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This thesis attempts to do three things: ’

A \‘ N
1. Examine the purchasing power parity theory of exchange rate deter-

mination at the single-industry level to ascertain how exchange

rate fluctuation affects the landed cost of imports.

2. Examine the effects of relative price change, due to exchange rate

fluctuation, on import quantities.

3. Determine what other factors, in 'additimt@@ relétive price dif-
ferences between imports and domestic supply, affect import quan-
tities, and determine how significant these other factors are in

determining market share.
The broad conclusions are that:

1. Over the long term (1967 to 1979), the ratio of wholesale price

levels corresponded closely to the ratio of exchange rates.

2. 1In the short term, however, the rates of the change in exchange
rate had a low correlation with the rates of change in price levels.
There was a variation fram the common trend line, which allowed a
priee differential between imports and damestic production in this
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This prlt:E d;ffegentlal between imports and d:nestls supply did not!/
ITEnleSt itself in the expected manner. Price differentials in
favor of lnpcrts did not ﬁecessa:;ly resulf in import market share
gains, and ¢he amount of market share movement was not necessarily

proporticnal to the absolute amount of the price differential.

A significant factor in explaining import quantities is the residual
supplier factor. 1In the c:i:trbméci U.S./Canadian ma;ketplé::é;
Canadian production represents only 3-4% of overall capacity, in
what is basically a cyclical market. The U.S. acts as a "flywheel",
supplying more equipment when Canadian demand rises quickly, and

supplying less when demand slumps.

Another significant explanatory factor appears to be the pricing
strategies followed by oligopolistic air conditioning equipment
d_lsi;f;)i)utﬂrs, who share approximately 80% of she market. They appear
to aggressively maintain market share in all product groups, regard-
less of the origin of these prc:juctsx: or of their landed cost (and

their effects on margins), at least in the short term.

These two factors, residual supplier and market share re@;rmts,

respective market shares of imports and damestically-produced
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This thesis attempts to do three things:

1. BExamine the purchasmg power parity theary of excl
mination at the single-industry level to ascertain how exchange

rate fluctuation affects the landed cost of imports.

fluctuation, on import quantities.

3. Determine what other factors, in addition to relative price dif-
ferences between imports and domestic supply, affect import quan-
tities, and determine how significant these other factors are in,

determining market share.
The broad conclusions are that:

1. « Over the long term (1967 to 1979), the ratio.of wholesale price

levels caf:es;mded closely to the ratio of exchange rates.

2. 1In the short term, however, the rates of the change in exchange
There was a variation fram the camon trend line, which allowed a
price differential between imports and domestic production in this

industry.



.
This price differential bEthEEﬂ imports and damestic supply did not
manifest itself in the E:s:;:ecteﬂ manner. Price dif%&rentials in
favor of imports did not necessarily result in import market share
gains, and the amount of market share movement was not necessarily
pfc:péfti:ﬁ.ali to the absolute amount of the price differential,
A significant factor in explaining import quantities is the residual
supplier factor. In the tambined U.S./Canadian marketplace,
Canadian production represents only 3-4% of overall capacity, in
what is basically a cyclical market. The U.S. acts as a "flywheel”,
supplying rore equipment when Canadian demand rises guickly, and
supplyinc less when derand slumps.
Another significant explanatory factor appears tq be the pricing
stratégiesgfallmed by oligopolistic air conditioning %quif_'ﬂE’lt
distributors, who share approximately 80% of the market. 'I?Ey appear
to aggressively maintain market share in all product groups, regard-
less of the origin of these.products, or of their landed cost (and

their effects on margingf, at least in the short term.

These two factors, residual supplier and market share requirements,
appear to bemore significant than relative price in explaining



CHAPTER II

THE THEORY OF PRICE FORMATION UNDER

-~

specifically, this chapter attempts to determine the impact of

exchange rate chahge on the price of importables, and the subsequent

effect on quanfities imported. Any additional parameters thought to
affect/price during exchange rate movement will also be examined,
with some indication of their significance determined.

¥

A. An Historical Perspective .

century in England were very similar [T:EfleE (and samewhat similar
to the econamic conditions confronting the U.S. during the early
1970s, conditions which also affected Canada since the two econamies

are inter-related):

1. Both countries were embroiled in a major foreign war requiring the

exportation of large sums of money to maintain troops in the field.
, ’
2. Both countries experienced crop failures requiring the importation
of large quantities of food.
¥

3. Their paper money supplies had rapidly expanded (campared to previous

periods) to pay for foreign wars and food imports.



4. Their damestic currencies were depreciating in the foreign currency

exchanges and in the bullion exchanges.

The similar: exchange rates had fallen and prices were
rising at a time the money supply had rapidly expanded and the bal-
ance of payments deflicit was large and negative, but there was no

general consensus on how to interpret the situation.

In the resulting debates ,/the monetary approach was conceded to best

\ )
explain the exchange rate deviluation and price level increase, i.e. the

rate. It had assumed a dominant role in econamic thinking, but receded
in importance during the lattér part of the nineteenth ::entu;?, a rela-
tively stable period. The gold standard had been adopted by most major
trading countries, resulting in relatively fixed exchange rates over long
periods of time. -There was no need for a theory to explain exchange rate

fluctuation.
Not until the hyperinflationary period following World Mar I was the

monetary approach resurrected, in a new gquise called Purchasing Power

Parity.

Iy
B. Theory of Purchasing Power Parity

The concept of Purchasing Power Parity, to predict exchange rates, i
was first expressed, and tested, by Gustav Cassel. "He stated, th:at:f )

 "the rate of exchange is pruéarily and expression for the value in the



'nnneyofoneoamtryputupmthencneyofanothercountry".l

For example, if we consider two separate countries, A and B, aa%
wi\th its paper currency, the money of .country A can only have value in
country B based on its buying power, or purchasing power, in country A.
The price then, of currency A, when purchased in country B, will be
directiy proportional to its plurch#mg power in A. Now, if price
levels rise in country A, the purchasing power of its currency will

decline, and its price in country B will decline.

Similarly, the price of foreign currencies in country B will be
affected by its internal price level. If prices rise in B, without a
oorrespondihg price increase in its trading partners, then country B's

currency will decline in value.

The exchange rate then, between A and B, or between any two coun-
tries, will be determined primarily by the ratio of their general price
levels, which, in turn, are in direct proportion to the quantity of

money circulating in each gamtxy.

laustav Cassel, "The Present Situation of the Foreign Exchanges,”
Econamic Journal 25 (March 1916) : 63.

.




While stating that the rate of exchange between two countries is

primarily determined by the quotient between the general price levels

in the two countries, Cassel acknowledged several limitations to

purchasing power parity's ability to predict the exchange rate:

1.

48]

W]

6.

&
L

Trade restrictions.

Speculations in the foreign currency exchange markets.
Anticipatic;ﬁ of greater inflation and/or depreciation.
Real changes in the structure of the econamy.

Net capital movements due to interest rate differentials.
Government intervention in the exchange markets.

1. Absolute PPP:

PPPabSEFLE

where PPP abs = number of units of country B's currency per

unit of country A's currency.
PLi = price level in country i during the specified

- period.



2. Relative PPP:

PPP rel

[}

Ry

|

>

where PPP rel

number of units of country B's cu

unit of country A's currency.

Pi

price index in country i at a specified time

¥

RD = actual rate of exchange during the base period.
fundar propositions of purchasing power parity theory are that:
a. The short-run equilibrium exchange rate tends to approach

PPP is either the long-run equilibrium exchange rate or
its principal determinant.
\ﬁ,- 7 .
Thus, PPP Theory in its most general form can be expressed by

the following function:

R=f (PPP,......)

E

short-run equilibrium exchange rate

PPP PFPabs or PPPrel

The implication of this theory is that real price lewvels in all
countries tend to equality, and that only one price level can exist,

the world price level. It isdnaintained through arbitrage. When goods



-
are undervalued in one country, after exchange rate is taken into
account, they can be purchased and transported to higher demand areas,

thereby causing prices to equalize.

If purchasing power parity does occur, then a country's overall -
exports and imports should not be affected in the longer term by °

revaluation or devaluation.

C. Support for Purchasing Power Parity

EBmpirical testing of Cassel's theory was inhibited by a lack of
adequate data on general price levels, by a return to the gold standa®d,
and by disturbed world ctonditions in the thirties and forties. Follow-
ing World War II, the regime of fixed exchange rates made the theory one
of academic rather than practical interest. However, this situation-
Clearly changed with the fluctuating exchange rate regimes of the seven-

ties.

An overview of same selected current work on PPP was undertaken to

survey empirical findings and determine if descriptive generalizations

are possible.

