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ROLE AND IM PORTAN CE OF CAPITAL

1.1 Introduction

T he role an d  im portance o f  cap ita l has often n o t been sufficiently stressed 
when com m encing consum er cooperative activities in South-E ast Asia. 
I t  would probably  be true  to  say th a t in a great num ber o f  cases failure 
can be explained by insufficient cap ita l resources or inability  to increase 
the cap ita l w ith expanding business. Lack o f  understand ing  o f  the role 
and  functioning o f  capital w ould also explain m any failures of custom ers’ 
cooperatives in the W estern countries in  the beginning stages o f  coopera
tive developm ent.

By studying a  very simplified case we will try  to  illu stra te  in this 
booklet the needs for cap ita l, and  the functions i t  will have in  the running 
o f  the society. C ond itions in real life will quite  na tu ra lly  prove to  be 
m uch m ore com plicated  than  in  the  exam ples which we in tend  to  use. 
W e hope, however, th a t by studying the exam ples given, some clarifica
tions o f  the subject will be brought about.

1.2 Economic Planning

L et us assume th a t we are a group o f  persons p lanning to  s ta rt a con
sum er cooperative society which will run  a shop to  a ttend  to o u r daily 
needs. Before actually  starting  to  set up the shop, it is essential th a t 
we u ndertake  some econom ic planning. By investigating in our vicinity 
we will find th a t ab o u t 200 fam ilies would be interested in  jo in ing  as 
m em bers o f  the society. By experience we can gather th a t the average 
num ber o f  persons per fam ily is 5. In  o ther w ords abou t 1,000 persons 
belong to  the 200 fam ilies.

The next very im portan t p o in t is to determ ine the to ta l purchase 
needs o f  this group o f people, which could be satisfied th rough the shop 
which our society is going to  run . This is im p o rtan t, because this figure 
will provide the basis on  which we m ust try to  estab lish  o u r turnover, 
am ount o f  stock on  hand  and  the size o f  the shop. In  the beginning

1



stages it would hard ly  be correct to  assum e th a t we could  carry ou r 
assortm ent o f  goods b road  enough to satisfy all the cu rren t consum ption 
needs o f  our members. P robably  we would have to  lim it ourselves and  
s ta r t on a m ore m odest scale. To begin w ith, we will only p lan  for the 
m ost com m on daily  consum ption necessities such as grains, sugar, fat, 
tea and  some to ilet articles. By looking into the spending p a tte rn  of 
some o f the fam ilies in our group, we conclude th a t their average m onthly 
spending on such item s is a ro u n d  Rs. 50 which am ounts to Rs. 600 per 
year. T hus for 200 fam ilies the to ta l should be around Rs. 120,000 
per year, sufficient to  m ake ou r shop econom ically successful. W ould 
it be correct to  base the size o f  our shop on the assum ption o f  the 
calcu lated  to ta l consum ption needs? A t this stage it would certain ly  be 
difficult to determ ine the loyalty o f our prospective members and too big 
a  shop could easily become an  econom ic burden.

Let us cautiously  assum e, therefore, th a t our m em bers w ill purchase 
betw een 50 and 60% o f their established needs from  our shop, thus 
giving it a  to tal yearly tu rnover o f abou t Rs. 70,000. Perhaps we are 
underestim ating the loyalty o f  ou r members? I f  this is the case, the 
increasing turnover will prove to  be a p leasan t surprise. We m ust, 
however, be prepared  for this eventuality  an d  should  arrange the location 
o f  ou r shop so th a t fu rther expansion is possible.

W hat is the share value which our member-families could afford? 
In  the initial stages our cap ita l requirem ents will be heavy and  we will 
n o t have any reserves to  draw  on in case o f  need. Let us suppose th a t 
we can induce ou r 200 fam ilies to invest Rs. 20 each for a to ta l o f 
Rs. 4,000. A lthough it would certainly be m ore convenient for our 
members to  invest this cap ita l over a period o f  time, it seems hard ly  
possible to  set up the shop w ithout an  im m ediate cap ita l contribu tion . 
The share capital m ust be paid  in cash to enable us to establish the shop 
an d  s ta rt the operations. But will R s. 4,000 be enough? Let us exam ine 
w hat im m ediate expenses we will have to  incur. For the sake o f 
simplicity we will assum e th a t ou r society will m ake all its deals on  a 
cash basis. At a la ter stage we will also discuss the im plications of 
credit transactions.

F irst, we will need a stock o f  m erchandise. O ur estim ated turnover 
is Rs. 70,000 yearly. We m ay assum e th a t the goods which we offer 
for sale will on an  average rem ain in ou r stock fo r one m onth . In o ther 
w ords, ou r stock will be tu rned  over 12 tim es a year. T hus, on an  
average, the value o f  our stock will be equal to  one m on th ’s tu rnover.
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One m o n th ’s sales will am ount to  ab o u t Rs. 5,800 and  if  our overall 
m argins are 21-22% o f the sales prices, then  the purchase value o f our 
stock should be a round  Rs. 4,500. The m argins o f  21-22% will appear 
high in South-East A sian conditions. I t  is possible to  work o u t the 
cap ita l needed etc., on m ore realistic m argins o f  ab o u t 10% or some 
o ther ra te . I t  is, therefore, suggested th a t the 21-22% m argins m entioned 
above m ay be taken  as only for illustra tion  purposes for the following 
calculations. The m argins will have to  cover all ou r costs including 
wastage o f  perishable goods, and  depreciation  o f assets. A stock tu rn 
over o f 12 tim es per year is a fairly com m on figure in grocery shops in 
th is p a r t o f  the world. We will use it here for the sake o f  convenience, 
in order to  calculate o u r cap ita l needs. L ater, we will discuss the  im pli
cations o f different speeds o f stock tu rnover. We can thus conclude here 
th a t about Rs. 4,500 will have to  be invested in stock before we can s ta rt 
ou r operations.

The premises where we in tend  to  locate our shop , will cost us as rent, 
Rs. 200 per m on th  or Rs. 2,400 per year. W hen we s ta r t o u r operation, 
we will need Rs, 200 for the first m o n th ’s paym ent whereas ren t for 
subsequent m onths could be paid  from  the curren t gross surpluses. The 
prem ises will have to  be fitted w ith equipm ent before the shop can start 
operating  We may need a num ber o f  shelves, storage arrangem ents, 
scales, etc. and  also refrigeration facilities. L ater on  we may also have 
to  rebuild  our prem ises to  a certain  extent so as to  suit ou r particu la r 
needs. We calculate the to ta l cost for th is a t abou t Rs. 4,000.

Now we are ready to  estim ate o u r im m ediate capital needs which 
appear in Table I.

As previously explained , our expected paid-up share cap ita l w ould be 
abou t R s. 4,000. We thus need roughly another Rs. 5,000 before we can 
start our operations. From  where can we ob ta in  this money? The best 
p lan  w ould be to  acquire it as add itional share cap ita l, o r as a loan from  
our m em bers. I f  th is proves im possible, we will have to tu rn  to  a 
C ooperative B ank o r to  some other lending institu tion  an d  request 
financial support.

TABLE I

Purchase o f  stock 
R en t—one m onth  
E quipm ents an d  installa tions 
T o ta l initial investm ent

Rs. 4,500 „ 200
„  4,000 
„ 8,700
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Before the loan is g ran ted , the b ank  will p robab ly  wish to  exam ine 
the soundness o f  our econom ic venture. We will have to subm it s ta te 
m ents showing the budgeted  income and  expenditure and  also statem ents 
proving our capacity  to  repay the borrow ed m oney. The first sta tem ent 
will be on the lines o f Table I , ind ica ting  ou r initial capital needs plus 
showing how we p lan  to  cover them , as shown in Table II.

