mix: A fresh expansion of plant capacity may require more

aggressive channels. If the product mix of a company is wider, it can

deal with its customers directly. Similarly, consistency in the company’s

product mix ensures heterogeneity of its marketing channels.

(d) Attitude of Company Executives: The attitude of the company

executives may also influence the channel selection. Their experience of

working with certain type of middlemen may tend to develop channel

preferences or prejudices.

(e) Marketing Policies: The company’s marketing policies such as speedy

delivery, after-sales-services, heavy ad, uniform retail price, etc. can

provide the services to customers. According to company marketing

policies, it can delegate its selling activity to middlemen, and otherwise,

it may engage itself in direct selling

(f) Goodwill of the Company: If the producer is of repute, he can select

any channel of his choice because every middleman is ready to work

for such a reputed producer and popular products. If the producer is

new or does not enjoy such reputation, he should take the advantage of

the reputation of the middlemen and should select the channel which

enjoys high reputation.

4. Middlemen Consideration

The choice of channel also depends upon the strengths and weaknesses of various

types of middlemen performing various functions. Their behavioral differences,
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product lines, the number, location, size, etc. differ and affect the design of the

channel.

(a) Attitude of the Middlemen: The attitude of the middlemen towards

the company’s policies may affect the channel decision. For example,

some middlemen desire to fix their own price for the product the company

agrees to allow them to do so. They can very happily agree to sell the

products of the company. On the other hand, if the company likes to

follow the Resale Price Maintenance Policy, the choice is limited.

(b)   Service Provided by Middlemen: Services provided by the middlemen

may affect the choice of the channel. If the middlemen can provide the

services to the customers who the company requires to provide, the

middlemen can be appointed; otherwise, company will sell the product

directly to the consumer.

(c) Availability of the Middlemen: The kinds of specialists, the marketing

manager would like to use, middlemen may not be available or willing to

co-operate, especially, if the company is a late entrant in the field and

his competitors already have tied up the middlemen perhaps as a part of

a selective or exclusive distribution policy. In such case, a manufacturer

has to make use of the services of the middlemen whoever available in

the market or it has to manage its own channel.

5. Environment

The environmental factors such as economic, ethical and social conditions, and

law of the land also influence the channel decision.

(a) Economic Conditions: When economic conditions are depressed,

the producers prefer shorter channels to cut costs.

(b) Legal Restrictions: If there is any legal restriction on the selling activity,

the producer will be restricted to do so. For example, under MRTP

Act, any practice which may have the effect of unreasonably preventing

or lessening competition in the supply of goods or services is not

permissible.

(c) Social and Ethical Considerations: Social and ethical considerations

such as distribution through black marketing involves question of ethics

and injurious to society.

Thus, above are the factors that influence the channel decision of the product

and the producer does not always enjoy complete freedom in selecting the

marketing channels.

Types of Marketing Channels

Channel is a pipeline for goods from manufacturers to consumers. Different channels

may be used for:
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1. Consumer Goods

2. Agricultural Goods

3. Industrial Products

1. Channels of Distribution for Consumer Goods

(a) Through Agency that stands between Manufacturer and the
Wholesaler: The agencies here mainly constitutes the brokers, the

manufacturers, agents, the commission merchant and the export

merchant.

(b) Selling to Wholesalers who in turn sell it to Retailers: It is the

traditional channel. The wholesalers buy in bulk from the manufacturer

and sell it to the retailer buyers. The wholesaler is always a merchant

middleman. He tries to sell for more than he pays.

(c) Selling directly to Retailers or to Dealers: Here, the manufacturer

assumes the functions of wholesalers and brokers. This requires an

efficient sales force. The channel tries to eliminate wholesalers from the

distribution channel. This channel is currently receiving increased

attention after creation of supermarkets and departmental stores.

2. Agricultural Products

One of the chief characteristic features of the distribution of agricultural products

is the presence of a large number of brokers and agents. They perform a number

of functions of their own. They sometime act as assemblers, and thereafter instead

of selling the products to the ultimate consumers, sell it to the wholesalers.

3. Industrial Products

The industrial goods have more or less fixed pattern. Naturally, the channels available

are also less complicated. Major channels recognized in industrial markets are:

(a) Producer-Industrial Distributor-User: This is the most commonly

used channel. Manufacturers of machinery prefer to adopt this channel

to avoid unnecessary expenditure or transportation.