Holmes (1967) used an interesting model to tes the PPP Theory in

which country A is small, d to country B, i.e. Canada campared to

the U.S. Under PPP Theory, the external value of country B's currency
is adjusted to its internal value through changes in either its exchange
rate, under a floating exchange rate regime, or in country A's price

level, under a fixed exchange rate regime. This relationship takes



the form:

to buy a unit of Canadian

|
w
s
&

o
]

price level in country A (Canada) 3s measured by CPI

price level in country B (U.S.A.) as measured by cPI’

A
il

NOTE: the "other variables" include: tariffs, capital
flows, unilateral transfers to the small country,
(variables recognized by Cassel) plus real income

and population (variables not considered by Cassel).

Holmes found that the most significant explanatory variable for RP,

was PB, the U.S. price level, thus providing strong support for PPP over

the period 1870-1960. Of course, given the strong dep > of the

Canadian econamy upon the U.S. econawy, it can be inferred that there
should be a strong correlation between the Canadian price level, measured
in U.S. dollars, and the U.S. price level. These findings, thus, do not

give as strong a Support to PPP as the data might initially indicate.

ative change in exchange rate for each major U.S. trading partner between
the two periods 1900-04 and 1963-67; periods characterized by relatively
f.ree trade, convertible currencies, gold or gold exchange standards, and
a preceding interval of peace and prosperity. His price level indicator

is the wholesale price level. Results of the analysis support Cassel's
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.
theory, although Gaillot does acknowledge the existence of other factors
which can cause large, but temparary deviations from the expected valua-
tion of currencies. Gaillot acknowledges data pfciisl;is particularly
with consistency of wholesale price indices between countries over ﬂus
relatively long period of time.

The res;lts, however, do lend support to the Purchasing Power P,a:it;f

theory and are consistent with the long-run relationship between rela-

tive inflation and the exchange rate.

Jacob Frenkel (1976) re-examined the German hyperinflationary period

durmg the 1920s to provide addit;imal support for Purchasing Power
Parity. He showed a high (.98) correlation between the German money
supply and its exchange rate, and a similarly high (.98 plus) correlation
between the exchange rate and internal price levels, ‘-ﬂ'Eﬂ a number of
alternative price indices were used for camparison. His research is
particularly interesting, in that the prices of tradeables and non-
tradeables . affected at consumer (r%tail) and wholesale price levels,

are related to exchange rate change, With few exceptions, prices tend
towards a cammon world price, when all prices are rreasu:ed in a camoen

Officer (1980) also found support for Purchasing Power Parity. 1In
his work, he uses the Gp deflator as a measure of price change. He
points out that G’thef authors have used the consumer price ;rmx ani/c:sr
wholesale price index, which are I‘ESFEC’tl\?Ely biased towards non-
tradeables and tradeables. The CDpP deflator is a more camprehensive

measure of price change. He also points out that most PPP tests campare



[
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a given damestic country with the United States, which is the psual
standard courttry. Such bilateral tests have the disadvantage g‘aper—
mitting tests of PPP in which price movements and exchange rates per-
tain only to the damestic/U.S. situation. Officer removes this dis-
: advantage by employing the "effective exchange rate” in which the
weighted exchange rate for major U.S. trading partners is campared to
their weighted price indices.

\
Officer also attempted to select time periods that permit a fairer

test of the efficacy of PPP. These represent periods of reasonable
stability, without war or exchange controls. Periods of severe trade

restrictions and highly unsettled international conditions were excluded.’

It is more probable, then, that exchange rate changes will pick up mone-

tary (price level) effects more effectively.

existed worldwide, and 1975 (floating exchange rate period), plus 1963-66
(fixed exchange rate period) as his alternate current periods, when
exchange rates were considered to be relatively stable.
Based on' this selective testing of PFPP, Officer concludes that:

-

a. PPP is a relatively good predictor of the exchange rate.

b. The closer the ties of a country to a major trading partner,

the batter that PPP predicts the exchange rate.

These conclusions are consistent with those reached by Holmes.
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D. Criticisms of Purchasing Power Parity

Despite the above studies that lerxj empirical support to the ane
price doctrine, that any change in exchange rate would be offset by a
price level change that keeps prices substantially equal in every /
country, other work has questioned the applicability of PPP at the

industry or product level.

Among the critics are Kravis and Lipsey (1978; . In their paper,
they campare the actual price behavior of equivalent camodities in
trading countries against the price predictions of monetary and
elast;icity timeories respectively. As pointed out by Kravis and Lipsey,

under the elasticity theory, exchange rate change can alter the price

of one country's goods and services relative to those of another.
These exchange rate-induced price changes result in quantity changes

-~
in imports and exports. Elasticity theory, then, allows the following

behavior after exchange rate change:

a. Prices of import and export goods measured in thz:_r own
\ currency will rise in a depreciating country relative to
non-traded goods. *

b. These price shifts between tradeables and non-tradeables

induce increased net exports from the depreciating country.

C. The terms of trade (ratio of export price index to import
price index) are likely to deteriorate, dependent on import
and export elasticities. (For a fuller explanation, see

=
A ]
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The elasticity theory states that exchange rate change will produce
changes in price structure that yive rise to shifts in the overall vol-
umes of imports and e;-;p::rts

The monetary theqry, in contrast, assigns the general price level a
central role; it determines the value of all assets, including money.
Since there is assumed to be a perfect international market for assets,
any change in price level is offset by exchange rate changes, and "one
price" holds in all countries. Relative prices have no permanent role,

warranted by general price level relationships.

This law of one price, it is pointed out, applies particularly to

traded goods amongst the industrialized countries, since their products

e —

are readily substitutable and subject to cammodity arbitrage. Non-traded

goods keep in line by substitutability among traded goods in consumption,

o

and by substitutability among the inputs for traded and non-traded goods

in production.

The monetary view assumes that prices will adjust quickly after
exchange rate changes to maintain their worldwide equality, and that there
will consequently be little opportunity for import or export quantity

exchanges.

zEngl Sohmen, Flexible Exchange Rates, (Chicago: University of
Chicago Press, 1969). Whenever devaluation occurs, the terms of trade
worsen whenever the product of elasticities of* supply for imports and
exports is greater than the product of elasticities of demand for imports
and exports.




Kravis and Lipsey focus on price levels after exchange rate fluctu-
ation to determine if they changed rapidly to conform to the one-price
doctrine, or\weﬂie: Cchanges in the price structure were more nearly
consistent with predictions of the elasticity theory. Their findings
are that prices deviated substantially fram a cammon, werldwide price
level over the short and long term. This deviation from the law of ane

price, they attribute to the following:

a. Non-tradeables are not affected to the same degree as

tradeables.

b. Prices for tradeables and non-tradeables are strongly
influenced by the relative wealth of the country, i.e. GDP

per capita.

c. Different elasticities are faced by oligopolistic firms in
their damestic and foreign markets. Those markets with

greater price elasticity teénd to have the lowest prices.

d. Product differentation, i.e. appearance, performance, cus-
tamer service, warranties, credit terms, and availability
enabled manufacturers from same countries to charge higher
prices.

e. Oligopolistic pricing stratégiés may produce price discrim-
ination in markets where the oligopolist wishes to maintain -



f. Buyers may not react to price differences due to insufficient
knowledge, uncertainty in using new suppliers, or camitments
to certain manufacturers through training programs or parts

stocking programs.

The monetary approach assumed "perfect competition” in international
markets. With perfect campetition, only one price can exist, a world
price. Kravis and Lipsey conclude that where market structures depart
fram the purely campetitive model, then substantial price differentials

are possible, and may be sustained in an effective manner.

Richardson (1978) examines the "one price" or purchasing power
parity model of commodity arbitrage between Canada and %he U.S. To do
so, he examines price change CNEI‘ time in a number of equivalent sectors
of Canadian and American manufacturing. The following regression model
is applied:

Pc = B E Plpus B2 B3 p B4

where Pc = Canadian dollar price of the product
E = Exchange rate

Pus = U.S. dollar price of the product
. T = Transfer costs (t_r:ansg@r!:aticm cost, duties, tariffs)

R = Other residual reasons for different price levels

With perfect camodity abitrage, the exponents BO, Bl, B2,

Pc = E Pus (neglecting transfer costs and residual elements)



The model is applied to 22 camodity groupings représenting a
spectrum of tradeability. His findings were as follow:

a. That same commodity arbitrage exists for those camodities
generally recognized as tradeables.

b. That no "perfect" arbitrage exists in any cammodity group.

€. That Canadian prices generally react to both exchange rate
and U.S. prices to the same degree. The exceptions, all of
\ which he judged to be tradeables, either responded equally;:

\ or they responded more to exchange rates than to U.S. pf;iceé,
re

Dunn (1970) arques that under “perfét:t campetition” prices between
two countries (converted to the same currency) will vary only by trans-
portation costs and tariffs. If the axi‘l"harlgé rate changes, price levels
in at least one country will have to change to maintain parity. Other-
wise, arbitrageurs will capitalize on the price differential causing
either price level or exchange rate movement to achieve parity. In
Dunn's opinion, this provides a formidable argument against flexible
exchange rates in an open econamy; if a country faces high or infinite
elasticities abroad, a high proportion of its internal prices will be in

a continuous state of flux.