TABLE II

Initial capital needs
Purchase o f  stock 
R en t—one m onth 
E quipm ent and  in sta lla tion

Proposed supply o f  capital 
Share capital 
Bank loan

Rs. 4,500 „ 200
„  4.000 Rs. 8,700

„  4,000
„  5,000 Rs. 9,000

A nother statem ent will have to  indicate the yearly sales and gross 
surplus which we expect to  realize in ou r shop. Here we can also indicate 
the potential purchasing powers o f  our m em bers :

TABLE I I I

N um ber o f  m em ber fam ilies ... ... ... 200
N um ber o f  individuals ... ... ... 1,000
C alcu lated  to tal purchase needs per year ... ... Rs. 120,000

Turnover and gross surplus yearly  :
Sales Turnover ... ... . ,, 70,000
Purchase o f  goods ... .. ... ,, 55,000
G ross surp lus ... .. „  15,000
G ross surplus as % o f sales .. ... ... „  21.5

In the next statem ent we have to indicate if  we will be able to  cover 
all o u r costs with the estim ated gross surplus o f  R s. 15,000. Before we 
calculate the individual cost item s, we m ust clarify a  few o ther m atters. 
One is th a t the equipm ent and  insta lla tions which have cost us Rs. 4,000 
will depreciate in value w ith the passage o f tim e. Let us assum e th a t on 
the whole they will last ab o u t ten years. Therefore, we will have to  pu t 
aside an am oun t from  our gross surp lus each year, so th a t after ten years 
we will have Rs. 4,000 available for new equipm ent and  insta lla tions to

4



replace those which have been worn out during th a t time, we w ould call 
this expenditure depreciation o f assets, and it is easy to calculate tha t 
Rs. 400 will have to  be allo tted  for this purpose each year.

The bank  loan  will ru n  w ith  an  intesest o f  6% and  will have to  be 
repaid over 10 years. In  the first year we will thus repay interest a t 6% 
on Rs. 5,000 o r R s. 300 an d  also repay 10% o f the cap ita l Rs. 500; thus 
a  to ta l sum o f Rs. 800. Over the years, as the c a p i t a l  is rap a id , the 
interest charges will decrease. Now we are ready to prepare the fou rth  
statem ent indicating our costs o f  opera tion .

TABLE IV

Operational Costs (figures in Rupees) M onthly Y early

1. Rent •  • •  . •  . 200 2,400
2. S taff 1 M anager 250

1 A ssistant 125
I M essenger 75 450 5,400

3. Bank loan a t  6%, 10 years: Rs. 5,000
In te rest 25
A nnuity 42 67 800

4. D epreciation o f assets Rs. 4,000. 10% ... 33 400
5. O ther costs 83 1,000

Total costs 833 10,000

G ross surplus 1,250 15,000
Less costs - 8 3 3 -1 0 ,0 0 0

N et surp lus 417 5,000

I f  the above sta tem ent has bean prepared in a  realistic m anner, the bank  
should  be w illing to  g ran t us the required loan. A ccording to  the figures 
which we have ca lcu lated , our repaym ent capacity  is very good indeed, 
an d  even a fte r m eeting all the costs, there rem ains a considerable am ount 
o f money as net surplus. N atu ra lly , the figures w ith which we operate in 
th is paper are  no t taken  from  any real situation . They have been 
constructed  as a model sim plifying the reality so as to enable us to  see 
clearly their in ter-relations. A lthough in reality  the conditions will be 
m ore com plicated an d  possibly m ore com petitive, it is good to m ake some 
exercises in cost and surp lus accounting before we involve ourselves in 
the econom ic activ ity  itself.
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1.3 C apital Accumulation

O ur society started  with a share capital o f  Rs, 4,000 consisting o f  200 
shares valued a t Rs. 20 each and a bank  loan o f  Rs. 5,000, which we will 
be repaying over a 10-year period ou t o f  our curren t gross surp lus each 
year. A lthough Rs. 9,000 were sufficient to  enable us to s ta rt ou r shop, 
it is necessary for us to  increase ou r cap ita l resources w ith time. 
C ertain ly , we would like to  expand our operations. This can be done by 
increasing the num ber o f  custom ers and  by diversifying the m erchandise 
so th a t further needs can be satisfied from  our shop. In both  cases ou r 
stock value will have to  be increased and  perhaps we will have to  m ake 
some im provem ents in the shop lay-out. This will also require fu rther 
cap ita l. O ur tiny  shop will p robably  not be able to com pete effectively 
in all situations with established private trade. To im prove ou r position , 
we m ust gain strength  by expanding o u r activities. In this expansion an d  
com petition  we may clash with the vested in terests in the private trade. 
A cu t-th roat com petition  m ay develop, an d  to survive, we m ust have 
sufficient cap ita l reserves. E ventually , when our m em bership increases, 
perhaps when we adm it m em bers from  outside our p resen t locality , we 
will have to  consider pu ttin g  up add itional b ranch shops so as to  give 
equally satisfactory  service to  all ou r m em bers. For all th is we will need 
cap ita l. Let us exam ine the different ways to  get add itional cap ita l 
resources.

A llocation to the reserve fund o r o ther funds from  the cu rren t year’s 
surplus will ensure th a t  a part o f  the surp lus rem ains w ith the society. 
In  m ost countries there is a provision which dem ands th a t a certa in  
percentage o f  the net surplus be transferred  to  the reserve fund . In  
Ind ia , in case o f  certain societies this am ounts to 25%. In  o u r case we 
could decide th a t the entire net surplus o f  Rs. 5,000 should be retained 
by the society and kep t in the reserve and  other funds. The capital 
accum ulation  would certainly be quite satisfactory  if  this practice were 
ad o p ted . T here is, however one serious objection to it. The society is 
the property  o f  the individual m em ber and it is essential th a t this fact is 
reflected in the cap ita l structure. Even if  the to ta l surp lus goes to  the 
funds, we will, after a couple o f years, have a situation w here the member 
cap ita l constitutes only a very small p roportion  o f  the to ta l w orking 
cap ita l o f  the society. This is not a very healthy  developm ent, considering 
the dem ocratic asp irations o f  our cooperative organ iza tion . Therefore, 
some m eans have to  be found to  increase the m em ber cap ita l also.

W ith the expansion o f  ou r activities it is likely th a t m ore fam ilies will 
apply for m em bership. Thus our share cap ita l may s ta rt to  grow
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autom atically . H owever, the expansion in m em bership will also increase 
the cap ita l needs proportionately , as the new m em bers also will be 
utilizing the services o f  the society.

We saw earlier, th a t each share ought to be valued a t Rs. 20. The 
reason was th a t m ost o f  our m em bers would hard ly  be in a position  to  
subscribe larger cap ita l am ounts im m ediately. We m ight, however, look 
in to  the possibility o f  g radually  increasing the share cap ita l o f  individual 
m em bers. It w ould probab ly  be difficult to  persuade the m em bers to  
make ad d itiona l cash  paym ents for fu rther shares. I t  w ould certainly be 
easier to convert p a rt o f the surplus created during  the year into m em bers’ 
share cap ita l instead o f  paying it ou t to the members. Let us see how 
such an arrangem ent could  be carried  out.

We have to  keep in m ind the following essential facts abou t our 
operations during  the p ast year :

The share cap ita l m ust, o f course, have its rem uneration in the form 
o f interest. To discourage professional investors to jo in  the society and 
invest large am ounts o f  m oney for profit-m aking, we should  lim it the 
in terest on share cap ita l to  somewhere a ro u n d  o rd inary  savings bank 
account ra tes. A fter all, the m em bers have no t con tribu ted  the capital 
to the society to get profit on it. The society was created  to  provide a 
satisfactory  service. We m ight decide that 5% should be d istribu ted  as 
interest on share cap ita l. In  our case it will be 5% o f Rs. 4,000 or 
Rs. 200. As previously ind icated  25% o f the  surp lus i.e. Rs. 1,250 will 
have to  be a llo tted  to  the reserve fund. A fter th is there will still rem ain 
Rs. 3,550 ou t o f  our to ta l ne t surplus.

