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PRICE   DIFFERENTIALS



A joint U.S.-Japan price study of 112 products sold in Japan released in May 1991 found that prices of comparable products were on average 37 percent more expensive in Japan than in the United States; of the forty products in the survey made in Japan, twelve were more expensive in Japan, including a bottle of sake that was 44 percent more expensive than in the United States. Nineteen of twenty products surveyed were more expensive in Japan than in Europe. Prices of most consumer products are two to three times those found in the United States. Japanese consumers pay unfairly high prices, and imported goods face major obstacles in Japan. An imported car is inspected thoroughly. For example, automobile identification numbers are repeatedly scrutinized; even a minute variation in the length of the downstroke of a single letter has held up the release of the car for weeks.  After taxes, an imported car costs nearly double the price of the car in the domestic market; a comparable Japanese car costs less in the United States than in Japan. Producer subsidies and import barriers as well as export incentives can come to 75 percent of farmers’ incomes in Japan compared to 9 percent for cattle ranchers in the United States;  steak costs over $50 per pound in Japan. 


Reflecting an inherent desire to provide the customer with good value, a high price-quality ratio exists in Japan. Japan is not a price-sensitive market; competitive price ranked seventh among ten factors impacting success in Japan. Since most Japanese consumers are pressured by  high  housing  prices  and  increased  costs  of  living,  they  are  not so different from Americans and Europeans. They all want maximum value for purchased items. In fact, in a recent survey, 70 percent of respondents stated that they wanted reasonable prices more than high-priced quality goods. Exposure to the West has led many Japanese to believe domestic prices are too high. Nonetheless, few are willing to sacrifice services, store atmosphere, and packaging just to obtain lower prices.  


Cost of capital is not a key factor in Japanese corporate investment decisions; the fundamental mission of most Japanese corporations is not to earn a return for investors. The keiretsu, banks, industrial associations, relevant government bureaucracies, politicians, informal subsidiaries, employees, and retirees are their major constituencies. The nominal owners, the stockholders, are only one constituency and far from the most important. Stable relationships and traditional stakeholders are more important. As a result, Japanese return on investment (ROI) is 8.6 percent compared to 15.6 percent for American firms. Sales margins for American companies average 5.6 percent compared to 2.4 percent for Japanese companies. The Japanese comparative advantage in capital has been traditionally made possible by easy access to capital and extremely low costs of capital.


Japanese consumers do save a great deal of income, three or more times as much as is saved in the United States. Many self-employed  Japanese believe their income is uncertain and thus are forced to become conservative and skillful savers. In addition, most Japanese companies pay bonuses to their employees twice a year, which could be equivalent of several months’ pay.  This is often the only savings many salaryman have.  Since consumer interest rates are typically high, if loans can be found at all, savings must be maintained as emergency funds. Third, retirement worries many Japanese. A salaryman is typically required to leave his job at age fifty-five and receives only a lump sum when he retires. He cannot expect to live on the retirement money and the miserly social security available in Japan. In addition, health insurance is not adequate in Japan. Costs for higher education must be incurred for the children. Therefore, the typical Japanese worker has considerable inducement to save for the future. The tax system encourages private savings by not taxing savings. This has provided banks and insurance companies with a huge mass of capital, which is then lent to Japanese manufacturers at very low rates, giving them comparative capital advantages over foreign rivals. Finally, banks and companies own each other’s stock, giving banks a vested interest in the long-run viability of the firm, thus allowing managers of a firm to plan a long-term strategy without regard for quarterly profits.  


An aggressive penetration pricing strategy in Japan is directed toward gaining and holding market share, particularly abroad. When operating overseas, the Japanese concentrate on pursuing market share rather than profits.  Most local companies cannot do this because it is not economically feasible.  But as long as the Japanese companies have adequate financial backing (as many do), they have a high probability of success. Japanese exporters absorb significant costs, which impact profits in their home currency, to maintain and perhaps expand market share in their export markets. Import prices start low and generally remain low. Marketing arrangements such as price collusions, limits on competition, and advertising discounts are legal and extensively used in Japan.