As Dunn dermonstrates, prices are not in a continuous state of flux,
nor do prio::es react in the manner predicted (by monetarists) ! They do
" not follow a one-price rule. He points out that, in reality, business
firms have a varlety of pricing goals and policies, most of which provide

relative price stability in the face of exchange rate uncertainty. The

16
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following rexifiggeare advanced for price stability of imports during

periods of fluctuating or changing exchange rates:

a. Market share considerations make most firms cautious
about raising prices and risking a-market sharg loss.
Market share requires capital to capture and maintain.

No firm is prepared to "write-off" market share readily.

b. Costs, both implicit and explicit, make it expensive to
make frequent price changes. These costs range fram
printing and mailing costs for new price pages to custamer
uncertainty and loss of confidence. Business enterprises
seek legitimacy by appearing solid, secure, and stable,

Yegardless of price uncertainty caused by exchange r;te
fluctuation. They are reluctant to change prices too

often and too substantially.

c. The market has a high inertia against change, including
price change. Firms, which generally resist price change
in their damestic markets, will react in a similar manner
in export markets. When exchange rates fluctuate, they
resist making corresponding price changes, which could
reduce their market share.

If these firms are oligopolistic, they can exert considerable
pressure to maintain stable prices. Dunn's hypothesis is that they will
use their market power to stabilize prices even when confronted with a

14 .
rapidly changing exchange rate. Long-term exchange rate trends will be



reflected in price lewvels, but short-term perturbations about this trend

will be absorbed in profit margins.

Dunn suggests that for this system to operate, there are other

requirements in addition to an oligopolistic structure. These are:

a. There must be sufficient profit margin to allow variations

fluctuates).

- b. The range of Gurrency fluctuation must be relatively small.’
If not, there will be an opportunity ¥for arbitrage, which
will not allow a differential pricing policy to be main-
tained indefiniteiy. If the currency fluctuation is
sufficiently large, it will became profitable to buy the
camodity in a low price market and transport it to a high
price market. The range must be sufficiently narrow so

that the slim profits will not be worth the attendant risk.

c. The foreign market must I:E sufficiently important. The

. exporting f'n:;m must have sufficient VEStéﬂ iﬁtérest to
maintain its market share in the second market in spite of
rising landed costs due to exchange rate movement. If it
is not sufficiently important, the firm.will follow a one-

price policy and allow its market sl

to fluctuate.

X
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stable pricing policy in foreign markets:

a. By selling directly and maintaining stable prices in

foreign markets (fluctuating price in its own currency) .

b. By se,llmg‘ at a fixed cost in their own currency to a
foreign subsidiary, which then resells at market price
levels, absorbing exchange rate fluctuations in its

profit margins.

In a study of six industries, Dunn found little relationship

between the Canadian price levels and the U.S. - Canadian e:-:f:r%@ge rate
T

N

or the U.S. price level, which tends to contradict the one-pric¥

doctrine, i.e. purchasing power parity.



This chapter describes the characteristics of the Canadian air
conditianing industry including the present product cycle position of
the industry; industry size and structure, equipment produced, price
formation practices, and the distribution of the market between imports

/

and daomestic production.

A. Industry Definition

Air conditioning equipment is designed to provide a comfortable
environment for people and/or equipment. It heats, cools, humidifies
or dehumidifies, cleans, and distributes "conditioned”™ air to maintain

specified interior climatic conditions.

The air conditioning industry has amorphous boundaries in that it
includes same elements of the heating, ventilating, and refrigeration
industries. For example, a rooftop—mounted air conditioning unit may
contain gas-fired heat exchaﬁgers, fans, and refrigeration camwpressors,
camponents which form part of an air conditioning unit, but which sold
separately, are categorized as heating, ventilating, or refrigeration

equipment.

For purposes of this thesis, air conditioning equipment will be
characterized as equipment controlling environmental comfort conditicdns
during all four seasons. Any equipment designed specifically for heating
purposes such as furnaces or boilers, ventilating equipment such as fans,

or commercial refrigeration equipment such as freezers or cold storage

20
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equipment, will not be included in this analysis.

This qualification should not affect the validity of the results.
Data published by Statistics Canada an imports, exports, and
damestically-produced air conditioning and réfrigeration equipment can
be sufficiently disaggregated to correspond to this definition, which

is the generally recognized definition used by the industry.

B. Industry Size and Scope

In 1979, the domestic industryl employed same 3069 production
workers, plus an additional 1696 sales and administrative personnel.
Total "value added" by these 4:765 workers was $153 million that year,
or $32,000 pecr‘worker. Salaries and wages oontributet;l $75 million,

_or $15,700 per worker, which constituted 49% of total value added.

This relatively high labour content may partly confirm lower
Canadian productivity levels in camparison to the U.S. Several reasons

for a lower Canadian productivity level were citedzz

a. Shorter production runs over which to distribute set up

and fixed overhead costs.

1St:atlstlcs Canada, Cammercial Refrigeration and Air Condltlomm
BEquipment Manufacturers, Catalog 42-215 Annual, (1979) : 1l.

2C1teddurmguxhxstxysurveybysenlormanagersmtheau
conditioning industry.
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b. Less mechanization of the fabrication and assembly

c. Fewer camponent manufacturers (less campetition) could

result in higher input costs.

To minimize productivity problems, Canadian plants have attempted
to locate market segments, or niches, in which:they have an advantage,
or at least, do not operate at a disadvantage. These areas might

include:

a. Products for which sufficient Canadian volume is available

to operate at an efficient scale.

.b. Products which have a high freight content, giving the ¢

€. Products which require special Canadian designs to meet
harsh climatic conditions that standard American designs

d. Custaomdesigned equipment for special applications that do
not lend themselves to mechanization due to small quanti-

“ ties involved.

The g:dustfy is camprised of 6 major ﬁanufactu:&rs{ who account for

Major campanies include (not ranked by size): Carrier Air Condi-
tioning Ltd.; Dunham-Bush of Canada Ltd.; Keepright Products Ltd.; Lennox
Industries Ltd.; Trane Air Conditioning Ltd.; York, Division of Borg-
Warner .
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an estimated 80% of industry sales, plus several minor manufacturers/

distributors, who produce and/or sell the remainder.

Five of the six firms cited are subsidiaries of U.S. parent firms.
These subsidiaries can draw product from either U.S. or Canadian pro—

duction facilities.

Historically, these larger firms manufactured the smaller,
"packaged" product groups in Canada, where sufficient production volume
was available. Larger equipment was produced in the U.S. Exceptions
occd::e(; when higher U.S. production volumes allowed U.S. equipment to
be imported at a lower landed cost (after exchange rate, duty, and

transportation costs were added).

Today, foreign and damestic-manufactured equipment each meet
approximately half the total domestic danamd.4 U.S.-based manufacturers
dominate the market, owning outright 5 of the 6 major Canadian-based

producers, plus accounting for over 95% of all Canadian irrpol:‘t:s.5

The possible implication of this large U.S. influence, exerted
through a small nurber of campanies, is a high degree of oligopolistic
power that can be directed towards maintaining market share, a form of
investment, in a market that is inpbrtant: it is relatively la'x"ge,
politically and econamically stable, and thus capable of returning
dividends on their investment, provided that their investment, i.e

market share, is secure.

4
5

See Table 4, Page 35
See Table 2, Page 32



C. Categories of Air Conditioning Boquipment

The bulk of air conditioning equipment sold can be divided into
7 major categories (See Table 1), generally called "packaged"

equipment.

| RAC lPAC—Rl PAC{lYPC-Rl YAc-c’J smf-RJ SPL—C,

Total Product Range Produced in Canada (all manufacturers)

I P I I SN R S

Manufacturer A

l (N D I FDN S R J

Manufacturer B

L____lI | | 1 | ]

Manufacturer C

l Lo__Jd____1 1 | S I

Manufacturer D

NOTES: Solid line : produced in Canada
Dotted line : produced in U.S.

» No line : not sold in Canada by this campany

Flgure 1:" Imports and Damestic Supply by Product Group and

by Manufacturer.
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TABLE 1

Room Air Conditioners
Packaged,
Packaged,
Packaged,
Packaged, heating & cooling, camm.

cooling only, residential
cooling only, cammercial

heating & cooling, res.

Split system, cooling only, res.
Split system, cooling only, camn.

5.0
5.0
5.0
5.0
5.0

a. A "ton" of cooling capacity represents 12,000 British
Units (Btu) per hour.

b. Residential and cammercial equipment are built to different
: design criteria.

c. Canadian plants manufacture all 7 categories since thesé are

a majority of products sold.

Each of these 7 major equipment categories is produced in Canada by

at least ane of the 6 major companies,

illustrates these major equipment categories.

(but may not reflect the current situation).

overall prodyct range is imported from the United States.