In  a cooperative organization, where the m em bers are pa tro n s, it can 
rightly be said  th a t the  surplus, which has obviously been created  by 
charging too high prices from  the m em bers, ought to  be re tu rned  to  them  
in accordance w ith their pa tronage. In  simple words, if  I have purchased 
goods for Rs. 1,000 from  the society during  the year, I  should have 
twice as large a refund  as an o th er m em ber who has purchased for

TABLE V

Share cap ita l 

Sales tu rnover 

N et surp lus

Rs. 4,000 

„  70,000 

„  5,000
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Rs, 500 only. T hrough  my larger purchase I have con tribu ted  m ore to 
creating the surp lus o f  the society. Such a div idend is usually  called 
patronage refund . In  our case we will see th a t the surp lus rem aining 
with the society after allocating  money to  the reserve fund and  for 
in terest on shares, constitu tes abou t 5% o f the turnover. To avoid the 
risk  o f over-spending, we m ay decide to  declare a p a tronage refund o f 
4% only. A ccordingly, I will receive Rs.40 as patronage refund  on my 
purchases am ounting  to  Rs. 1,000 per year At the rate o f 4% o f  the 
tu rnover we will have to  d istribu te  about Rs. 2,800 to  ou r m em bers In 
reality  we will be low ering ou r prices by 4% thus m aking ou r services 
still m ore a ttrac tive  to members.

The patronage div idend could be a suitable instrum ent to  help us 
solve the cap ita l problem s which have been previously discussed. In our 
bye-laws we m ight insert a clause saying th a t any person jo in ing  the 
society m ust con tribu te  Rs. 20 in cash. B ut in  add ition  to th a t sum , the 
first 1% o f the patronage dividend should not be paid ou t in cash, bu t 
added to  the  m em ber’s share cap ita l. This could be done until h is to ta l 
share cap ita l reaches Rs. 100, o r five shares a t which tim e all his 
p a tronage dividend could then be paid  in cash. In  my case, with 
R s. 1,000 purchases, and  4% o r Rs. 40 patro n ag e  d ividend the above 
rule would m ean th a t I would receive in cash  3% o r Rs. 30, while one 
per cent or Rs. 10 would be a d d ed  to  my share cap ita l, which would 
thus increase from  Rs. 20 to  Rs. 30. My friend , whose purchases from  
the society during the year am ounted  to  Rs. 500 w ould get a cash 
patronage d iv idend o f  3% or R s. 15, while Rs. 5 would be ad d ed  to  his 
share cap ita l w ith the society.

Let us now exam ine how the to ta l net surplus o f  Rs. 5,000 has been 
used :

TABLE V I : Division o f  net surplus

25% o f surplus (Rs. 5,000) to  Reserve Fund 
In terest on share capital 5% on Rs. 4,000 
Patronage dividend 4% o f tu rnover 70,000

R s. 1,250 
200

o f  which 3% cash „ 2,100 
„  700
„  750

1% transferred  to  m em bers’ share capital 
Balance for educational purposes

Total net surplus Rs. 5,000



As appears from  the T able, a ce rta in  sura o f  m oney has been allo tted  
for educational purposes. This m ay be b o th  for cooperative education  
o f  m em bers and  for the tra in in g  o f  our em ployees, so th a t still better 
services could be provided by them . A fter th is division, ou r cap ita l 
s itua tion  will be considerably im proved. The share cap ita l o f  the society 
will am ount to  Rs. 4,700 and  in ad d itio n , there will be an  am ount o f 
Rs. 1,250 in the reserve fund. Thus the to ta l owned cap ita l will now be 
Rs. 5,950. By adop ting  the rule th a t a p a r t o f the patronage refund  
should be transferred  to the share cap ita l, we have ensured th a t our 
cap ita l will increase faster, as the tu rnover increases. This is a very wise 
arrangem ent since w ith increasing turnover figures, our capital needs are 
also bound  to  rise.

1.4 Selection o f  Assortment and Capital Needs

W hen we discussed our cap ita l needs for the stock in our shop, we 
p lanned  th a t the shop would sell daily necessities only, and  th a t, as a 
consequence, the tu rnover ra te  would be com paratively high. By assum 
ing a tu rnover speed o f once a m onth  we could calculate ou r stock value 
a t abou t Rs. 4,500. W ith the scarce cap ita l resources a t our d isposal, it 
would have been difficult to  include articles in our stock, which were only 
seldom  in dem and. The stock which we keep can be considered as 
b ound  capita l. A nd cap ita l may be difficult to  ob tain . I f  an  article is 
in ou r stock for one m onth , our cap ita l is bound for th a t period  too. 
I f  the article rem ains unsold for six m onths, then also ou r cap ita l will be 
idle and  unproductive for tha t period. W hen c ap ita l is scarce, it  m ust 
be pu t into efficient and  quick use. This is achieved by fast tu rnover o f  
our stock. Let us illustrate: O ur stock value in purchase prices was 
Rs. 4,500, or in sale prices abou t Rs. 5,800. I f  the stock is burned over 
once a m onth , then ou r yearly tu rnover will be 12 tim es Rs.^5,800 or 
Rs. 70,000. But suppose th a t the speed o f  tu rnover decreases so th a t on 
an average it will take us two m onths to  sell the goods we have in  stock; 
then  our stock tu rnover will be only  6 tim es per year, an d  w ith the same 
stock valued a t  Rs. 5 ,800 in sale prices, our tu rnover will be only about 
Rs. 35,000. W ith th is slower tu rnover we would need twice as large a 
stock with twice as large a cap ita l investm ent to  m ain tain  the sam e yearly 
sales. This exam ple clearly indicates how essential it is to  keep a fast 
tu rnover, when cap ita l is scarce or expensive. To m ain tain  a fast stock 
turnover, it is necessary to  take an inventory a t frequen t in tervals. A t 
these checks we m ust try  to  find out w hether we keep goods in o u r stock 
which are no t often in dem and an d  which rem ain  unsold  for long 
periods. I f  we come across such goods, perhaps the best p lan  w ould  be
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to sell them  a t reduced prices, as orherw ise they may becom e obsolete or 
dam aged by long storage. In o u r purchase policy we m ust be careful to  
select goods which have a steady day-to-day dem and.

In  th is connection it is also  necessary to discuss the purchase q u an tity . 
To get a quick stock tu rnover, the q u an tities purchased each tim e should 
no t be too large. B ut here we m ust also take into consideration whole
sale rebates and  o ther advantages connected w ith large-scale purchases. 
These advantages m ust be m easured against our cap ita l scarcity and  our 
desire to  pu t the capital into intensive use.

W ith the discussion on stock turnover an d  intensive cap ita l use, it 
becomes clear th a t in the beginning stages it is essential th a t our society 
concen tra tes on sales o f  daily necessities only . A lthough there may be 
some dem and am ong ou r m em bers for o ther types o f  goods, such as 
m ore luxurious im ported  food items, or consum er durab les, e.g ., radios, 
electric irons, etc., the dem and for these will not be steady o r easily 
predictable. We do not w ant to b ind our cap ita l for long period in such 
goods as ou r prim ary aim  is to  cater to the daily  needs o f  ou r m em bers. 
N o t un til a much la te r stage, when we have accum ulated  considerable 
w orking cap ita l, we will be prepared for o u trigh t business in the field of 
slow m oving articles. For the tim e being we m ight consider, whether or 
not we should provide the seldom  dem anded artic les to  ou r m em bers 
only on special request. In this way we would avoid binding our own 
capita l in such items for longer periods.
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ADVANTAGES OF CASH TRADE

2.1 Introduction

Should we allow any cred it sales for the m em bers in ou r consum er 
cooperative shop? This is a question  which we will discuss from  different 
angles in the next few pages in the hope th a t ou r discussion will lead us 
to certain  conclusions. I f  we agree w ith the conclusions reached, we 
should  try  to  im plem ent them  as far as possible, wherever we are involved 
in consum er cooperative activities.