(b) Producer-Industrial Distributor-Users: This channel is used in the

distribution of accessory equipment which are required by users. The

user cannot always approach the manufacturers for their requirements.

(c) Producer-Agent-User: Small sized manufacturers who do not have

their own marketing departments find it convenient to have agents at

different selling points.

(d) Producer-Agent-Industrial Distributor-User: It is a combination

of the above two channels adapted to suit varying conditions on the

basis of geographical factors.
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Check Your Progress

3. Explain the various distribution channels.

4. Discuss the factors affecting choice of a Distribution Channel.

4.12 RETAILER

Retailers are part of an integrated system called the supply chain. They purchase

goods or products in large quantities from manufacturers directly or through a

wholesaler and then sell smaller quantities to the consumer for a profit. It includes

subordinated services such as delivery. It can be done in either fixed locations like

stores or markets, door-to-door or by delivery. It is also applied where a service

provider services the needs of a large number of individuals, such as for the public.

Shops may be on residential streets, streets with few or no houses or in a shopping

mall. In the present scenario, the amount of retailing is done using online websites,

electronic payment and then delivered via a courier or via other services.

Definition of Retailer

According to Kotler, “A retailer is any business enterprise whose sales volume

comes primarily from retailing”.

Functions of Retailer

Functions performed by a retailer can be summarized as follows:

1. A retailer performs the dual functions of buying and assembling of goods.

The responsibility of a retailer is to identify the most economical source

for obtaining the goods from the suppliers and passing on the advantages

to the consumer.

2. The retailers perform the functions of warehousing and storing. They

store the goods in bulk and make them available as per the requirement

of the consumer. Warehousing and storekeeping helps in ensuring

uninterrupted availability of the goods to the consumers.

3. The primary function of a retailer is selling the products to the customers

for which various techniques or business practices are being adopted

by the retailer to achieve the strategic goals.

The prime focus of a retailer is on maximizing customer satisfaction by

delivering quality products and services both on cash as well as credit

basis. As a result of which, retailer always runs the risk of accumulating

bad debts on account of non-payment of the amount from the consumer.

4. A retailer needs to have robust risk management capabilities. Various

kinds of risks can be involved in a retail business which a retailer should

be well prepared with like loss or damage of the products due to
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deterioration in quality, perishability or spoilage. A change in customer’s

buying preferences or tastes can also affect the retail business to a great

extent, or even the products may be damaged due to the natural calamities

or vagaries of nature.

5. A retailer performs the crucial function of grading for all those goods

which at times are either left ungraded by the wholesalers or manufacturers

so that the customers readily accept the goods.

6. The retailer is responsible for the packing of goods in small packages or

small containers for the customer’s convenience.

7. The retailers are the direct point of contact or communication with the

customers. Hence, they gather information regarding the changing tastes

and preferences of the consumers, and pass on the customer feedback

to the manufacturers for continuous improvement in service delivery.

8. Retailers act as a vital channel for the launch of new products in the

market as they are the direct interface with the consumers and can

communicate directly with the target consumers about the new product

features and advantages.

9. The retailers are responsible for the product promotion and advertisement

by planning the product displays and visual merchandising for attracting

the customers.

Services Provided by a Retailer

To Customers:

1. A retailer ensures ready stock availability of goods for the customers in

sufficient quantities and sells the goods to the customers as per their

quantity specifications.

2.  A retailer ensures availability of a wide variety of choices of products

for the customers by keeping different varieties at various prices and

also different brands as well.

3. A retailer can provide credit facilities and heavy cash discounts on the

purchase of different products to the customers.

4. Retailers can provide customized services and pay personalized attention

to the customers for achieving a higher level of satisfaction with the

delivery of product or service.

5. Retailers introduce new products to the customers and also guide them

with the usage of the products.

6. Retailers can provide additional services like free home delivery or after-

sales services.
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7. Retailers purchase and maintain a stock of those products which are

mostly demanded by the customers. They aim at catering to the

requirements of all kinds of customers with varied buying capacities.

To Wholesalers:

1. Retailers are a valuable source of information and feedback for the

wholesalers who in turn pass on the same information to the producers

of the products. Crucial information related to the changes in the buying

preferences of the customers, their experience with the usage of the

products, feedback on the prices and quality of the products is passed

on to the wholesalers. This helps in improving the existing services and

in customizing the product solutions as per the requirements of the

customers.