PRICING   STRATEGY

The most important criterion guiding a company’s investment decisions is its long-term goal of maintaining and enhancing its position in the Japanese power structure (i.e., increasing market share, reducing cost, meeting and beating the competition). Considerations of profitability and capital costs play a minor role in Japanese investment decisions. Japan’s largest companies are controlled by corporate stakeholders.  There have been few true capitalists since The Second World War.  A great stress is placed on striking a balance among stockholder, employee, business partner, and consumer benefit as well as local community interest. Permanent employment means that labor becomes a fixed rather than a variable cost.  There is, therefore, extreme pressure for the Japanese firm to operate at nominal capacity as long as revenues just cover raw material costs.  The Japanese firm is operated not for the benefit of stockholders, but primarily for the benefit of employees.


Market penetration traditionally has been a much more important pricing objective than quick profit taking with a skimming approach.  Entry into a market is viewed as a long-term investment.  Individual markets are seen not as profit centers, but as pieces in one large global puzzle. If a firm can generate sufficient funds at home and in some selected country markets where its market share positions are strong, it can survive the lower returns from a low-price penetration strategy in newer markets over a relatively long period of time.  


One study indicated 87 percent of Japanese companies surveyed gave aggressive growth or market domination as their top goal whereas only one in five British or American  firms  surveyed did likewise.   Short-term profits  were twice  as important for the British and Americans as they were for Japanese companies. The Japanese concentrate their marketing investments on high-potential customer groups. Superior quality and reliability were given as key features by Japanese companies, citing customer service as a major competitive advantage by a two-to-one margin over American and British companies. Of the Japanese companies surveyed,  73 percent indicated stimulating primary demand was important, 67 percent indicated reviewing new market segments was important, and 87 percent indicated getting share and winning competitors’ customers were important, a percentage more than double that of British and American companies surveyed. The Japanese companies surveyed were found to be more committed in their market share objectives, strategically focused on expanding volume, and targeted at the higher- volume and value-added parts of the market.  Their competitive advantage lay in good products and a broad offering to attract different market segments, more effectively targeted at precise market opportunities and product positioning. The Japanese tend to take a long-term view of profit.  Even  when demand falls, staffing is still kept in line with medium- to long-term objectives because investing in and training a skilled labor force and meeting customers’ expectations are vital parts of the strategic process.


What matters for many Japanese companies is not the apparent profit an  individual product can earn, but the profitability of portfolios of related products.  If they believe it makes competitive sense to carry a product, they will, whether it is profitable or not. The competitive edge of the Japanese results from their long-term commitment,  relationship building in which  business relationships are based on trust between customer and supplier, market share growth, and the correct pricing of new products a

re all crucial for overall profitability on a medium- to long-term basis. 

*

PRICING   FACTORS


Profit tends to be disregarded in Japan. Historically Japanese merchants were bitterly criticized and often ostracized because they sought profits.  One classic Japanese proverb is “A folding screen and a merchant cannot stand up unless they are crooked.” The pursuit of optimal profits is not totally accepted. To a Japanese, normal profit means that the cost of capital is covered; capital essentially is borrowings.  Therefore, a normal profit is obtained when the  interest on the borrowed capital is paid on schedule. Kami yori usui kosen  (margin thinner than paper) is a common saying in Japanese business. In some cases, Japanese agents totally disregarding manufacturers’ list prices when selling products reflects the Japanese philosophy that “some business is better than none at all.”  


Japanese sellers view prices as a highly flexible marketing instrument. In the West, factors that determine pricing are primarily related to the product. In Japan, pricing is a strong tool used by producers to gain influence and control over their distribution channels.  Prices may be cut at any level in the marketing channel by firms that must have sufficient immediate income to meet their unavoidable costs. Small wholesalers and retailers have no competitive devices except for price competition and relationships, but vigorous price competition at the retail level is not at all common in Japan. Instead, price coordination is widespread due to the oligopolistic structure of Japanese industry.  In most branches of industry, many companies or industrial groups (keiretsu) exist, each of which has strong connections in the financial sector, the Diet, and the bureaucracy. Any attempts by one company to engage in heavy price competition could cause such a powerful negative reaction from the others that they would probably produce more harm than benefit.  