2.2 Social Reasons fo r  Credit Trade

The private trad e r usually  will extend credit to  his regular custom ers 
though natu ra lly  he canno t give th is facility  to  any stray  person who 
happens to  purchase som ething in  his shop. To get credit from  a private  
shop, he has to  show his face to the  trad e r ra th e r regularly, the trad e r 
m ust recognize him , know  where he is living and  w hat he is doing. I f  
the trader is not aw are o f  these facts, he will probably  no t be willing to  
extend any cred it facilities as this risk could  prove to be too expensive, 
should  the custom er run  away w ithout paying the dues.

C redit costs m oney and  it w ould natu ra lly  be cheaper for the trad e r 
to tran sac t his business on a cash basis. Why does he then extend credit? 
The first reason is, o f  course, th a t his custom ers a re  no t alw ays in a 
position  to  pay cash, an d  so dem and cred it from  him . B ut there is a 
fu rther reason , a m ore selfish reason shall we say, for his willingness to 
offer goods on credit. He knows, a n d  I as a custom er know , too, th a t a 
condition  for his extension o f  credit to  me is th a t 1 be his regular custo
m er and  do m ost o f my purchasing w ith him . I f  I do m ost o f  m y daily  
purchases w ith this p a rticu la r trader, I canno t a t  the sam e tim e purchase 
regularly from  any other shop. Therefore, no o ther shop-keeper will be 
p repared  to  g ran t me any  c red it facilities. M y shop-keeper is aw are o f 
th is situa tion , an d  know s very well, th a t by extending cred it facilities to 
me, he can rest assured  th a t m ost o f  my purchases will be done th rough
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his shop. By extending  credit, the trad e r is th u s neutralizing the 
com petition with o ther traders in the vicinity, which he would otherw ise 
have to  face. C redit costs him m oney, th a t is true , bu t now th a t he is no 
longer forced to  face com petition from neighbouring shops for my loyalty , 
he can ask me to  pay  him the ex tra  costs for the extension o f credit. In  
order no t to create ill-feeling am ong his custom ers, he will perhaps not 
charge these c o n s  as an add itional item. R ather he will m ake good his 
outlay  by charging higher prices on the goods he sells.

On the o ther hand , why do I, as a custom er, dem and credit for my 
purchase o f  daily  necessities? A large p a rt o f  the popu la tion  in South- 
E ast Asia, both  in the urban  an d  ru ra l areas, lives under in economy 
alm ost near the subsistence level. Because earned incomes are low, it is 
difficult to  m ain tain  consum ption  a t o r below the income levels. In  ru ra l 
areas, particu larly  the availability  o f  cash is som etim es irregular an d  no t 
sufficient to  cover the cu rren t needs. For those who are paid on a 
m onthly basis, a m onthly credit seems to  be an  easy way to  avoid cu rren t 
cash difficulties. A lthough it m ight be much m ore econom ical to pay on 
a cash basis, very few custom ers bo ther, or know  how to calculate the 
ex tra  costs which they incur through buying  on credit. In  m any cases, 
the consum er, w ithou t ready cash, and  w ith an  im m ediate consum ption 
need for som ething to  eat, h as  little choice, and  will gladly accept any 
cred it conditions th a t the trad e r will impose. C onsequently, it  is usually 
the custom er who requests credit facilities whereas the trad e r offers 
consum er cred it only as an extra facility to  those who shop with him 
regularly. C red it becomes a weapon in the com petition, and the trader 
who canno t extend credit facilities, is likely to lose custom ers.

2.3 Social Disadvantages o f  Credit Trade

We have tried to explain a few o f the reasons for credit tra d e —both from 
the po in t o f view o f the trad e r an d  o f the individual consum er. H ere we 
will try  to  exam ine the social consequences o f  giving or ccepting credit. 
The purely  econom ic considerations will be de tit w ith subsequently.

We concluded previously th a t extension o f  cred it costs m oney, and  
th a t the shop-keeper m ust com pensate him self in one way or ano ther for 
the  service which he is rendering to  his custom er. We also concluded 
th a t by extending cred it facilities to  his regular custom ers the  trad e r m ore 
or less elim inated com petition , and  could be confident o f their purchase 
loyalty. This last po in t is very im portan t to  keep in m ind. Once the 
custom er is deprived o f  his full freedom  to choose his source o f supply,
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his bargaining position  is weakened, and  the trad e r will im m ediately cash 
in  on the situation . U sually, the prices o f the  com m odities sold to  the 
custom ers will rise a little  as it no longer m atters if  the tra d e r’s prices 
are com petitive. The custom er who buys on c red it will in  any case have 
to  come to the shop, as the c red it b inds him , an d  his choice is no longer 
free. W ith the absence o f com petition , the trad e r is likely to  en ter into 
o ther m alpractices too. Short h e igh ts m ay prove a good income earner 
to  the shopkeeper, as also adu lte ra tion  o f  goods. In  fact, often the 
oldest and  sem i-deteriorated stocks are offered for sale to the  custom ers 
who m ust rely on the credit extended by the tra d e r, and  who, therefore, 
canno t pro test, because they have no alternative possibilities to  satisfy 
their needs fo r their daily  supplies.

I f  healthy com petition could  be m ain tained  between the different 
retailers, such m alpractices w ould result in a sharply  decreased turnover 
for the  trad e r who adheres to  them . But cred it trace keeps com petition 
ou t, an d  thus indirectly  is an  im portan t cause for the unhealthy  
conditions. A consum er cooperative enterprise which wishes to  p u t an  
end  to  this situation  will find itself in a very difficult position. The 
custom ers will hardly  be willing to extend their loyalty to the consum er 
cooperative shop, unless th is shop also can give credit to  them . This 
m ay not be easy, as in m ost cases the consum er societies opera te  w ith a 
very lim ited cap ita l supply. But also w ith regard  to price levels, the  
m alpractices o f the  private  trad e  confuse the real conditions. N atu ra lly , 
the price per kilo o f  rice, tea or b u tte r will be m uch lower if  the goods 
have been ad u lte ra ted , an d  con ta in  a high percentage o f  foreign m atter. 
T hus, the prices charged by the consum er cooperative for the ad u lte ra ted  
p roducts which it offers for sale, may appear to  be unreasonably  high. 
H ere the value o f consum er education  an d  inform ation  can never be 
overstressed.

As an in teresting rem ark we m ight m ention th a t  in m any cases the 
retailers also have lim ited financial resources; and  have to  rely on credit 
from the wholesale suppliers. In  such instances, it very often happens 
th a t the retailer will be com pletely un d er the influence o f  the wholesaler 
in m uch the same way as the custom er is w ith the p rivate  trad e r. The 
m alpractices and adu ltera tion  may in such cases take  place a t  the w hole
sale level. W hen establishing a consum er cooperative society we m ust 
keep in m ind this possibility  while buying our wholesale requirem ents.