No ane manufacturer; however,
makes every product category in Canada; at least same portion of this
Figure 1
It shows the actual

equipment produced in Canada by the manufacturers on the interview dates
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The products in each of these equipment categories are relatively
undifferentiated. They are similar in basic unit design, have similar
optional features available, are offered in the same discrete, nominal
sizes over a camparable capacity range, and have similar basic selling
features and benefits. The major differences amongst manufacturers are
in perceived, if not actual, gquality, ease of installation, warranty

cost,_sales aggressiveness, availability, and service backup.

Not only is air conditioning equipment relatively &‘.\;ff‘eri&;lat&d,
but the market for it can be described as "mature”. "IT:E“-EE‘J:EE*; e
well developed and firmly established; there is little untapped, virgin
territory left. while demand does fluc:tuage frﬁm year to year, depend-
ent upon weather for residential équl[:ﬁEﬁt, ‘and upon construction
activity for cammercial and industrial equipment, there are no "new"
markets fram which growth can be sustained. Any growth beyond the
relatively small long-term industry growth must came at the expense of
campetitors, fram their market Sharas Market share becomes more import-

ant in mature markets than in high—-growth markets.

entiation. More efficient equipment is being designed to meet imminent |
or existing government reqgulations. Larder rna:mfacturers can accammodate
redesign and retooling costs; small manufacturers do not have sufficient
sales volume over which to spread these costs, and they could ultﬂrétely

dim7 : i 7’;



D. Price Formation

Air conditioning equipment flows fram the manufacturer through a
distributor or agent to a contractor, who installs the equipment for
the owner or end user. There are two distinct types of project

involved:

a. Negotiated projects, wherein the contractor designs the
system, selects the equipment (usually based on his
personal preference), and installs it. Other contractors
may be involved, often with different designs and equip-
ment selections. Lowest price, or best system for the

price, usually gets the job.

b. Plan and specification projects, wherein a .consultant
designs the system, sizes the equipment, and specifies

" which manufacturers can bid. Contractors bid on the
“on price), and install it, if their price is acceptable

(low!).

Both types of projects, particularly plan and specification, require
"campetitive"” pricing fram the shipment dlst_m_buicr The usual d;fference
between getting and losing a jab is price, although other factors can
daminate. These factors may include equipment availability, previous

experience, operating cost differences, or owner or contractor preference.

The distributor then has to provide competitive prices to the con-

tractor, based on a specified number and capacity of units. The same

27



pricing flexibility, however, is not normally available fram the equip—

ment manufacturer. Pricing fram the manufacturer to the distributor or

agent is characteristi? 1ly determined by "formula". The distributor's
cost is based on a "list price", revised at intervals, multiplied by a
constant factor. When t.ransp@rtat;m cost, plus duty (constant fram
1967 to 1979) and exchange on imported equigfgintfis added, a “landed”
Cost can be ascertained. It is the difference between this landed cost, -
determined by formula, and the selling price, negotiable between distrib-
utor and contractdr, that determines the gross margin on any project,

(see Figure 2).

When the exchange rate changes, the landed cost of goods imported
from the U.S., invoiced in U.S. funds, undergoes a relative increase or
decrease against Canadian-made products. During devaluation, when U.S.
products experience relative cost increases, the importer is prabably
unable to set his selling prices higher without losing market shdre, but
he canﬁot leave his price at the same level without sacrificing part of
his gross margin.

The trade-off for the importer during devaluation is between profit-

ability and market share, unless the U.S. manufacturer temporarily waives

his standard pricing formula, to support beleaguered cﬂfistril:ut@rs,7

7Manufacturers may lower their transfer price to the distributor,
dependent on whether the distributor is independent or wholly-owned, and
if wholly-owned, on where he wishes to declare any profits. See L.w.
Copithorne, Canadian Journal of Econamics. IV no. 3 (August 1971): 324-41.
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U..S.-based manufacturers have marketed their products to these

distributors through two different channels:

Distributor Gross

Transportation (constant)

Duty (constant)

Exchange (variable)

Factory Gross
Labor -
‘

Wholesale Price (determined by
formuala)

Factory Standard Cost

Figure 2: Relationship of Wholesale Price to Selling Price
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a. Direct sales to foreign markets at differing prices (in
their own currency) depending an local exchange rates.
This strategy has been followed by the smaller firms,

typically without Canadian production facilities. When

campanies may voluntarily withdraw until the exchange

rate again allows them to sell their products at a

profit. Typically, the distributor will be independent, .

i.e. not owned or controlled by the manufacturer.

b. Sell at fixed prices (in their own currency) to distrib-
utors, who absorb any short-term rate fluctuations in
their own profit margins. Thus, exchange rate movement
has no direct effect on the manufacturer's financial
statgfgnts_, This distribution channel is followed by the
larger manufacturers, who usually have Canadian pfi!ﬂ’l.lcti@<
facilities making a limited product range. Market share
is important to these larger campanies; they cannot easily
withdraw and re-enter a market. They have a large invest-
ment in human capiﬁal and physical plant that must be
protected. Typically, the distributor .for their products

is a hﬂ-x::llyicwmed subsidiary.
Since these larger manyfacturers represent the majority of equipment

\séld in Canada, price fram the manufacturer to the distributor is

normally determined by formula pricing.



E. The Role of In;x:»}r\

Imports represent a significant product of the Canadian air
conditioning market. This section examines the role and impact of
foreign manufacturers in this market.

1. U.S. Share of Imports

The U.S. share of imports exceeds 95% in most product groupings
(see Table 2). The dominance of U.S. imports simplifies analysis in
that the U.S./Canadian foreign exchinge rate will outweigh the effects

of all other exchange rates. Hence, all further mentions of imports,
finite portion (less than 5%) originate elsewhere.

2. Import Share of the Canadian Market

Data for imports, and damestic production are available for the
air conditioning and commercial refrigeration industry in several
categories. These categories are sufficiently disaggregated to allow
a breakout of f:he air conditioning segment. Table 3 displays imports,
domestic préawtim and exports for the years 1966 through 1979.
This interval may be divided into a period of fixed exchange rates

between 1966 and 1970, and one of managed float between 1970 and 1979.



TABLE 2

TOTAL IMPORTS OF SPECIFIED CLASS OF AIR CONDITIONING EQUIPMENT

(in thousands of dollars)

Roam Air Air Conditionina| Parts of Air Misc. Equip.
Conditioners Units Conditioning | and Parts
Units ,

(655-06) (655-19) (655-28) (655-99)

U.s U.s. U.s. U.s.

YEAR | VALUE [SHARE | VALUE |SHARE | VALUE | SHARE | VALUE | SHARE

1979 | 4416 |{1.000 | 43213 | .988 | 35948 | .991 | 5002 | .933
1978 | 3856 |1.000 | 39235 | .959 | 26994 | .991 | 39389 | .943
.984° 33566 | .998 | 24796 | .993 | 29286 | .955
937 | 36023 | .997 | 23082 | .996 | 28641 | .963
.999 | 30503 | .997 | 19710 | .999 | 27301 | .954
987 | 27643 | .998 | 24950 | .998 | 28503 | .933
937 | 21384 | .996 | 15896 | 998 | 22070 | .943
964 | 14747 | .955 | 10747 | .991 | 16460 | .936
.000 | 11795 |1.000 9113 | .999 |13125 | .947
.997 | 10364 |1.000 9045 | .990 |[12771 | .956

%
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TABLE 3

IMPORTS, EXPORTS, AND DOMESTIC MANUFACTURE

OF ATR OONDITINING PRODUCTS

(in current Canadian dollars, x 1000)

DOMESTIC
YEAR IMPORTS PRODUCTION EXPORIS

1979
1978
1977
1976
1975
1974
1973
1972
1971
1970
1969
1968
1967
1966

253028

204854

116919
93044
782117
73713
72104
32109
68705
55314

290109
206026
204900
201213
164617
154276
118712
101312
88953
81590
73780
63300
56228
55523

Imports

Damestic Production:

Exports

?

: _Statisfics Canada, Catalog 65-203

Statistics Canada, Catalog 65-202



Total damestic demand is defined as the total of damestic supply,
which is damestic production less exports plus imports, as illustrated
by Figure 3, (assuming that there are no differential inventory changes

in any category).

DOMESTIC

PRODUCTION

Figure 3: Relationship between Imports, Exports, Domestic
Production, Damestic Supply, and Total Domestic

The information in Table 3 has been reassembled to show imports,

shares of damestic and U.S. manufacturers (see Table 4). The average
market share of imports over the 14 years studied was 54.1%. The
highest import share was 60.6% in 1968; the lowest share of 48.9% was

recorded in 1976.
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An overview of the air conditioning indust

conclusions:

36

y offers several

There are relatively few manufacturers in this
industry. This gives each manufacturer same oligopoly

power over price levels and market shares.

Most large firms are subsidiaries of U.S. parent firms.
Manufacturing facilities are located in the U.S. and in
Canada. Product origin, to same extent, is determined
by landed :::::% which includes wholesale price, trans-
portation cost, and exchange rate. No one Canadian
subsidiary makes the entire range of equipment product
groupings or sizes; each imports same of its require-

ments from the U.S.