Cost-plus pricing is not the recognized price-setting formula as found in the West.  Management must first set the price and then see how costs can be brought into line. This is similar to Texas Instruments’ famous learning curves approach. The selling price is dictated by competition with other companies in the same industry.  Then companies must reconcile costs with selling price. The main weapon of the sales department is low price.  This strategy involves aggressively setting low prices to win market domination and then rapidly improving production to bring costs in line with prices. Japanese marketers spend as much time discussing the right price for an article as they do discussing the product or its promotion.  The price has to be what the consumer expects to pay. Once a price is established for a product in Japan, considerable difficulty exists in raising it. This makes initial price setting more important than in the West because prices must not change, one has to pick a price that one expects to be bound to for many years.


The Japanese enterprise tends to accept the market price as a given parameter over which it has no control; management will only be in a position to generate profits if it can control costs effectively. Instead of the American Profits + Costs = Sales Price, the Japanese equivalent is Sales Price - Costs = Profits.  The sales price, from the Japanese perspective, is determined outside the  company. The  Japanese  develop their strategies starting from given market conditions.  By accepting market prices, they are able to operate quickly at a profitable margin.  


Profits can be obtained by increasing either the margin or the quantity sold.  In the latter case, managers attempt to increase sales even with modest profits by realizing that larger profits may come later.  That is, once a company has conquered market share and the surviving few organize into an oligopoly or cartel, prices are raised to provide high profits, making up for those sacrificed earlier. At least, that is what happens in Japan.  But this is far from reality in most other markets.   
PRICING   TACTICS


Price per se is frequently only one element in a pricing package that includes discounts, rebates, financing, and free return privileges. This gives the manufacturers various advantages including a deferred and more flexible method of setting the actual final prices and leverage on the retailer. Thus, pricing is a strong tool used by producers to gain influence and control over their distribution channels.  


Successful price coordination reflects the degree of local organization and industrial cooperation achieved through the huge number of industrial associations in Japan and the usual oligopolistic structure of Japanese industry.  Most companies or industrial groups have strong connections.  Any attempt by one to engage in heavy price competition would cause a powerful negative reaction from the others. One of the fears of foreign competition in Japan is that foreigners, generally not being members of the industry association, might engage in price competition in a way that would threaten local industry and its system of highly coordinated prices. 

Retail Price  Maintenance 


The Japanese system of sales price determination is known as tatenesei.  The manufacturer fixes the retail price of each product, tells the wholesaler the price at which each product is to be distributed to retailers, and demands that retail stores throughout Japan strictly observe the retail price set by the manufacturer. The standard price is so commonplace that often Japanese ads will include the standard price for the item in commercials on national media. The standard used is retail price equals 100, wholesale price 70,  and manufacturer’s price 60.  This general formula has become established as the method for determining prices.  This system infringes on the fair trade provision of the Antimonopoly Law. Nonetheless, it is tolerated. The system attracts public attention only when a retailer disputes a manufacturer’s right to bind him to a set price. 


Both wholesalers and retailers accept the system because it has advantages for them.  If the wholesaler abides by the price set by the manufacturer, he is assured of receiving rebates in addition to the regular margin.  If the retailer goes along with the price fixed by the manufacturer, he is free from the competitive risk and assured of having the manufacturer take back unsold stock at the price he paid for it. The distribution industry accepts the system as the price for getting the manufacturing industry to take over risks. Price coordination and resale price maintenance have advantages for both the manufacturer and the retailer. When prices are uniform, consumers do not have much incentive to prefer large outlets (which can cut prices as a result of economies of scale) over small, more expensive shops. Retail price maintenance thus serves to protect the small retailers. Consequently, price coordination and real price maintenance are strongly supported by small retailers, who are a politically visible and numerically large segment of the population. One example of this can be seen in the summer.  Electric fans identical in color, shape, quality, and price are on the market, but produced by several different companies.  Numerous outlets will offer identical models of products at discount prices, but the discount prices are the same for all the discount outlets.


Discounts



Two types of discounts are used. The fixed discount is similar to discounts that are given in the West, offered or negotiated in the normal course of a business deal and usually given to all distributors at a uniform rate to promote sales through quantity purchases. This discount can be quite high in the face of strong competition or during a business slump. Japanese companies can often sell at cost in order to maintain the lifetime employment system, forgoing profits instead of laying off workers.