We have already dealt w ith several o f  the d isadvantages o f  credit 
trade for the  consum er. One ad d itio n a l po in t should , however, be
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m entioned. Even if  it is generally difficult to  lim it th e  consum ption  to 
the current income, it  is easier to  spend less if  all paym ents are m ade on 
a cash basis. We have all experienced the ease w ith w hich one can incur 
expenses if  the purchasing is done on  credit. Once I s ta r t to  use 'm y 
consum ption  cred it to such an ex ten t th a t I can n o t repay it regularly , it 
will p robably  be very difficult for me ever to  clear my debt. O verspend
ing easily becomes a hab it, and  the end result w ill p robably  be th a t I 
m ust p a rt w ith some valuable assets in my possession, be it land, 
jewellery or o ther belongings. As consum ers we m ust learn  to under
s tand  th a t we canno t spend m ore th an  we earn. Such c red it does not 
in any way enable us to  increase our consum ption . By purchasing on 
cred it we sim ply postpone the paym ent for one m onth  or whatever period 
it m ight be, and  by this postponem ent we face a num ber o f disadvantages, 
as explained above. The d isadvantages seem to be so serious th a t every 
effort should  be m ade to  induce the consum er to  pay his bill each m onth  
an d  come a t p a r w ith his spending. This will certainly be difficult in an 
econom y near the subsistence level. I f  the consequences and econom ics 
o f  credit trad e  are properly  understood , then it  will p robab ly  be easier to 
tighten the belt for a tem porary  period to  discharge ourselves from  the 
debts which we have incurred.

W hy should no t our consum er society extend credit to  us, its members? 
The question  has already been answ ered by the m any argum ents pu t 
forw ard above. We will now try  to  analyze the consequences o f credit 
trad e  on our society from  a  stric tly  econom ic p o in t o f  view.

2.4 Economics o f  Credit Trade

T o analyze the consequences o f  cred it trad e , we can again  construct a 
simple m odel, which will facilita te  ou r understan d in g  o f  the economic 
in ter-relations. As in  the chapter on cap ita l, we can assum e here, th a t 
we have sta rted  a society w ith 200 m em ber-fam ilies, and  th a t each 
m em ber has con tribu ted  Rs. 20 to  the share cap ita l. O ur to ta l share 
cap ita l will, therefore, be Rs. 4,000 and  we estim ate our m onthly  tu rn 
over a t a ro u n d  Rs. 5,800. The cap ita l o f the  society is indeed very 
sm all as com pared to  the scale o f  ou r business operations. But as we 
do no t wish to  stra in  the financial resources o f our m em bers, we have 
decided to  keep the share value a t Rs. 20 for the present tim e. We have 
discussed in the previous chap ter how essential our cap ita l is to enable 
us to purchase stocks, and  to ru n  the shop.

I , as one o f  the m em bers, have also con tribu ted  my Rs. 20 to  purchase 
a share. Suppose now th a t I and  the o th e r m em bers decide th a t our
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society should  ex tend  credit to all o f  us on a m onth ly  basis. M y average 
m onthly  purchases m ay am oun t to  abo u t Rs. 50. I get my salary on the 
last day  o f every m onth , and  can therefore repay my debt to the society 
on the first o f  the following m onth. In o ther w ords, I will owe the 
society Rs. 50 a t the en d  o f the m onth . A gainst this I have contribu ted  
a share cap ita l o f  Rs. 20, and  my net o u ts tan d in g  debt to the society at 
th a t tim e can be said to  be Rs. 30. T his m eans th a t a t  the end o f  the 
m onth, instead  o f  supplying cap ita l to  my society for its opera tions, I 
borrow  cap ita l from it. A nd if all the society members utilise the credit 
facilities, it will m ean th a t at the end  o f  every m onth the m em bers will 
owe the society the whole o f  the m onth’s tu rnover, against the cap ita l o f 
the society. B ut the share cap ita l has been supplied to  the society to  run  
the shop and satisfy our requirem ents. Now, by in troducing credit trade, 
we have not only taken  back our cap ita l, which in itself will m ake the 
task  o f  runn ing  the shop im possible, b u t have also dem anded th a t the 
society supplies us w ith an add itional Rs. 1,800. How can the society 
operate w ithout capital? A nd how can we expect it to  supply us with 
still more money, which we have never contributed? How can any stocks 
be m ain tained  if  no m oney is available? And how can we pay out 
salaries to  the  employees? From  this exam ple it clearly appears th a t 
our consum er cooperative society will become b an k ru p t if we decide to 
use its meagre cap ita l resources to  extend consum ption credit to  ourselves.

By various devices we can lim it the  credit facilities given to  the 
m em bers. Even if  the results o f cred it trade  will then no t be as d isastr
ous as those ju s t described, the granting o f  cred it will deteriorate the 
financial p .s it io n  o f our society. If goods are sold on cred it, then  the 
shop m anager will be com pelled to  m ake the purchases on cred it as well. 
I f  th is is done, it is very likely th a t our society will soon be tied and  
confined to  one wholesale supplier only, m uch in the same way as the 
individual consum er who takes cred it from his private shop-keeper. The 
end results are all too  w ell-know n to us. Once com petition is elim inated, 
the w holesaler will offer lower quality  goods and  charge higher prices. 
And if  th is will be the condition, how can we expect our shop to  sell to  
us quality  goods a t low prices?

C red it costs money. W hereas the social costs are very difficult to 
calculate, it is easy to  calculate th a t the d irect costs, which our society 
would have to  cover in order to ob tain  credit from  the wholesaler, are 
too high. Let us assum e th a t our society is fo rced  to  dem and  one 
m on th ’s cred it from  the wholesale supplier. A very com m on condition , 
often ind icated  on the invoice, is th a t the full invoice price m ust be paid
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within a m onth, although a 2% rebate is usually  given if im m ediate 
paym ent is m ade on delivery. In clear term s the m eaning o f the condi
tion is th a t we get one m onth’s credit a t  2% interest rate. C alculated 
over the year, the cost charged to  us for the cred it extended in this way 
is not less than 24%. Even a m oney-lender w ould in some cases offer us 
better terms. A nd any bank cred it would be considerably  cheaper than  
the credit given on such conditions by ou r suppliers. W e easily deceive 
ourselves by th ink ing  tha t 2% is n o t very m uch, a n d  by not m aking 
through calculations. I f  ou r society canno t m anage w ith its own cap ita l, 
then it is m uch better th a t a bank or o ther cred it in stitu tion  is app roach 
ed an d  requested to advance a loan. We should always try to  avoid 
trad in g  on credit with the w holesaler.

2.5 Conclusion

We are all agreed on the im portance o f  having sufficient cap ita l resources 
for runn ing  our consum er cooperative efficiently. The m ore cap ita l we 
have, the m ore free we will be to choose and  select am ong our suppliers, 
to  buy when goods are  cheap, and  to m ain tain  low selling prices also 
during seasons when the general price trend  is upw ards. By having 
cap ita l resources, wc can take advan tage  o f opportun ities, which we 
w ould no t be able to utilise if we had  to ask for credit. Thus capital 
adds to  our efficiency and  to  the usefulness o f  the society tow ards its 
m em bers. We have discussed the w idespread hab it of dem anding credit, 
particu larly , where incom e is earned on a m onthly basis. W hile m ain
tain ing the h ab it o f m onthly paym ents we m ight consider the possibility 
o f  in troducing to o u r m em bers the idea o f  trad e  deposits. Thereby each 
mem ber would be requested to deposit a sum  o f money with the society 
each m onth . The sum would be roughly equal to his an tic ipated  m onthly 
purchases. In  this way, instead o f the society lending the money to  its 
m em bers, it would result in reversing the s itua tion  w ith a very much 
im proved cap ita l position for the society. For some tim e our m em bers 
would have to  tighten the ir belts to let their incomes catch  up with their 
consum ption, and  then let the income earnings get one m onth  ahead  o f 
cu rren t consum ption spending.