2. A retailer absorbs most of the burden of the wholesaler and also of the

manufacturer by selling the goods in small quantities to the customers.

The wholesalers are relieved from the burden of maintaining direct touch

with the customers and managing the entire gamut of activities involved

in convincing the customers for purchasing their products.

3. Retailer supports the wholesaler by acting as a channel for distributing

the goods to the customers.

4. Retailer acts as the point of contact between the customer and the

wholesaler. They are responsible for creating and improving the demand

for various products by taking care of the display and merchandising

activities.

5. Retailers act as a major source of funding for the wholesale trade by

placing the orders and making payments in advance to the wholesalers

for those goods.

Major Activities involved in Logistic Management

1. Transportation

This activity helps an organisation to exploit market opportunities to a great extent.

Inadequate transport services like non-availability of transport services, etc. will

hamper marketing activities. Following factors should be considered while selecting

transportation mode:

(i) Cost

(ii) Dependability

(iii) Reach of the mode

(iv) Transit loss and damage

(v) Speed at which firm is able to reach the market
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2. Warehousing

Organisation may decide to own its own warehouse or can go for a third

party warehouse. Whenever a firm uses its own or a third party warehouse, it has

to take following decisions:

(i) Number of warehouses and their location

(ii) Cost of distribution

(iii) Level of customer service required

(iv) Technology to be deployed that is automated

3. Wholesaling

It includes all activities involved in selling goods and services to those buying for

resale or business use. A retail bakery is engaging in wholesaling when it sells

pastry to the local hotel.

4.13 WHOLESALERS

Wholesaling includes all activities involved in selling goods and services to those

buying for resale or business use. A retail bakery is engaging in wholesaling when

it sells pastry to the local hotel.

Characteristics of Wholesalers

The following are the main characteristics of wholesaler:

(i) Wholesalers generally buy merchandise direct from the producers in

large quantities mainly in cash.

(ii) They are a trading concern having an army of agents and stock the large

quantities of goods, supply or sell goods to the retailers directly or through

their agents in small quantities.

(iii) Generally, wholesalers are financially of good health. They purchase

goods in cash from the manufacturers and sell to the retailers on credit.

(iv) Wholesalers profit margin is very small so that they can maximize their

sales volume to earn maximum profit.

Types of Wholesalers

Wholesalers fall into two major groups:

(i) Merchant wholesalers: Merchant wholesalers include two broad types:

full service wholesalers and limited service wholesalers.

(ii) Brokers and agents: Brokers and agents differ from merchant

wholesalers in two ways: they do not take title to goods, and they perform

only a few functions. Like merchant wholesalers, they generally specialize

by product line or customer type.
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Functions of Wholesalers

(i) Selling and Promoting: Wholesaler’s sales forces help manufactures

reach many small customers at a low cost. The wholesaler has more

contacts and is often more trusted by the buyer than the distant

manufacturer.

(ii) Buying and Assortment Building: Wholesalers can select items and

build assortment needed by their customers, thereby saving the

consumers much work.

(iii) Bulk Breaking: Wholesalers save their customers money by buying in

carload lots and breaking bulk.

(iv) Warehousing: Wholesalers hold inventories, thereby the inventory

costs and risks of suppliers and customers.

(v) Transportation: Wholesalers can provide quicker delivery to buyers

because they are closer than the producers.

(vi) Financing: Wholesalers finance their customers by giving credit, and

they finance their suppliers by ordering early and paying bills on time.

(vii) Risk Bearing: Wholesalers absorb risk by taking title and bearing the

cost of theft, damage, spoilage and obsolescence. These risks may occur

on account of change in prices and demand, spoilage of goods and bad

debts.

(viii) Market Information: Wholesalers give information to suppliers and

customers about competitions, new products and price developments.

(ix) Management Services and Advice: Wholesalers often help retailers

train their sales clerks, improve store layouts and displays, and set up

accounting and inventory control systems.

Services Rendered by the Wholesalers

(i) Services to Manufacturers

The wholesaler renders the following services to the manufacturers:

(a) Concentration on Production: By taking over the marketing function

from the manufacturer, the wholesaler enables him to concentrate on the

problems of production.

(b) Helpful in Large-scale Production: The manufacturer gets more or

less standard type through the wholesalers. The wholesalers either

purchase goods in bulk from the manufacturers for resale or collect

orders from the retailers and pass on them to the manufacturers.