Different brands of equipment are relatively undiffer-
entiated. Therefore, elastitities of substitution are

high. Wwhile other factgrs can occasionally dominate,
the focus is on price. Fimms wishing to maintain market .
share must a? remain a:rgetiﬁive To increase market

below current na;rket 1215, an action to which coampetitarsg

will react to maintain their market shares,



The majarity of sales are based on a tendering process,
wherein lowest price usually abtains the c:r&ar The
accumilated history of this tendering process sets price
levels for the industry. This process reinforces the
importance of price implicit in readily substitutable

products. Manufacturers who wish to maintain market

market-determined price levels. Manufacturers have the

option of reducing price levels to gain market share but
few choose this option; it invariably invites a response
in kind fram campetitors. Everyone would maintain market

share, but at lower price and gross margin levels.

imately half the total damestic market. Thus, a significant
p@rtit:ﬁgfﬂ‘gigﬁusﬂfyis directly affected by exchange |
ra;zg movement. Since al:r;st §;Ll imports are of USH origin,
the relative movement of the US and Canadian d::lla:ls
The industry is relatively mature. It is not a growth
industry with rapidly changing technology. Growth of any
one campany in this market is usually at the expense of

its campetitors, who view market share as an important -

cbjective to be maintained or improved.



CHAPTER IV =

- 1

it varied from a low of 48.9% in 1977 to a high of 60.6% in 1966. This

chapter examines the underlying forces which may cause import market

share change. The examination follows this sequence:

Does relative purchasing power parity exist between the Canadian
and U.S. air conditioning industries at the wholesale price lewvel,

i.e. the price that distributors pay to obtain the egquipment?

If relative purchasing power parity does exist, what variables

other than price explain yearly fluctuation in import market share?

If relative purchasing power parity does not exist, i.e. there is a
price differential between U.S. and Canadian produced equipment,

what is the relationship between import market share and its relative
price? ‘

If no relationship or a weak relationship exists between import
market share and relative gric::e. what other variables offer an

explanation for import market share change?
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A. Purchasing Power Parity

and U.S. prices at the wholesale level, i.e. the cost to the equipment

distributor.

. The "landed cost” of equipment to the distributor, i.e. the price
he pays in his own currency to acquire his inventory, is related to the

wholesale price index. This wholesale price index represents the average

(ISPI) . When equipment is imported fram the U.S. the relevant index
becames the Producer Price Index (PPI). Before importing the equipment,

however, the distributor must pay duty (constant over the short term)

We can therefore state that landed costs in Canada, i.e. wholesale

costs, will vary as follows:

1. For Canadian manufactured equipment :
Landed Cost

il

f (ISPI)

where ISPI Industry Selling Price Index

Landed Cost = F (PPI.R) given that import duties were constant over

( the short term studied (1967-1979).
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where PPI = Producers Price Index
= U.S./Canadian exchange rate (CS$S/USS).

o
|

Wholesale price indices have been prepared for most industries in
Canada and in the United States. Statistics Canada publishes wholesale
price statistics for Air Cénditioning ipment as well as related

'.S. Department of Labour,
Index (PPI) for Air '

industries such as Heating Equipment. The
however, did not publish a Producers
Conditioning Equipment until December 1977, although data is available

for Heating Bquipment. A regression of the Canadian Industry Selling
Price Indices (ISPI) for Heating Equipment against Air Conditioning
Equifment was calculated. The coefficient of correlation was very high
at 0.9966 (r = .9933). This high correlation might be expected in two

industries that are closely related:

1. There is a wide overlap of common camponents such as fans, motors,
v-belt drives, contactars, heat exchangers, gas valves, and sheet

metal casings.

-

2. Both products are often made in the same factories, or, if not, use
similar trades operating at cammon union scales. Labor input costs

terxitoriseatﬂwéanerateinbothindustries.

The lack of aspecific Producers Price Index (PPI) for the air con-
ditioning industry in the U.S.; prior to December 1977, forces the use
of Heating Equipment wholesale price indices. However, the use of a
surrogaﬁe should not seriocusly affect th;e validity of this analysis. |

]

o
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The wholesale price indices for Canada and the U.S. at quarterly
intervals, together with the price of a Canadian dollar per American
1967 and ending January 1980. This permits comparison of the Canadian

wholesale price level with the exch: rate adjusted U.S. wholesale

If the relationship, ISPI = PPI.R, §ic f hold, we have purchasing

power parity in this industry, at ledst at’the wholesale price level.
With purchasing power parity, the distributor would not differentiate
between U.S. and Canadian produced equipment when the exchange rate

changed; they would maintain their same relative price levels.

2. Camparative Static Analysis

and damestic supply to the exchange rate in base and current periods.

This determines the relative change in price and the relative change in
the exchange rate. If PPP is the only determinant of exchange rate, the
Canadian/U.S. price ratio will equal the exchange rate ratio. Calcula-

tions are shown in Table 5.



CANADIAN FRICE U.S. PRICE CANADIAN/U,S.
YEAR INDEX (ISPI) INDEX (PPI) EXCHANGE RATE (R)
(annual average) (annual average) | (annual average)

1967 (base)
1979 (current)

88.7
188.1

100.0
187.1

1.0787
1.1715

2.121

1.871

1.087

The Canadian to U.S. relative price change is 2.121/1.871, or 1.134,

which represents the Purchasing Power Parity,

or PPP, in this industry.

In other words, Canadian prices, measured in Canadian dollars, increased

13.4% more than U.S. prices, measured in U.S. dollars, over the study

The exchange rate ratio, however, increased by 8.6%, indicating that

Canadian prices rose 4.8% faster than exchange rate adjusted U.S. prices

bia
over the 12-year period. This finding gives credence to the abservation

of several FE\DplEl in the Canadian air

production was not as "campetitive” as

1An informal cbservation

the industry survey.

conditioning industry that Cana

by 3 out of 4 companies questioned aang



This differential price increase can be attributed to two possible

Canadian production, possibly due to increased mechanization and/or

increased ecoxmies of scale.

b. Factor costs, particularly labor costs, had increased faster in

3. ‘A Test of Exchange Rate Adjusted Price Levels in Air

Conditioning BEguipment

Simple regression of Canadian wholesale prices (ISPI) against U.S.

wholesale prices measured in Canadian funds (PPI.R), a test of felaﬁ;ve

PPP, gives a high correlation (see Table 6).

TABLE 6

U.S. WHOLESALE PRICES

Error t-statistic

Two—tailed
prabability

'5.81581

) 155.926 26.8108
PP 7 4.19526

74 0.0766278

0.0000

NOTE: r> = .9968
Standard error of regression = 2.14075
Durbin-Watson statistic = 1.6853

F - statistic = 272038 (Praobability = 0.0)




A cursory examination suggests that wholesale prices in the
Canadian and U.S. air conditioning industries are closely related
(significant at the 5% level) and that any devaluation of the

Canadian dollar would be offset by ¢

rent relative price
increases by Canadian producers. While this is ‘t;}%a:xret;cally
possible for an entire econamy, depending on which theory is
cited, the very high correlation is scmewhat surprising in a small
industry, even when camprised of approximately 50% import content.
Same similarity between PPI.R and ISPI, however, can be expected:

a. The two econamies are tied together; any inflationary
factors inherent in the U.S. econany would be reflected
in the Canadian econamy. The high relationship between
the ISPI and PPI.R may reflect the underlying inflation

rate in the two econcmies.

b. International trade uniaons, who represent workers in the
air conditioning industries of both countries, generally
seek wage parity, forcing labor input costs to a common
trend line. (Note the apparent contradiction with point b,
on page 43. While unions may generally seek parity it is
possible that Canadia® unions may have been marginally more
successful by abtaining sliqhtlf larger increases over the

C. World markets for raw materials, such as copper, aluminum,
and galvanized sheet metal, suggest equal raw material input
costs in all countries, when cost is measured in the same
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d. Camponents such as campressors, motors, contactors, fans, and
heat exchangers are often manufactured in one factory, -
usually U.S. based, then used in both courntries to assemble

air conditioning equipment.

campanent R, in the term PPI-R, (or vice versa), the two \EI;EblEE

lently, but concurrently, against ISPI through

were regressed ind

multiple linear regression.

4. A Test of Exchange Rate and U.S. Price lLevels

Multiple regression of the exchange rate and U.S. wholesale ?rir:es
against Canadian wholesale prices (see Table 7 for regression results)

tends to support the general conclusion of the simple regression:

* using absolute data, purchasing power parity appears to exist
at the wholesale price level in U.S. and Canadian air condition-

* using absolute data, however, we would normally expect the two

&

countries to have similar price levels.