The fight against credit trade will not be easy. The general poverty 
an d  established custom s and  habits will have to  be tackled . I t  will be 
difficult for the poor m em bers to catch up with the paym ent for past 
m onths, for which they a t present lag behind. It is here th a t consum er 
cooperation has a very im portan t role to play. In troducing  an d  m ain
tain ing  cash trade , m uch m ore healthy conditions as a whole will be 
created  in the retail trade .
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By th e ir dem ocratic  set-up, the consum er cooperatives have a great 
advantage over private  trad ing  institu tions. The ro!e o f instruction  
th rough  partic ipa tion  in the actual operations is very great indeed. W hen 
we s ta r t our society, we will have to  decide w ith our 200 m em bers a 
num ber o f  policy m atters. It is necessary th a t the m em bers und erstan d  
the economics o f  the  society. W e therefore have to  discuss a num ber of 
problem s with them  m uch in the same m anner as has been done in this 
tex t. In  the course o f discussions we will reach certain  conclusions. 
W here the background is understood  and a decision is unanim ously 
reached, the adherence and  support to w hat has been decided upon is 
likely to  be much b e tte r th an  if  the understand ing  had  not been there.

We have agreed th a t  we w ant a consum er cooperative society to  ca ter 
to  ou r needs and  we do understand  th a t such a society cannot serve us 
successfully if  credit has to be given to  all members. The decision is 
ours. We m ust m ake up ou r m inds, if  we really wish to  have a success
ful consum er cooperative society.
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CONSUM ER C O O PERA TIV E PR IC IN G  POLICY

3.1 Introduction

In times o f  rising prices it is sometimes argued th a t a strong consum er 
cooperative m ovem ent would be in a position to  stop the rising prices 
and  restore stability  in the price trend . This assum ption  is obviously 
based on the belief th a t the rise in price is caused by increased m argins 
taken by the  retail and w holesale trade . If  the consum er cooperatives 
would be active in these fields, they m ight again  lower the m argins and  
restore norm al conditions. In  certain  situa tions th is argum ent would 
be correct. W here a tem porary  shortage arises in the supply o f  a 
certain  com m odity, private retail traders are alw ays eager to  exploit 
the s itua tion  to  increase the ir profits. This has been very clearly 
observed in a bill valley in N orth  In d ia , which during  the w inter m onths 
was disconnected from  the rest o f  the country . As no alternative 
sources o f  supply were available during the iso lation, the private  
dealers increased their prices by several h u n d red  per cent. The estab 
lishm ent o f a consum er cooperative, which had  no prim ary  m otive 
o f  profit-m aking, decreased the m argins to  norm al levels. U sually , 
however, price rising trends have deeper causes, an d  depend only to  a 
very sm all degree on conditions in the wholesale o r retail trade . The 
whole econom y m ay be affected by inflationary  tendencies, whereby all 
indices, not only those o f  consum er prices, will be rising. In such cases 
it  is fu tile  to  believe th a t the establishm ent o f  a consum er cooperative 
m ovem ent w ould in any  way affect the general developm ent. In  such 
a case, the role o f consum er cooperation  is to  ac t as a check to  
prices charged by private  distributive agencies and  to co n tridu te  to  
lower d istribu tion  costs through ra tionaliza tion  which will eventually  
benefit the u ltim ate  consum er.

The benefit o f  the  consum er is the u ltim ate  objective o f  consum er 
cooperatives. This can be achieved econom ically in  a  direct way by 
offering favourable prices to  the m em bers o f  the society. B ut in
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m aking decisions for a price policy, several o ther considerations m ust 
be taken  in to  account. We will exam ine them , point by po in t, an d  
will try  to reach a conclusion as to w hat type o f price policy could, in 
a broad  sense, be m ost favourable fo r a consum er cooperative society.

To be able to  clarify the issue, let us again use the model of a retail 
shop, as explained in C hapter I, and  try  to  exam ine from  the adm in is
trative p o in t o f  vjew the consequences o f  various pricing policies. For 
the sake o f  convenience, the figures will be som ew hat modified in th is 
chapter. N atu rally  we will always keep in m ind the in terests o f  our 
custom er-m em bers.

TABLE V III

R ent Rs. 2,400
M anager • 99 3,000
Stock . . .  n 2,400
Bank loan • • * »> 800
D epreciation  o f  assets , , 400
O ther costs • ♦ • ft 1,000

Total Rs. 10,000

This m eans th a t to  be able to  perform  successful business, our gross 
surp lus m ust exceed R s. 10,000. If th is am oun t cannot be secured, we 
will be consum ing ou r cap ita l an d  will eventually have to liquidate our 
business. W hatever am o u n t o f gross surplus we succeed in acquiring 
over and above R s. 10,000 can be regarded as net surplus. The net 
surplus can be used for a t least three purposes : (1) interest on capital
supplied by the owners ; (2) expansion o f business through building 
up o f  reserves ; and  (3) d istribu tion  o f  patronage dividend to  the 
mem bers.

To simplify the m atte r we m ay assum e th a t o u r shop is selling four 
com m odities and  th a t we can estim ate ou r app rox im ate  tu rnover o f  
each o f the com m odities. From  the neighbouring com petito r’s shops 
we can collect inform ation regarding prices of identical o r sim ilar 
com m odities. These prices will natu ra lly  tend  to  vary from  shop 
to shop, but in  spite o f th is  we will be able to get an idea o f  the 
average general price level o f  the goods in the area where ou r shop is 
located .

19



On the  basis o f the above inform ation we are now ready to  p repare  
fab le  V III where the assum ption  is th a t we will sell o u r goods a t  p re
vailing m arket ra tes.

TABLE V II[

Item s A B C D Total

O ur yearly turnover 
N o. o f  pieces 3,000 5,000 20,000 5,000

O ur purchase price

per piece 5 3 1 1

M arket price per piece 5.50 5 U S 0.90

O ur to ta l purchase cost 15,000 15,000 20,000 5,000 55,000

O ur sales tu rnover if  sold 
a t  m arket rates . 16,500 25,000 23,000 4,500 69,000

O ur to ta l gross surplus 1,500 10,000 3,000 500 14,000

3.2 M arket Price Policy

O ur to tal gross surp lus is qu ite  sufficient to  cover the actual costs, if 
we choose to sell ail our goods a t prevailing m arket rates. There 
will even be Rs. 4,000 left as a net surplus a fte r all the costs have 
been m et. But if  we look a t the percentage differences between our 
purchase prices an d  prevailing m arket ra tes, we will find considerable 
differences. These differences m ay p a rtly  be explained by higher handling 
costs for certain  goods. P a rt o f  the reason for the  varia tion  m ay depend 
on the selection o f  source o f  purchases, im perfection o f  m arket con
d itions and the  com petitive situa tion . W hile we can sell goods A, 
B, an d  C profitably we are no t very successful with article D. This 
m ay depend on the fact th a t our source o f  supply is unusually  expensive, 
or else th a t purchases are m ade in to o  sm all quantities. As there 
are private  dealers offering the article D for R s. 0.90, it is im probable 
th a t we m ight succeed in m ain ta in ing  any substan tia l sales, if  we increas
ed ou r price o f  this article so as to  cover our purchase price and m ake a 
con tribu tion  tow ards the opera tion  costs. I f  it is no t possible for us 
to  decrease ou r purchase price o f  article D to  below R s. 0.90, there is 
no business reason to  m a in ta in  this article in our stock. By discon
tinuing the sale o f  D, both  ou r gross and net surp lus will be increased.
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There m ay, however, be social reasons for continuing to keep article 
D in stock.