(c) Distribution Facilities: Wholesaler is the vital link between

manufacturers and consumers. The manufacturer does not have to take
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the trouble of collecting small orders and supplying them to a large number

of retailers.

(d) Helpful in Demand Analysis and Forecasting: The manufacturers

can regulate their production and estimate their sale or demand according

to the changes in the direction and pattern or demand.

(ii) Services of Wholesalers to Retailers

(a) Purchasing Facilities: A retailer has a large number of customers to

deal with and has therefore to keep a wide variety of products in store

to cater the individual needs.

(b) Financial Assistance: Wholesaler finances the bulk of retail trade by

supplying goods on credit. Due to small capital, most of the retailers buy

goods on credit from wholesalers and pay them when they collect the

money by selling the goods to the ultimate customers.

4.14 PHYSICAL DISTRIBUTION OF GOODS

Distribution decisions focus on establishing a system that, at its basic level, allows

customers to gain access and purchase a marketer’s product. However, marketers

may find that getting to the point at which a customer can acquire a product is

complicated, time-consuming, and expensive. The bottomline is a marketer’s

distribution system must be both effective, i.e., delivers a good or service to the

right place, in the right amount, in the right condition and efficient, i.e., delivers at

the right time and for the right cost.

Distribution decisions are relevant for nearly all types of products. While it

is easy to see how distribution decisions impact physical goods, such as laundry

detergent or truck parts, distribution is equally important for digital goods, e.g.,

television programming, downloadable music, etc. and services, e.g., income tax

services. In fact, while the Internet is playing a major role in changing product

distribution and is perceived to offer more opportunities for reaching customers,

online marketers still face the same distribution issues and obstacles as those faced

by offline marketers.

The channel of distribution is the pathway taken by goods and services as

they flow from the point of production of the point of consumption and includes a

sequence of marketing agencies. After production, the next problem faced by a

producer is that of selling and distributing. Because production is made to satisfy

the needs of the consumers, so it must reach to the consumer for whom it is made.

Thus, a way through which goods flow from the producer to the consumer is

called Channel of Distribution. The entire function of getting goods into the hands

of the consumer is often referred to as distribution. The term channel of distribution

is ready to denote the middlemen engaged in moving goods from the place of

consumption. It is the channel through which goods are made to move as smoothly
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as possible to the desired places. In other words, the route by which goods move

from the place of production to the place of consumption is termed as “Channels

of Distribution”.

A value network is a system of partnerships and alliances that a firm creates

to source, augment and deliver its offerings. This perspective yields several insights.

First, the company can estimate whether more money is made upstream or

downstream, in case it might want to integrate backwards or forward. Second,

the company is more aware of disturbances anywhere in the supply chain that

might cause costs, prices or supplies to change suddenly. Third, more companies

are eager to go online with their business partners to carry on faster and more

accurate communications, transactions and payments. This will reduce costs, speed

up information, and increase accuracy. Most producers do not sell their goods

directly to the final users; between them stands a set of intermediaries performing

a variety of functions. These intermediaries constitute a marketing channel also

called a trade channel or distribution channel.

Physical Distribution Management (PDM) is concerned with ensuring that

the individual efforts that go to make up the distributive function are optimized so

that a common objective is realized. This is called the ‘systems approach’ to

distribution management and a major feature of PDM is that these functions be

integrated.

There are two central themes that should be taken into account:

(i) The success of an efficient distribution system relies on integration of

effort. An overall service objective can be achieved, even though it may

appear that some individual components of the system are not performing

at maximum efficiency.

(ii) It is never possible to provide maximum service at a minimum cost. The

higher the level of service required by the customer, the higher the cost.

Having decided on the necessary level of service, a company must then

consider ways of minimizing costs, which should never be at the expense

of or result in, a reduction of the predetermined service level.

Physical Distribution process

The distribution process begins when a supplier receives an order from a customer.