The unfixed discount is unpublicized and may be applied selectively to different distributors at different rates. It is sometimes given retroactively after a sale as a one- time gesture.  The Japanese goal is not   necessarily   profit   maximization,    but   often   some    higher-order social goal, many times relating to keeping employees long term; other goals such as establishing a good reputation and a close relationship may be more important than short-term profits.  The unfixed discount is a play on psychological and emotional strings. The distributor receives it on a secret basis, which provides a certain sense of special relationship and goodwill. In return, the distributor can give the manufacturer greater display area, recommend his products more, or accept a new product line that might otherwise be refused. Instead of being under continuous obligation as would be the case with a fixed discount and being exposed to pressure by competition, by granting an unfixed discount, the manufacturer is given more flexibility, since it is given out on a selective basis. Although it might be given on one product only, it serves to create goodwill toward all of the manufacturer’s product lines. It can also be stopped without hindering the business relationship.  Finally, provided the unfixed discount is also kept secret, no risk of resentment from other distributors not given the preferential treatment exists. 


Rebates

Rebates are offered across the board. Timing varies from annually to weekly; sometimes they are paid immediately.  Rebates may also be given without any formal prior agreement, in a sense creating a profit-sharing arrangement between a manufacturer and a distributor.  Unfixed rebates, being deferred and informal, might be used by a manufacturer to gain leverage on a distributor, to prevent the distributor from taking on a competing line, and to provide additional cash flow. The average rebate is estimated at around 1–2 percent of sales and varies with business performance; during a business slump, it might be reduced or eliminated entirely.


Rebates motivate wholesalers. A manufacturer may give the wholesaler a 2 or 3 percent commission on sales after the sales have been completed; for a new product, this rebate may be as much as 6 percent. Sometimes a progressive level is used to motivate wholesalers to selling larger volumes. Rebates are also often offered on a case-by-case basis to individual distributors.  The purposes of the rebate system as a sales promotion are to motivate distributors’ purchases and enhance resale, to cultivate new sales channels, to acquire new customers, to expand sales of weak product lines, to provide market entry and expansion of new products, to allow quick disposal of unfavorable  inventory,   and  to  provide  a  stable  distributor’s  margin.  Rebates can also be used as a reward: for a good location and space provided for display of the good, for an effort at sales expansion, for cooperation in a sales campaign, for installment of a special display corner, and for cooperation in an advertising effort. And, lastly, rebates can be used as a control: to maintain the price system, to encourage cash payments, to limit dealing in competitors’ products, to limit the return of goods sold, and to control the participation of a manufacturer’s channel member.  


The rebate system was developed after The Second World War, when manufacturers thought it would be the sales promotion to end all sales promotions.  As the rivalry among manufacturers grew fiercer, rebates became institutionalized as a method of competition and a means of controlling distributors and thus became mandatory.  Often goods are sold with no margin whatsoever; the wholesalers cover their selling expense with the rebates they receive from the manufacturer. 


IOUs

Tegata (promissory notes or IOUs) are another widespread characteristic of the Japanese distribution system.  This evolved due to the weak financial position of the average Japanese channel member.  A liberal extension of credit is commonplace at every stage of the distribution process. Payment periods range up to 180 days and sometimes longer for some industries and special cases.  Sometimes they are referred to as “pregnancy” notes as they may not become due for nine months or more. Given the extreme scarcity of capital in the wholesaler and retail levels, financing is a very important aspect.  Wholesalers receive long-term promissory notes from retailers; they, in return, must ask their own suppliers for equal or even longer credit terms.  This continues through the entire channel.


Wholesaler Shipments

In highly competitive industries, manufacturers often use mihakarai-okuri  (shipments based on the manufacturer’s own estimate of stock levels and market demand) because manufacturers must dispose of a certain volume in order to maintain economies of scale in production.  Wholesalers accept these shipments as the price they pay for harmony and try to “push” the excess further down the channel. Without  a  liberal  returns  privilege,  this  system  would  not  work.   In addition, if the liberal returns policy did not exist, retailers faced with overstocked units would be forced to heavily discount the product; this would severely harm the brand image of the manufacturer and the product.