The net result o f  our operations according to T able V III will be 
Rs. 4,000 (gross surplus Rs. 14,000 m inus operational expenses 
Rs. 10,000). P a rt o f  th is  money has to get the reserve fund, and another 
will be used as interest on share cap ita l. For the sake o f sim plicity let 
us suppose th a t Rs. 1,000 is a llo tted  to the reserve fund and  Rs. 500 
paid  out as in terest on shares. In  a cooperative society the m ain part 
o f  the rem aining am ount ought to be d istribu ted  as patronage divi
dends, as the net surp lus is derived from  prices over and above costs paid  
by custom er members. We have a large enough am o u n t to  allow 3% 
patro n ag e  refund on  our sales tu rnover o f  Rs. 69,000. T his will take 
care o f  slightly m ore than  Rs. 2,000 and  the rem aining net surp lus can 
be transferred  to  the next year. I f  we take the patronage dividend into 
consideration , ou r prices have been 3% below the m arket level. This 
m ight prove sufficient to  a ttrac t new m em bers and  increase our 
turnover. I f  o u r society is in the build-up stage, and  capital is required 
for expansion, a lesser am ount m ay be d istribu ted  as patronage, and  
a correspondingly larger sum  w ould then be available for the  working 
cap ita l.

3.3 Cost Price Policy

O ur to tal purchase cost is roughly Rs. 55,000 and ou r opera tional 
expenses abou t R s. 10,000. Thus, o u r average costs constitu te about 
18% o f the purchase prices. Being a cooperative society, we m ight 
reason th a t we are not in terested  in creating a large surplus. W e will 
be satisfied, if we only m anage to  cover our costs. W hat w ould be the 
price s tru c tu re  emerging ou t o f  such a policy ? I t  is difficult to Gnd a 
clear-cut answ er. Should the m argin on each o f the items sold be 18%, 
or should the to tal gross surplus be Rs. 10,000 irrespeciive o f from 
w hich item s the gross surp lus is derived?  If 18% is added  to our 
purchase prices, we will easily see th a t while some o f our goods will 
be priced above m arket levels, o thers will be sold a t  very low rates. 
This Will resu lt in d isto rtion  o f  o u r turnover. W hile it  will no t be 
possible for us to  sell any sub stan tia l quan tities o f  goods A and  D, 
sales o f goods B will increase substan tially , as our price for this p ro d u c t 
will be m uch below m arket ra tes. I t  will be difficult for us to 
m a in ta in  a full line o f  goods w ith the adherence to  such a 
practice.
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TABLE IX

Comparison between m arket prices and the prices o f  our cooperative 
society i f  we decide to sell at cost price. Add 18% on purchase prices.

W ithou t a net surplus we wili no t be in a position to  pay any interest 
on the share cap ita l, nor to pay any pa tronage dividend. The advantage 
o f  patronage dividend as an  instrum ent to build up the share cap ita l o f  
new m em bers thus will no t benefit us. We will no t be able to  build  up 
reserves either to  carry through critical periods o r to  expand our business. 
A dherence to a cost-price policy m ay prove very risky. The cost may 
have been m iscalculated , or the prices o f  com m odities already bought 
m ay fall. In such a' case the result could be d isastrous since no reserves 
have been built up to m eet losses o f  such a na tu re ,

3.4 Active Price Policy

Several reasons lead us to reject the cost price policy. Do w.e th en  
have any fu rther alternatives to the  m arket price policy as previously 
described ? In s tead  o f  passively accepting the prevailing m arket prices, 
we m ight investigate to  w hat extent we could  charge lower prices 
from  our custom er-m em bers w ithout endangering ou r cooperative 
society as we did in the case o f the cost price policy. B roadly speaking, 
the m eaning o f  an  active price policy would be th a t we try  to  adop t the 
price level of the goods which we offer for sale to a num ber o f  consi
deration  such as :

1. The com petitive situation  in the m arket.
2. O ur tu rnover o f  the respective com m odities.
3. O ur operational costs in general a n d  for the com m odity in 

particu lar.
4. The necessity o f  creating  a surplus an d  build ing  up o f  reserves.
5. The advantages o f patronage d ividend d istribu tion  in a consum er 

cooperative society.

How should we now consider the enum erated  po in ts  in the actual 
pricing s truc tu re  w hich we w ant to  evolve ? The first fact which we m ust 
keep in m ind is th a t our gross surplus m ust be so large as to  allow us to 
cover no t only o u r operating  costs, bu t also in terest on cap ita l, patronage

M arket prices per piece 
O ur cost prices per piece

A B C D
5.50 5.00 1.15 0.90
5.90 3.55 1.18 1.18
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dividend and  allocation  to  th e  reserve fund. W ithou t sufficient funds to 
cover these item s we m ay easily run into the risks explained under the cost 
price policy. T hus our gross surplus should a t least be o f  the m agnitude 
o f abou t Rs. 14,000, as ind ica ted  under the m arke t price policy. This 
general s ta tem en t m ust be kept in mind when we s ta rt to  analyse the 
individual items which our shop offers for sale.

I t  is necessary to  acquire a certain  am ount o f  m arket know ledge, to be 
able to operate  an  active price policy. We m ust be able to  estim ate how 
our sales will develop w ith increased or decreased prices, we m ust, to 
some ex ten t, be able to pred ict how the com petitors will react to our 
price changes, and  we m ust also have a general idea abou t the purchase 
price reductions we can benefit from , th rough bulk  buying. For a  person 
w ithout retail business experience these m ay seem difficult questions but 
an experienced reta il m an will certainly have sufficient knowledge to 
guide him  to  correct conclusions. In  the active price policy it is not 
possible to determ ine the prices according to a general rule. Each item 
o r group o f  items offered for sale m ust be looked in to  individually .

T hus we may prepare a num ber o f  questions. K eeping the previously
m entioned objectives in view the answers will guide us in determ ining 
adequate  prices for the  different items. Am ong the questions to  be 
asked are ;

W hat w ill happen if  we decrease our prices 5, 10 or 15% under 
prevailing m arket prices ?

L How will our com petito rs react ?

2. How will our turnover increase ?

3. W h at purchase prices will we able to  o b ta in  ?

4. W hat will be the addition  to  ou r hand ling  costs as a resu lt o f 
the increased turnover ?

5. How will ou r gross m argin develop ?

In  the same way we can investigate the resu lt o f  price increases on 
the products offered for sale by us.

A fter such an analysis we will perhaps find th a t our op tiona l price 
and  surp lus situa tion  will deviate considerably  from  th a t shown in 
Table V II. The result o f  our adopting  the active price policy will 
perhaps appear as in T able X.
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TABLE X

Item A B C D Total

C alcu lated  handling  costs 
per piece _ 0.5 0.05

O ur yearly  tu rnover— 
No. o f  pieces 3,000 8,000 60,000 1,000

O ur purchase price per 
piece 5.00 3.00 0.95 1,00

M arket price per piece 5.50 4.75 1.15 0.90

O ur selling price 5.50 4.50 1.05 1.00

O ur to ta l purchase cost ... 15,000 24,000 57,000 1,000 97,000

O ur turnover 16,500 36,000 63,000 1,000 116,500

Gross surplus 1,500 32,000 6,000 — 19,500

Increased handling  costs ... — 1,500 2,000 — 3,500

G ross surplus m inus 
increased hand ling  
costs 1,500 10,500 4,000 _ 16,000

The results in this table call for careful exp lana tion  and analysis. W hen 
analyzing item  A we will find th a t it is no t possible for us to  get more 
favourable purchase prices with larger turnover. Also we feel th a t if  we 
decrease our selling prices on item A, it is likely th a t the com petitors will 
follow suit. As we are already m aking a good gross surplus on item  A, 
we can consider the p resen t selling price sa tisfac to ry , and  will thus 
continue to  m ain ta in  it a t the m arket level. Therefore, the situation  in * 
regard  to item A rem ains unchanged.