The customer is not too concerned with the design of the supplier’s distributive

system, nor in any supply problems. In practical terms, the customer is only

concerned with the efficiency of the supplier’s distribution, i.e., the likelihood of

receiving goods at the time requested. Lead time is the period of time that elapses

between the placing of an order and receipt of the goods. This can vary according

to the type of product and the type of market and industry being considered. Lead

time in the shipbuilding industry can be measured in fractions or multiples of years,

whilst in the retail sector, days and hours are common measures. Customers make

production plans based on the lead time agreed when the order was placed.
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Customers now expect that the quotation will be adhered to and a late delivery is

no longer acceptable in most purchasing situations. Physical distribution process

consists of the following elements:

1. Order Processing

2. Inventory

3. Warehousing

4. Transportation

1. Order Processing

Order processing is the first of the four stages in the logistical process. The efficiency

of order processing has a direct effect on lead times. Orders are received from the

sales team through the sales department. Many companies establish regular supply

routes that remain relatively stable over a period of time providing that the supplier

performs satisfactorily. Very often, contracts are drawn up and repeat orders are

made at regular intervals during the contract period. Taken to its logical conclusion,

this effectively does away with ordering and leads to what is called ‘partnership

sourcing’. This is an agreement between the buyer and seller to supply a particular

product or commodity as and when required without the necessity of negotiating

a new contract every time an order is placed. Order processing systems should

function quickly and accurately. Other departments in the company need to know

as quickly as possible that an order has been placed and the customer must have

rapid confirmation of the order’s receipt and the precise delivery time. Even before

products are manufactured and sold, the level of office efficiency is a major

contributor to a company’s image.

2. Inventory

Inventory, or stock management, is a critical area of PDM because stock levels

have a direct effect on levels of service and customer satisfaction. The optimum

stock level is a function of the type of market in which the company operates. Few

companies can say that they never run out of stock, but if stock-outs happen

regularly, then market share will be lost to more efficient competitors. Techniques

for determining optimum stock levels are illustrated later in this chapter. The key

lies in ascertaining the re-order point. Carrying stock at levels below the re-order

point might ultimately mean a stock-out, whereas too high stock levels are

unnecessary and expensive to maintain. The stock/cost dilemma is clearly illustrated

by the systems approach to PDM that is dealt with later.

3. Warehousing

Marketing texts tend to pay more attention to warehousing. This is mainly because

of the relatively longer distances involved in distributing in India, where it can

sometimes take days to reach customers by the most efficient road or rail routes.

The logistics of warehousing can, therefore, be correspondingly more complicated
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in India than in the UK. However, the principles remain the same and indeed the

European Union should be viewed as a large ‘home market’. Currently, many

companies function adequately with their own on-site warehouses from where

goods are dispatched direct to customers. When a firm markets goods that are

ordered regularly, but in small quantities, it becomes more logical to locate

warehouses strategically around the country. Transportation can be carried out in

bulk from the place of manufacture to respective warehouses where stocks wait

ready for further distribution to the customers.

4. Transportation

Transportation usually represents the greatest distribution cost. It is usually easy to

calculate because it can be related directly to weight or numbers of units. Costs

must be carefully controlled through the mode of transport selected amongst

alternatives and these must be constantly reviewed. During the past 50 years,

road transport has become the dominant transportation mode in India. It has the

advantage of speed coupled with door-to-door delivery. The patterns of retailing

that have developed and the pressure caused by low stock holding and short lead

times have made road transport indispensable. When the volume of goods being

transported reaches a certain level, some companies purchase their own vehicles,

rather than use the services of haulage contractors.

4.15 TRANSPORTATION

Transportation is moving whatever comes out of one location to the next location.

That might mean transporting something from a manufacturer to a distributor, or

from a distributor to a customer.

Types of Transportation

1. Road Transport

Road transport exists in all parts of the world. This involves the use of motor

vehicles (cars, lorries, buses, bicycles, trucks, etc.). There are various types of

roads according to size and functions, some roads are tarred while others are not.

The best of these roads are the modern roads which link major towns. Road

transport, when compared with other modes of transportation, is more flexible. It

is relatively cheaper and faster. Road transport has a high capacity for carrying

goods over short distances. Maintenance is one of the major disadvantages of this

mode of transport.

2. Railway Transport

Railways were developed during the period of the industrial revolution in the 19th

century. These were partly for political reasons and for economic reasons. In

many countries, they were built especially to penetrate isolated regions and help

promote political unity. The major advantage of railway transport includes the
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provision of reliable services. It has the ability to convey heavy and bulky goods;

it is also very cheap, safe, and comfortable for passengers over a long distance.