Credit

Extension of credit to suppliers is one of most common features of business in Japan.  Payment terms of 180 days are not uncommon.  When a manufacturer borrows to finance his distributors, in essence, interest is passed down the line. Some manufacturers directly invest in or lend funds to retail outlets. Such an investment serves to consolidate the manufacturer’s distribution channel without requiring the larger outlays necessary to establish an independent network. Most large consumer electronics firms have a network of semi-franchised, partly owned stores that sell only their products. Consignment sales are limited to special types of retail outlets and to a narrow variety of product lines (cosmetics and high fashion items sold in department stores). In some department stores, the manufacturer is allocated a designated space and assumes full responsibility for the sales effort, including recruitment of sales personnel. 


Returns

Free return privileges, an extension of the consignment concept, are the norm in Japan.  For suppliers, this is advantageous; it can be used to convince a retailer to accept and try to sell products that he might otherwise refuse. Taking into consideration factors such as the past business relationship and the possibility of sanctions (reduced discounts and rebates), a retailer might be convinced to help a manufacturer get rid of certain hard-to-sell merchandise; once agreed, the retailer would try to sell them so as not to lose face with the manufacturer. The retailer and the wholesaler can also save on the cost of physical distribution and storage of inventory.  Overstocking a small retailer might be used as a way to gain more shelf or counter exposure.  Most companies try to limit free return privileges, setting a percentage of sales as the limit for free returns or limiting the period during which the products can be returned. The returned merchandise might be written off against discounts, rebates, or free samples given in order to create pressure on the retailer not to return goods.   These  returns  are not necessarily attributable to deficient or damaged goods.  A simple “your goods would not sell” is the usual and acceptable reason given. Small retailers cannot afford to keep unsold products in stock in their limited store space at their own financial risk. 


Other Pricing Techniques

The larger the company, the more elaborate and sophisticated the in-channel promotion mechanisms it offers. Free samples are typical (given to familiarize consumers with the product—sometimes distributed in such a way that they can be sold [very common in drug field], which can then cut the distributor’s actual cost of goods). Direct outlet–centered promotions (point of purchase [POP] accessories or free gifts) are used quite extensively. Suppliers give retailers ideas or arrange POP displays themselves so as to gain maximum sales exposure. Product demonstrations and product demonstration personnel are part of their sales and service force. Manufacturer-related distributor associations or clubs are quite commonplace. Members receive professional and personal benefits, larger than normal discounts and rebates, increased outlet-centered promotional activities, seminars, and discounted or free trips. These associations serve to establish goodwill and to secure a degree of personal commitment from wholesalers and retailers. Providing or denying such services can be used by a supplier to consolidate his hold on the distribution channel. 


Free gifts are often given to customers, after the sale, as a token of gratitude.  This way the consumer remains uncertain as to whether the gift was given at the initiative of the manufacturer or the retailer and could serve to create goodwill toward both. 


Quantity discounts have traditionally not been given in Japan. That is, the price per unit is the going rate whether you buy one or thirty.

*

PRICE  AND   IMAGE
In Japan, perceived value is a major determinant of product success; qualitative images are far more important than product value; high prices portray high quality.  BMW and Mercedes have dominated the foreign import market using the image of high cost, high quality.  Mercedes advertises in Nibon Keizai Shimbun, an upscale business journal that is Japan’s equivalent of The Wall Street Journal.  BMW spends close to $5 million a year on sixty-second prime-time television spots run weekly.  


Johnny Walker Black and Red and Chivas whiskies have long cultivated high- status images in Japan.  They are very expensive in bars or clubs and are highly prized as gifts.  Hoping to gain market share away from Chivas, Johnny Walker dropped the price of the Black label brand.  Instead of increasing sales, the opposite happened:  Sales dropped drastically.  Japanese consumers saw the price reduction as somehow related to quality problems with the beverage, and, as a result, it suffered a drop in status.  While the Black label brand fell out of favor and still today is on the cheaper end of the drink menus, the Red label has maintained its high-end status position. 
CONCLUSIONS

What matters for many Japanese companies is not the apparent profit an individual product can earn, but the profitability of portfolios of related products. This allows the companies to offer marginal products for small niches without worrying about their profitability—the profits from higher-margin goods’ will carry it. If they believe it makes competitive sense to carry a product, Japanese companies will add it to their lists and carry it, whether the product is profitable or not. In addition, sometimes these peripheral products do become hits, products that would never have been launched if the company had based its decision strictly on the product’s standalone profitability. By producing so many products, the Japanese company then allows the market to determine which are winners and losers, instead of a biased company task force.