Additional information surfaces using multiple regression.
Canadian wholesale price levels appear to be more sensitive to exchange
rate than to U.S. wholesale prices on the surface, but FPI is indexed
to 10(1, v;hile R is the ratio between U.S. and Canadian dollars, i.e.
the exchange rate. If R were similarly indexed, the estimated

coefficient would be approximately 0.48. Thus, ISPI is affected more



by PPI than by R, which does not support Richardson's finding that
the Canadian prices of tradeables responded equally to U.S. prices
and the exchange rate, or were affected more by the exchange rate

(see page 16).

BAbsc:lgte data may abscure the effects of the rates at which
wholesale price levels and the exchange rate are changing. As we
have seen from our overview of the air conditioning industry it is
a very campetitive industry. Relatively minor rates of change
in price may give either imports or domestically-produced equipment
sufficient price advantage to affect market shares. An analysis
of rates of change in U.S. prices and the exchange rate will

, @
determine what effects they have on Canadian wholesale prices.

Coefficient

Standard Two-tailed

t-statistic

probability

C. =70.0939

1.06543
R © 48.4949

9.23529
0.0217965
9.60387

- 7.58979
48.8806
5.04951

0.0000

0.0000
0.0000

Durbin - Watson
F-stgti’stic
— ey

Standard error of regression

2
1

K

.99%61
.06477
.7712

194954 (Probability = 0.0)
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5. A Test of Price Rates of Change

price index. Each variable was generated using quarterly data annual-

izedasaperoentrateaf@:angé_

The regression results in Table 8 suggest that the percentage rate
of change in the PPI is significant at the 5% level (two-tailed |
probability is 0.0137), but the percentage rate of change in the ex-
change rate is not significant at the 5% level (two-tailed probability
is 0.4280).

TARLE 8

OF CHANGE OF PPI AND R

In( ISPI)=CO+Cl 1In( PPI)+C2 1n( R)

Estimated Standard Two-tailed
Variable Coefficient Error t-statistic | probability

C 4.39162 2.05467 4.16399 .00001

PPI 0.358966 0.140261 | 2.55926 .0137
R 0.0867713 0.108549 0.799377 .4280

NOTE: r° = .1078
Standard error of regression = 5.47804
Durbin - Watson = 1.9973
F - statistic .= 71.1052" (Probability

0.000)




f""?

Thus, while longer term price levels, measured in the same

relationship does not appear to hold in the short term when rates
of change are used.
There may be a response lag in the rate of change in Canadian

wholesale prices to the rate of change in U.S. wholesale prices and

ane gquarter to determine if a larger correlation was evident (see

Table 9).

Lagging rates of change in U.5. wholesale prices and the exchange
rate by ane quarter increases the coefficient of correlation for the
regression equation. In addition, both regressors are now significant
at the 5% level. HNote, however, that the sum of the coefficients Cl
and C2 are less than 1.0. While there appears to be an increased
tendency towards purchasing power parity over time, the U.S. price
change and the exchange rate change only explain about 20% of the

change in ISPI, when each are lagged ane quarter.

NOTE: That lagging exchange rate and U.S. wholesale prices by
in this industry of approximately four turns per year.

When e;ﬂ“f;r exchange rate or U.5. price changes, equipment

in inventory is not affected for same 2-4 months.
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other continually, but tend towards a cammon trend line. This relative
movement, however, may be sufficient to cause import market share

change.

TABLE 9

Estimated Standard Two-tailed
Variable Coefficient Error t-statistic | prabability

C. 4.26481 1.00200 4.25630 .0001

PPI i-1 0.410959 0.133981 - 3.06728 .0036
R i-1 0.198859 0.101503 1.95914 .0560

— 77’ - ’TZ*' a = = } - - T ’ ki
L o = C
Standard error of regression
Durbin - Watson
F - statistic

nouon
~ O

i
| o

‘B. Relationship of Relative Price Change and Market Share

The previous section suggests that there is a short-term differen-

"tial rate of change in Canadian and exchange rate adjusted U.S. price
 levels.

This section examines the effect of this relative price change on
the market shares of damestic and imported equipment. (If U.S. whole-

sale prices, adjusted for exchange rate, rise faster over a given
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period than Canadian wholesale prices, we would expect imports to lose

market share, ceteris paribus.)

In the analysis that follows, annual data is used to reduce the
effects of inventory change that may be reflected in quarterly data.

Two regressions have been calculated (fram data in Table 10):
1. Market share against relative price change (Table 11)

2. Market share change against relative price change (Table 12)

relative price change. The sign for RPC (relative price change) is
negative as we would expect, indicating that the weak relationship
is at least in the right direction; as the relative price of Canadian

products rises, domestic market share drops.

The change in market share (see Table 12) has a very low correla-
tion with price change. The sign for RPC is not even negative as would
be normally expected, indicating that when Canadian products experience
a relative price increase against U.S. products, their market share
change is positive, i.e. their market share improves! However, no

significance can be attached to this relationship.

Other factors appear to have more significance than wholesale
price levels in determining respective market shares of imported and
damestic equipment in this industry. Two factors identified, which
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TARLE 11

(IMS = CO0 + C1RPC)

Va:;able Coefficient Error t-statistic pr@babll :u;y

C 0.465548 0.0144216 +32.2812 0.0000

RPC -0.0000868 |0.00235341 -0.03686 0.9713

0. 1754
0.0303
2.
l

:

Standard errcr of regression
F - statistic

0086
21713 (Fri:i;ablllty = 3364

TABLE 12

R@ESI@TM@TMMMETFHAMPH@M

(DOMS = CO+C1 REC)

Variable Coefficient Error t-statistic | progability

C, 0.00756872 |0.00903907 0.837334 0.4220

RPC 0.00212472 10.00303904 0. 699l42 0.5004

NOTE: rz l369
Standard error of regressim 0.03434
Durbin - Watson 1.8588
F - statistic 4175.76 (Probability

U]

0.0)




will be examined further, are: 4

1. The ability and/or willingness of n manufacturing
plants to respond to large fluctuations in demand (Chapter IV,

2. The effect of oligopolistic firms maintaining market shares
during exchange rate fluctuations (Chapter V).

.
C. Growth Rates: Total Damestic Demand, Domestic Supply,

Growth rates for the total domestic market, damestic manufacturers,
and imports using annual data are shown in Figure 4. Wese growth rates
are campared to the relative price change experienced by Canadian—-made
equipment versus U.S.-made equipment at the wholesale level. U.S. and
Canadian wholesale price levels have been converted to a cammon currency,

i.e. Canadian dollars, to reflect their "landed" Canadian cost.

Examination of Figure 4 reveals same interesting information:

1. In only 3 years, 1975, 1977, and 1978 has the Canadian whole-
sale price increase been lower than the exchange rate adjusted
price increase in the U.S. Productivity gqains over the entire
States, but other factors could account for this price perform—

ance .



------ Imports, M (fram Table 4)

Damestic Supply, S
(fram Table 4)

Total Damestic Demand, D
(fram Table 4)

Relative Price Change,
RPC (fram Table 10)
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Annual market growth rates and relative price change
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"2. Total damestic demand decreased i§1969 by 2.2%. Import
supply, however, rose by 13.1% in a year when Canadian and

U.S. wholesale price increases were almost identical. The

management of Canadian manufacturing establishments appeared

- to have been reluctant to let imports retain their market
share in a no—growth year. Note, that despite U.S. owner-
»ship of these plants, individual Canadian managers contin-
ually seek improved plant loading, i.e. they want their
plants to operate at or near maximum possible output. In
no—growth years, they can do this only at the expense of

imports.

3. When total domestic demand in 1974 rose by 33.6% over the

previous year, exchange rate adjusted American price did not

rise as quickly as C n price, and import market share

share suggests that imports may have behaved as "residual

demand. Canadian manufacturers may have been unable to
increase production to meet the rapidly expanding market in
the short interval available, and were probably unwilling to
commit to expanded domestic capacity based on record demand
increases that may not be alsta:mable

;Uﬂ‘



Import market share dropped in 1975 by 6%, a low growth year
for the Lrli'csét"y Damestic manufacturers increased their

market share, aided by a higher import wholesale price

3.8% growth in total demand, followed two high growth years
in 1973 (21.9%) and 1974 (33.6%). The resulting increases
in plant capacity, followed by a low growth year and a whole-
sale price advantage, may have offered sufficia;t impetus far

the 16.9% increase®in damestic supply during 1975.

Damestic prices increased 5.29% faster than U.S. prices in
1976, yet domestic production improved its market share by
2.8 percentage points. This was a relatively low growth year,
hower, total domestic demand grew by 14.8%, including
inflation. Damestic producers may have had excess production

capacity available that they wanted fully employed.