3. Water Transport

Water transport is very important because it is the cheapest way of transporting

bulky goods over a long distance. In the world, there are two major types of

water transport, namely inland water transport and ocean water transport.

4. Ocean Waterways

Ocean waterways carry a lot of the world’s trade. The majority of the bulky

goods, materials and passengers pass through ocean waterways from one country

to another at the cheapest cost.

5. Air Transport

Air transport is the newest means of transport. It was introduced in 1903 but

developed into full means of transporting people and goods in the 1930s. The

greatest air transportation started after the Second World War (WWII). This

mode of transportation can be used for both domestic and international flights.

6. Pipeline Transport

This system of transportation involves the use of hollow pipes in the transportation

of water, crude oil, petroleum and gas. This mode of transportation is safer than

using tankers or trailers in the transportation of these liquids.

4.16 WAREHOUSING

Warehousing is the process of storing physical goods before they are sold or

further distributed. Warehouses safely and securely store products in an organized

way to track where items are located, when they arrived, how long they have

been there, and the quantity on hand.

Functions of Warehousing

1. Storage

This is the basic function of warehousing. Surplus commodities which are not

needed immediately can be stored in warehouses. They can be supplied as and

when needed by the customers.

2. Price Stabilization

Warehouses play an important role in the process of price stabilization. It is achieved

by the creation of time utility by warehousing. Fall in the prices of goods when

their supply is in abundance and rise in their prices during the slack season are

avoided.
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3. Risk Bearing

When the goods are stored in warehouses, they are exposed to many risks in the

form of theft, deterioration, exploration, fire, etc. Warehouses are constructed in

such a way as to minimize these risks. Contract of bailment operates when the

goods are stored in warehouses.

A warehouse keeper has to take the reasonable care of the goods and

safeguard them against various risks. For any loss or damage sustained by goods,

warehouse keeper shall be liable to the owner of the goods.

4. Financing

Loans can be raised from the warehouse keeper against the goods stored by the

owner. Goods act as security for the warehouse keeper. Similarly, banks and

other financial institutions also advance loans against warehouse receipts. In this

manner, warehousing acts as a source of finance for the businessmen for meeting

business operations.

5. Grading and Packing

Warehouses nowadays provide the facilities of packing, processing and grading of

goods. Goods can be packed in convenient sizes as per the instructions of the owner.

Check Your Progress

5. Discuss the functions of Retailer.

6. Explain about the Transportation and Warehousing.

4.17 ANSWERS TO CHECK YOUR PROGRESS

1. Discuss importance of price in the marketing mix.

(i) Sales Increase: A low price can achieve the objective of increase in

sale volume. A low price is not always necessary. A right price can

stimulate the desired sales increase. In practice, price and non-price

objectives are co-ordinated to produce the desired increase in sales.

(ii) Increasing the Market Share: Price is typically one of those factors

that carry the heaviest responsibility for improving or maintaining market

share – a sensitive indicator of customers and trade acceptance.

(iii) Profit Level: Return on investment say 15% to 20% is a common

decision in marketing. Pricing for profit is the most logical of all pricing

objectives.

(iv) Perfect Competition: Many firms desire the stabilization of price levels

and operating margins as more important than the maintenance of a

certain level of short-run profit.
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2. Explain various factors affecting price of product/service.

(i) Corporate and marketing objectives of the firm.

(ii) The image sought by the firm through pricing.

(iii) The basic characteristics of the product.

(iv) The stage of the product on the product life cycle.

(v) Price elasticity of demand of the product.

3. Explain various distribution channels.

There are different channels of distribution which are explained as follows:

(i) Manufacturer – Consumer – Channel

(ii) Manufacturer – Retailer – Ultimate Consumer

(iii) Manufacturer – Wholesaler – Retailer – Consumer

(iv) Manufacturer – Agent – Wholesaler – Retailer – Consumer

(v) Manufacturer – Wholesaler – Consumer/User

4. Discuss the factors affecting choice of a Distribution Channel.

The channel choice is influenced by several factors. Such factors may be

classified as factors relating to:

(i) Product Characteristics

(ii) Markets Factors

(iii) Company Characteristics

(iv) Middlemen Consideration

(v) Environment

5. Discuss the functions of a Retailer.

Functions performed by a retailer can be summarized as follows:

(i) A retailer performs the dual functions of buying and assembling of goods.

(ii) The retailers perform the functions of warehousing and storing.