O n item  B vve have a substan tia l surplus m argin . This is p a rtly  due 
to  to the fact th a t the  handling  and selling costs o f  this item  are com 
paratively  high. We have estim ated these to  be Rs. 0.50 per piece. 
We decide to  lower our selling price on p roduc t B from  R s. 5.00 to 
Rs. 4.50. O ur tu rnover will increase, bu t as this is a p ro d u c t sensitive 
to  com petition, our com petitors will m ake efforts to follows ou r price- 
cut. Let us assum e th a t the average price offered by the com petitors 
after the price-cut will be Rs. 4.75. As the difference between our and  
the com petito rs’ price will not be considerable, ou r turnover increase 
will be fairly  lim ited , from 5,000 to 8,000 pieces per year. O ur handling  
costs which from  p art of the to ta l operating  costs, will, as a resu lt, also
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increase 0.50 tim es 3,000, a sum  to ta l o f R s. 1,500. The gross surplus 
m inus increased handling costs, Rs. 10,500 has to  be com pared with 
the original gross surplus, which was Rs. 10,000. By the price-cut we 
have succeeded in increasing our surplus to  some ex ten t. The sum  
m ay not seem very impressive. However, the m ost im portan t factor 
arising out o f  o u r action  is perhaps not the fact th a t  ou r shop gains 
Rs. 500 more. As a cooperative enterprise we have succeeded in lowering 
the price for ou r custom er-m em bers and in this way saved them  a to ta l o f 
Rs. 0.50 tim es 8,000, altogether Rs. 4,000. A fu rther im plication o f  
ou r action  is th a t custom er to  ou r com petito rs’ shops also benefit from  
o u r action , as prices in the ir shops have been lowered too.

The changes which occur w ith regard to  item C in connection  with 
our adoption  o f  an  active price policy are  very interesting and  will be 
considered  one by one. I t  is a fairly small item  and  is sold in ra ther 
large num bers. We have calculated  o u r ad d itio n a l handling charges 
a t Rs. 0.05 per piece w ith the increasing turnover. In spite o f  high tu rn 
over value the item  has been adding only m oderately  to our gross surplus. 
As a large num ber o f  pieces o f  this p roduct have to be purchased by 
each household, it is fairly sensitive to  the price. A fter negotiations 
w ith our suppliers we reach an  agreem ent th a t if  we double our purchase 
orders an d  if  we place these orders well in advance, we will be offered a 
Rs. 0.05 reduction on the price. To be able to reach the required  tu rn 
over increase, we calculate th a t ou r price-cut must be a t least R s. 0.10. 
We lower ou r selling price to  Rs. 1.05 an d  find, to our satisfaction, th a t 
the com petito rs can n o t follow in our price-cut. Evidently they have 
no t been able to  reach as favourable agreem ents, as we d id , w ith the 
suppliers. As a result, ou r tu rnover reaches figures higher than  our 
expectations and  in spite o f increased hand ling  costs, we are able to secure 
increased gross surplus for our shop. A gain our m ain contribution 
has been the savings which we have m ade possible fo r our member- 
custom ers. In  this case the savings are Rs. 0.10 tim es 60,000 or in 
to ta l Rs. 6,000.

A fu rth e r im plication  o f our action  in connection with the prices o f  
item  C is th a t a  num ber o f  new custom ers will be a ttrac ted  to  our shop 
to purchase this particu lar item. Even if they usually  patron ise  another 
ou tle t for o ther purchases, it is likely th a t some o f them  will find it  m ore 
convenient an d  econom ical to  become full-fledged custom ers w ith our 
shop, and  eventually m em bers o f  ou r society. In  this way our to ta l 
tu rnover will increase. C onsequently, the  profitability  o f  ou r establish-
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m eat will im prove and  give us fu rther possibilities for action  in  the field 
o f  prices.

Item  D is no t a very profitable article in our shop. W hile we have 
to  purchase it a t Rs. 1.00, its m ark e t price is only R s. 0.90. W hen we 
followed m arked prices, we thu s incurred a yearly loss o f  Rs. 500 on the 
5,000 pieces we sold. Besides, th is item  did  not con tribu te  to  the coverage 
o f  o u r operating costs. F rom  the  business po in t o f  view there is no reason 
for us to offer a p roduct for sale, which will involve us into losses. As 
we are  no t able to  ob ta in  m ore favourable purchase prices from  the sup
pliers, we decide despite the prevailing m arket prices, to increase ou r 
selling price to  Rs. 1.00 so as a t least to cover our purchase costs. Due 
to  this price increase our tu rnover drops considerably.

In  a case like this it is probable  th a t  ou r com petitors offer a different 
quality  o f  produce for sale. For exam ple it may be, th a t the com peti
to rs’ p roducts are ad u lte ra ted  a t the retail level, therefore th e ir un it cost 
is lower, hence sale a t  Rs. 0.90 becomes profitable for them . I f  this is 
the case, it w ould be advisable for us to  s ta rt an  inform ation cam paign 
to  m ake our custom ers conscious o f  the difference in quality .

W e m ay now com pare our present situation  regarding cost tu rnover 
an d  profit with the s itua tion  when we adhered  to  m arket prices. I t  
appears in T able X I.

TABLE X I

M arket Price 
Policy

Active Price 
Policy

T otal tu rnover Rs. 69,990 116,500
T otal purchase costs „  55,000 97,000
T ota l gross surplus „  14,000 19,500
O riginal operation  costs „  10,000 10,000
A d d l. operation costs resulting 

from  increased tu rnover o 3,500
T otal operating  costs „  10,000 13,500
N et surplus „  4,000 6,000

Besides being able to  offer, on the whole, m ore favourable prices to 
ou r custom ers, we have succeeded on increasing ou r ne t surp lus from  
which m oney can be draw n for pa tronage dividend, in te rest on share 
cap ita l and fu rth er expansion o f  the  business.
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3.5 Conclusion

I t  should be underlined th a t the exam ple o f active price policy, as 
explained here is only a model o f  reality  where for the sake o f  clarity , 
cond itions have been over-sim plified. In  reality it will no t be as simple to 
estab lish  the optim um  price level. I t will prove very difficult to pred ict or 
analyse the com petito rs’ reactions. T hus, the way tow ards active price 
policy is n o t a simple change o f the price system, bu t ra th e r it is a con
tinuous process, whereby our society is always active, considering  such 
m atters as purchase prices, handling costs, m arket prices, tu rnover trends 
and a num ber o f  o ther m atters in order to get a com prehensive picture 
o f the situation . All th is will enable us to decide on our p resen t 
selling prices. Once a decision is taken , the price should by no means 
be considered as final. Any new change in m arket conditions may 
m ake it advantageous to reconsider ou r own prices. An active price 
policy may natu ra lly  be shaped differently in different situations. A 
w ell-established cooperative society w ith sufficient cap ita l resources may 
so set its prices th a t a very small surplus will be left fo'r fu rth er capital 
fo rm ation . A new society, on the o ther h an d , which needs to expand 
and  develop its financial s trength  m ust set its prices so as to allow  a 
considerable surplus, which can be a llo tted  to the reserve or develop
m ent funds.

From  the different approaches to  a price policy for a cooperative retail 
society which we have exam ined in this chap ter, it seems tha t in the 
exam ples given, the active price policy is advantageous. An active price 
policy, as understood here, w ould m ean an analysis o f all aspects o f our 
situation  as a cooperative retail o rgan ization , and from this analysis, an  
a ttem p t to m anipulate our prices so as to ob tain  the m ost profitable 
results for the society and  its member. This, quite certa in ly , is the m ost 
sensible app roach  to  the consum ers cooperative pricing problem . □
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