Other factors appeared to intrude in 1977. Total damestic
demand had da‘:feassﬂ by 6.5%, damestic manufacturers appeared
to have had » l&ertﬁﬁlesalé price increase, yet importers
enhanced their market share from 48.9% to 49.9%. The residual
St@lier theory, i.e. imports adjust to meet supply/demand
shortfalls, appears to be rigid on the downside. Distributors

| demand increases beyond the willingness or ability

to increase Canadian production capacity, but will resist

decreasing imports in absolute terms (dollars) when demand



1978 was an unusual year. Demand.rebounded by 16.8% over
1977, and by 9.2% over 1976, the previous record year.
Canadian domestic production dropped in dollar volume and
in market share, in spite of lower price increases. A
possible explanation is that Canadian manufacturers may

have been pessimistic after the previous poor year, lowering
productian capacity by reducing overtime or dropping a shift.
The large increase in demand, being unanticipated, may have
given imports better equipment availability, and thus,
improved market share, before Canadian production could

Canadian production capacity appeared to have been increasing
1978 and 1979. Canadian suppliers had sufficient equipment
availability, cambined with negligible price increases over

market share fram 44.3% to 48.2%.



however, the wholesale price levels in the U.S. and Canada,

measured in the same currency, do tend to a common level.

In the short term, price differences accur between U.S5. imports
and Canadian damestic production. These price differences have
an impact on domestic and import market shares, but the impact
is not significant at the 5% level. Other factors, such as the
ability and/or willingness of Canadian manufacturers to meet a

share investments, were identified.

The residual supplier theory, based on imports accammodating

excess demand beyond the ability or willingness of Canadian

market share fluctuations (with a different direction to. the
"expected” direction, i.e. when market share improves despite a
relative price increase). But this theory does not satisfactorily

explain all deviations fram the expected.

To more fully explore market share retention strategies of
oligopolistic firms, the other fg:tor identified, various manu- -
facturers were surveyed. Survey results appear in Chapter V.



The empirical results in Chapter IV suggested that:

1. Over the longer term wholesale prices in the U.S. and Canada

tended to a camon lewvel.

2. 1In the short term, however, there were variations in wholesale
prices between Canada and the U.S., when wholesale prices were

measured in a comon currency.

3. These variations in wholesale price only partially explained the)

market share fluctuation between imports and dt:nestln:allyé

produced equipment.

£

4. Other factors identified as contributory were the "residual

supplier” factor and market retention by oligopolistic firms.

5. While the residual supplier factor had same explanatory power, a
fuller explanation warranted further investigation of market
control by oligopolistic firms to ascertain the degree to which
they would exert this control to maintain market share. If market
share is sufficiently important, the actions of distributors to”

gardless of .

maintain market share in all product groupings, re
origin, would maintain import quantities during devaluation. -

Four of the largest air conditioning firms in Canada were interviewed.
These firms represent two~thirds of the major Firms, who r@resant

collectively, about 80% of total industry saleg.

[ kY
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A. Sumary of Responses

The detailed survey questionnaire and individual responses appear
‘in Appendix A. The responses are summarized in this section.

E

1. Equipment Distribution

Two campanies d;sgri}:ute each of the 7 major product groups

included in "packaged equipment”, which is high volume,
relatively undifferentiated air conditioning equipment. A third firm
distributes all but ane product grouping, which it cms;dars to be a
specialty market that does not affect its remaining business. The

fourth campany, the smallest of those interviewed, no longer imports

the effects of the devalued Canadian dollar.
2, Effects of Devaluation

Each distributor emphasized that Ca:adsmm equipment could
" now be sold for a higher profit, since it can be purchased at a lower
price than U.S.-produced equipment. They all had at least one product
group, however, presently being imported from the U.S., that was being
produced in Canada by one or more campetitors. The landed cost of this
were experiencing mild to acute margin pressures. Selling prices had
risen slightly, but not as muxch as the exchange rate had. Costs of
imports, l’x:wever, had risen in direct proportion to the exchange rate.

e
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3. Irrg:rt;arx:e of Market Share

In a mature market, share of market translates almost directly into
sales revenue. Firms are prepared to make a long-term investment in
market share to ensure future revenue and profit. All distributors
surveyed were very concerned about market share. They monitor it
closely, and, if it drops, they react quickly. Even the smallest
manufacturer, who expressed little interest in market share campared
to profits margins, reacted quickly to market share change by dropping
his price to stabilize his position._ They do not like to lose profit
margins, but they are prepared to trpde off scme profit margin to

maintain market share.

Market share is monitored by product grouping. This information is
readily available; it is prepared fram data submitted by each distrib-

utor on a monthly basis.

Each product group is equally important in this overall market

strateqy (for 3 of the 4 firms interviewed). Distributors are not

of where this product group originates, its landed cost and the

consequential effects on profits, at least in the short term. )

ever, varies. The immediate reaction is to reduce price to recoup

market share losses until more effective strategies can be put in
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62
place. These strategies may include:

® equipment redesign

* improvement of fabrication or assembly operations (higher
productivity)

® rmore efficient distribution channels
* reducing overhead

* increased product differentiation through sales training, .

advertising, etc.
* freight éqgalizati@

* special concessions fram the manufacturer

® increased Canadian production facilities

The first seven strategies can be effective for damestically-
produced or imported equipment affected by low margin levels. . The
last strategy, increased Canadian production facilities, is being
considered by several d;str;b:l:::rs to offset :erp:rt.fra:gm pressures

induced by exchange rate fl\rtLatiml

MNote that this is at variance with Table 5, which suggests that
exchange-rate adjusted Canadian wholesale prices rose 4.8% more over
the period 1967-79 than U.S. prices. Note, however, that over the per-
iod 1976-79, exchange-rate adjusted U.S. prices rose by 40.5%, while
Canadian prices rose by 28.0%. If price levels were relatively campar-
able in 1976, then it is easy to see why imports would be at a disad-
vantage in 1979, i



These normal reactions of distributors to maintain market shares
in all product groupings, regardless of origin, tend to stabilize
import quantities in the short term. In the longer term, however,
increased Canadian production, if implemented as planned by this

5. Success of Market Share Maintenance Strategies

Three distributors were moderately pleased with the success of

these measures. They match lower prices, where necessary, to main-

They are prepared to adopt these measures for the short term. In
the longer term, however, if ¥he present pricing differential is

take advantage of lower costs.
: \

\,

)

/ B. Conclusions

All four companies were vitally interested in their market shares

meacharde'\gry grt:@ Market positions in a mature industry

are difficult and costly to restore. Hence, hard-won positions will

"ﬁﬁs conclusion supports Dunn's eg#mlusm, cited in Chapter II, .

&

In the short term, air conditioning firms are ed to endure

lower (or non-existent) profits, to maintain market position. This
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strategy tends to stabilize the respective market shares of both
damestically-produced and imported equipment. Only in the longer
termwilladevaluedCanadiandollarerodethemarketshaxeof
imports as more Canadian-built equipment is produced to take
advantage of a lower cost, due to a devalued Canadian dollar.

This strategy, and the ability of these oligopolistic fimms. to
implement it, has kept import share of market at a relatively

constant position in spite of the recent Canadian devaluation.

»
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A. Initial Letter of Inquiry

March 19, 1979

/

\

Attention: N

Dear Sir: °

RE: M.B.A. Thesis /

I am preparing an M.B.A. thesis exploring the /reaction of Canadian
importers and producers of air canditioning £ uipment to the recent
devaluation of the Canadian dollar. The théoretical response would
be that prices of imported products rise jh terms of Canadian dollars.
Consequently, import quantities would fafl, campared to overall
Canadian demand, unless importers did pot allow their market shares
to decline, or if the demand for U.S:” imports was relatively constant
regardless of price levels. -

As per our telephone conversation of last week, the product groups 1
would like to discuss with you are the following:

* 5 ton and smaller package cooling units

* 7 1/2 ton and larger package cooling units
"®* 5 ton and smaller condensing units

e 7 1/2 ton and larger condensing units

* 5 ton and smller package heat/cool units

* 7 1/2 ton and larger package heat/cool units

® room air conditioners
- -

M&mmmmsmﬁymMaﬂIﬂmtrm
by a majority of manufacturers, and are made in both Canada and the U.S.

65



66

M.B.A. Thesis ' ‘
March 19, 1979
Page 2

Our discussions will center on how the Canadian dollar has affected
your share of market and/or margin levels, how your firm has reacted
to those pressures, and what long-term strategy you've formulated to
deal with the situation.

All questions asked will be general in nature and will anticipate a
general response. Specific responses are not required for this study.

All responses will be confidential to this survey. They will be
aggregated or disguised to conceal the source.

Yours wvery truly,

(Mr.) L.A. Chester
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Several product groupings were mentianed an the first page,
produ:tgraxpsthataremnufactureﬂm(:arsdaarﬂtmus.
Does your campany distribute all these product groupings?
If not, are the missing product groups manufactured by your
campany? Are price levels a factor?

Which of these product groups do you manufafture in (:aﬁada?

last year” How has the devalued Canadian ci:allar affeﬁﬁ:gé
your profitability?

How important is "share of market" to your campany? Of the .
three performance goals; profit, sales volume, and share of
market, which is the most important?

Do you monitor share of market far each product group?

How does a fall in share of market affect your marketing
decisions? How about a rise?

what margin pressures are you experiencing with U.S.-made
equipment? Does the higher productivity in U.S. plants
campensate for the lowered Canadian dollar plus impart duty?