(iii) The primary function of a retailer is selling the products to the customers

for which various techniques or business practices are being adopted

by the retailer to achieve the strategic goals.

(iv) A retailer needs to have robust risk management capabilities.

6. Explain about the Transportation and Warehousing.

Transportation is moving whatever comes out of one location to the next

location. That might mean transporting something from a manufacturer to a

distributor, or from a distributor to a customer.
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Warehousing is the process of storing physical goods before they are sold

or further distributed. Warehouses safely and securely store products in an

organized way to track where items are located, when they arrived, how

long they have been there, and the quantity on hand.

4.18 SUMMARY

The pricing decision is a critical one for most marketers, yet the amount of

attention given to this key area is often much less than is given to other

marketing decisions. This is an important element in marketing mix.  Price is

a source of revenue and a main determinant of profit. In money economy,

without prices there cannot be marketing. Only when the buyer and seller

agree on price, there can be exchange of goods and services leading to

transfer of ownership. In a competitive market, price is determined by free

play of demand and supply.

Cost-plus pricing is the simplest pricing method. The firm calculates the

cost of producing the product and adds on a percentage (profit) to that

price to give the selling price. This method although simple has two flaws;

it takes no account of demand and there is no way of determining if potential

customers will purchase the product at the calculated price.

A limit price is the price set by a monopolist to discourage economic entry

into a market, and is illegal in many countries. The limit price is the price that

the entrant would face upon entering as long as the incumbent firm did not

decrease output. The limit price is often lower than the average cost of

production or just low enough to make entering not profitable. The quantity

produced by the incumbent firm to act as a deterrent to entry is usually

larger and would be optimal for a monopolist, but might still produce higher

economic profits than would be earned under perfect competition.

Contribution margin-based pricing maximizes the profit derived from an

individual product, based on the difference between the product’s price

and variable costs (the product’s contribution margin per unit) and on one’s

assumptions regarding the relationship between the product’s price and the

number of units that can be sold at that price. The product’s contribution to

total firm profit (i.e., to operating income) is maximized when a price is

chosen that maximizes the following: (Contribution margin per unit) ×

(Number of units sold).

Mark-up is the difference between the costs of producing and selling a

product (fixed costs plus variable costs) and the market selling price of the

product. It is the difference between what you spend to produce the product

and what the customer spends to purchase it.

Pricing policy refers to the policy by which a company determines the

wholesale and retail prices for its products or services. It is the method of
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decision-making used for setting the prices for a company’s products or

services. A pricing policy is usually based on the costs of production or

provision with a margin for profit, e.g., cost-plus pricing.

Channel of Distribution refers to the chain of businesses or intermediaries

through which a good or service passes until it reaches the end consumer.

A distribution channel can include wholesalers, retailers, distributors and

even the internet.

The channels of distribution refer to the various link-roads which connect

the producer and the final consumer. Production is meant for distribution.

There are various products and also various ways or link-roads which may

be used for the products to reach the ultimate consumers.. The paths by

which products may be channelized may be straight, short, direct or long

and indirect.

Manufacturers are to depend on and rely on the persons who operate

between the producer and the consumer. It is principally on the nature of

the product that will determine the nature of its passage to the consumer.

Wholesaling includes all activities involved in selling goods and services to

those buying for resale or business use. A retail bakery is engaging in

wholesaling when it sells pastry to the local hotel. We call wholesalers those

firms engaged primarily in wholesaling activity.

Distribution decisions focus on establishing a system that, at its basic level,

allows customers to gain access and purchase a marketer’s product.

However, marketers may find that getting to the point at which a customer

can acquire a product is complicated, time-consuming and expensive. The

bottomline is a marketer’s distribution system must be both effective, i.e.,

delivers a good or service to the right place, in the right amount, in the right

condition and efficient, i.e., delivers at the right time and for the right cost.

Transportation usually represents the greatest distribution cost. It is usually

easy to calculate because it can be related directly to weight or numbers of

units. Costs must be carefully controlled through the mode of transport

selected amongst alternatives and these must be constantly reviewed.

4.19 KEY TERMS

Pricing: Pricing is the process of determining what a company will receive

in exchange for its product. It is the method adopted by a firm to set its

selling price. It depends on the firm’s average costs, and on the customer’s

perceived value of the product in comparison to his or her perceived value

of the competing products.

Cost-plus Pricing: Cost-plus pricing is the simplest pricing method. The

firm calculates the cost of producing the product and adds on a percentage
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(profit) to that price to give the selling price. This method although simple

has two flaws: it takes no account of demand and there is no way of

determining if potential customers will purchase the product at the calculated

price.

This appears in two forms. The first is Full Cost Pricing which takes into

consideration both variable and fixed costs and adds a % markup. The

other is direct cost pricing which are variable costs plus a % markup. The

latter is only used in periods of high competition as this method usually leads

to a loss in the long run.

Creaming or Skimming: In most skimming, goods are sold at higher prices

so that fewer sales are needed to break even. Selling a product at a high

price and sacrificing high sales to gain a high profit is therefore “skimming”

the market. Skimming is usually employed to reimburse the cost of investment

of the original research into the product; commonly used in electronic markets

when a new range, such as DVD players, are firstly dispatched into the

market at a high price.

Limit Pricing: A limit price is the price set by a monopolist to discourage

economic entry into a market, and is illegal in many countries. The limit

price is the price that the entrant would face upon entering as long as the

incumbent firm did not decrease output. The limit price is often lower than

the average cost of production or just low enough to make entering not

profitable. The quantity produced by the incumbent firm to act as a deterrent

to entry is usually larger and would be optimal for a monopolist, but might

still produce higher economic profits than would be earned under perfect

competition.

Mark-up Pricing: Mark-up is the difference between the costs of

producing and selling a product (fixed costs plus variable costs) and the

market selling price of the product. It is the difference between what you

spend to produce the product and what the customer spends to purchase

it.

Pricing Policy: Pricing policy refers to the policy by which a company

determines the wholesale and retail prices for its products or services. It is

the method of decision-making used for setting the prices for a company’s

products or services. A pricing policy is usually based on the costs of

production or provision with a margin for profit, e.g., cost-plus pricing.

Penetration Pricing: Penetration pricing is the pricing technique of setting

a relatively low initial entry price, often lower than the eventual market price,

to attract new customers. The strategy works on the expectation that

customers will switch to the new brand because of the lower price.

Penetration pricing is most commonly associated with a marketing objective

of increasing market share or sales volume, rather than to make profit in the

short-term.



Price

NOTES

Self-Instructional
             Material   175

Channels of Distribution: Channel of Distribution refers to the chain of

businesses or intermediaries through which a good or service passes until it

reaches the end consumer. A distribution channel can include wholesalers,

retailers, distributors and even the internet.

Transportation: This activity helps an organisation to exploit market

opportunities to a great extent. Inadequate transport services like non-

availability of transport services, etc. will hamper marketing activities.

Wholesaling: It includes all activities involved in selling goods and services

to those buying for resale or business use. A retail bakery is engaging in

wholesaling when it sells pastry to the local hotel. We call wholesalers those

firms engaged primarily in wholesaling activity.

Order Processing: Order processing is the first of the four stages in the logistical

process. The efficiency of order processing has a direct effect on lead times.

Orders are received from the sales team through the sales department. Many

companies establish regular supply routes that remain relatively stable over a

period of time providing that the supplier performs satisfactorily.

Inventory: Inventory, or stock management, is a critical area of PDM

because stock levels have a direct effect on levels of service and customer

satisfaction. The optimum stock level is a function of the type of market in

which the company operates. Few companies can say that they never run

out of stock, but if stock-outs happen regularly then market share will be

lost to more efficient competitors.

4.20 SELF ASSESSMENT QUESTIONS

Short Answer Questions

1. Give the meaning of price.

2. What is pricing?

3. What is pricing decision?

4. What is cost-plus pricing?

5. Give the meaning of odd pricing.

6. What is pricing policy?

7. What is skimming pricing policy?

8. What is distribution channel?

9. What is physical distribution?

Long Answer Questions

1. Explain the significance of pricing.

2. State the objectives of pricing.
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3. State the need for pricing.

4. Explain the importance of good pricing policies.

5. Discuss the factors affecting price of a product.

6. Explain the purposes of distribution decisions.

7. Discuss the need for channels of distribution.

8. Explain various functions of a distribution channel.

9. Explain various channel strategies.

10. Explain various types of pricing.

11. Explain the determination of pricing policy.

12. Discuss various pricing strategies.

13. Discuss different types of distribution channels.

14. Explain factors affecting channel choice of distribution channel.
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