Do any of your campetitors manufacture any of these product .
groups in Canada? Have any of them recently begun to manu-
facture in Canada? How has this affected your share of
market? Your margin levels?

Are you considering manufacturing any more product groups in
Canada? Which ones? Why? (is this meant to recoup margin
levels or share of market or both?)

How has your company reacted to maintain share of garket in
U.S. imported products? Have you used:

* lowet transfer price from U.S. manufacturer

®* special pricing in specific market areas where margin
pressures are highest

®* reduced margins (down to cost or lower) to meet campet-

itive prices
!

® greater product differentiation to justify higher prices

]

® salesmen incentives



10.
11.
12.

13.

14.

Have these measures been successful?
How long do you intend to use them?

Have Canadian-built units been lowered in price as the Canadian
dollar deflated, i.e. lowered with respect to U.S.-made equipment?
Which product groups have been most affected? Are the Canadian-
built units getting an increased market share, or are these
prices being matched by U.S.-built equipment?

How long do you expect the Canadian dollar to remain at its
present level? Where do you expect the new level to be?

How will the new level (or same level if remaining constant for
long term) affect your longer term strategy? Can you continue
your Present strateqy indefinitely? Will you?
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o\
..
1. Company 'A' (Sales Vice President)

This campany distributes product groups SPL~R and SPL-C only.

These were the only product groups manufactured by this company
or its U.S, parent. Other units were manufactured in the U.S.
aﬂdm mtﬂ'eimmlmesmcﬂ@arlgmw1¢cﬂer

. The SPL-C group was manufactured in Canada. (SPL-R equipment

was brought fram the U.S.) This equipment was no more profit-
able since major competitore were also manufacturing in Canada.

Share of market was relatively unimportant. This campany wanted
to keep its sales volume up (but a concession was made to share
of market needing to be maintained to accamplish this)'. Profit

- was most important goal.

Market share was not monitored on a continuing basis but if it
went down they became concerned. Note that the respondent was
rmore concerned about specific locales and product group share
j:x that 1@:312. T}EJI ‘measure was C;apture ratm, i.e. t}E fatm

saneasxra:ketshare Sharegfma:ketgerseacmsst:araéa\as
not of prime concern.

Fall in market share was not too important unless it was falling
drastlc.:ally Then they wc where they were missing same-

thing. 1@stshereabﬁutthem(?)arﬂlfsﬁﬂetﬁdyrgda
lme:p treydldasqaytnsaewtereﬁeywe:emffi:i@t

Their SPL-R offering was virtually wiped out of the market place.
TiEi:larnEda:stﬁsstcx:high The U.S. parent campany made no
price mssms and they (the Canadian campany) were not willing
to sacrifi pmfitabilitya Consequently, their market share
declined. is was not a large sales volume product anyway. They
did not « losing whatever market share they had. Higher prod-
uctivity in the U.§. was not sufficient to keep their costs in
line,

More product groups will be manufactured in Canada but none of
those listed. Larger package ::hllling units would be made in
Canada to avoid cost of U.S. made product.

(We are considering Canadian manufacture of) U.S. products, where
cost pressures were growing. This campany intended to let that
market go. They view the situation as improving when U.S. dollar
regains its par relationship with Canadian dollar. Note that

%
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70

“
ane product group imported from the U.S. could be cambined
with a special high pressure fan coil. This "system"”
maintained its market position because of its uniqueness
(product differentiation that was inherent, not requiring
additional pramotion). This system has an extremely small
market share (they believed) and was not subject to much
fluctuation. .

No measures taken. (U%. parent would not give price break
even if requested.)

Not applicable.
Only area that applies is in SPL-R. No great effect on this

 campany due to unique product offering.

The dollar will not rise to par for same time, if ever.
Perhaps iémight rise to .90 U.S.

If it stays down, same larger equipment will be made in Canada
from U.S. camponents (campressors, evaporators), instead of
being imported. Note that in intermediate sizes, same market
share improvements were gained at same price levels against
campetitors who mainly impart.

-



2. Caompany 'B' (Sales Vice PI‘EE:L(E‘“Z)

‘This campany distributes all product groupings except RAC.

This is an appliance-type of business dependent on lafge
volume and extensive advertising/pramotion.

The following groups are manufactured in Canada: SPL-R; they
are getting a better share of market. The market is being
éssa'xtlally ciw':uhﬁ am::nq Canadian mﬂufacﬁurers, &-ihr:: ha‘ue a

Share of market is very important. They closely monitor their
shares in all 6 product groupings mentioned plus 2 other -
groupings not specified. For a short term, they will allow
profitability to erode if their market share declines more
than a few points. (Up to a few points, they do not register
concern) .

Yes, monitor market shares closely.

A fall in market share is viewed seriously. The market has

matured. Only means of growth is to hold and increase market

shares at expense of competitors in a slow growth industry.

Before reacting to a share loss in a particular area, they

would study to see if price was the reason. But they would

drop prices to keep their market share intact pending a price J
rise.

Not too much fat (margin) in equipment prices. Margin pressures
are experienced in U.S. made products except same volume products
made in very large production runs. Higher productivity in U.S.
is almost sufficient to offset the lowered Canadian doll®r. This
is in 5-10 ton package units (PAC-C and YAC-C). In other products,
there is no alternative but to let prices slide to meet the canp-
etition. Note that this campany tries to have a few extra goodies
on their products to justify a price premium.

Campetition is two-fold. We (Company 'B') have a very expensive
design. It is costly to build. And, other campanies are building
these products in Canada, ﬁemstgf importing components (duty
and exchange must still be paid on them) plus lower productivitiy
to asseamble mc:anadam;ldk@usmt;m\e, but only if our
design was less expensive. We are going through a redesign in our
U.S. plant. But our share of market has slid and our margins are
much tighter than they were a year or two ago.

In the next few months we will start manufacturing small heat/cool
arﬂcmlmgaﬂypackagemtsm(:aﬁada The reason is the
increased cost of the U.S! dollar and our market position. We

intend to regain pmfltablllty and market share corresponding to
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11.

12.

13.

our 5-year marketing plan. Our short-term strategy had been
tonaintainnarketsha:eatﬂ‘eaxgensegfﬁargimsbutmt
to lose money an the product groups involved. We may also
make the larger, 7 1/2, 10 ton units in Canada after the
redesign. This will be done to regain market share and take
advantage of the relluced value of the Canadian dollar.

When faced with market share/margin pressures:

° lower prices from'the U.S. are not available (they buy
at plant cost)

® no special pricing in Canada (no discounts in one area
offset by premium, or at least standard pricing in

® margins are left to the distributor's discretion in each
area, and same differential exists

® biggest thrust is through the buying influence, i.e.
getting specified to demand a slight premium fram con-
tractors. This thrust continues regardless of Canadian
dollar position

* salesmen training - the best salesmen are well trained
They can get us an extra dollar

This last measure has been successful on a percentage of all
jaobs bid. The majority of projects are sold on one basis:
price. We still have to be competitive. We are reducing price
to meet campetition, and are relying on our product and sales
people to get us business at prices equal to or higher than the
market price. Our Canadian-built products are rising in price
faster than U.S.-built product. Margins are improving-on those
products which does help offset our problem areas.

We are making plans now to build these problem
Canada.

Canadian-built units are better priced but often not substantially.
Mexetheyusedtobeab:utﬂ'esanepriigi they are now about
10% lower. They can drop lower yet on large projects but we feel
they are making better margins. The small heat/cool units

(YAC-R) are selling at our landed cost but these manufacturers are
probably not picking up much market share. Other people, includ-
ing ourselves, won't allow that to happen.

Dollar may rise to .90-.92 by 1982. We are assuming fhat it won't
rise further (otherwise decision to manufacture in Canada could be
a poor decision). Expect the Canadian dollar to remain low far
quite a few years. -



14. As mentioned earlier, we are making plans to build more product
in Canada. How far we go deperds on:

* whether additional land and buildings are required

* if existing production lines can be used or if new lines
have to be built

* what effect it might have on the U.S. plant. In same
areas, we represent 15% of the U.S. plant's volume. The
effects on that plant have to be anlayzed before pro-
ceeding
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Company 'C' (Director of Marketing)

1 We distribute all those product groupings in Ciaﬂada

2. All those groupings are made in Canada except large condensing
units (SPL~C). Our volume is too low in that grouping to
Justify manufacture in any plant. We import our requirements
from the U.S. Our Canadian volume is very low but we aren't
concerned. Our other products are performing very well. We
are not much more profitable now. It has been difficult to
raise prices relative to exchange increase. Other manufact-
urers have attempted to raise market share in face of price
increases due to devaluation. Consequently, devaluation and
our Canadian production have now allowed dramatic increases
in market share of profitability. Note that devaluation has
increased camponent costs (campressors, heat exchangers).
These costs have been recovered.

3. Most of our emphasis has been on the financial aspects, sales
volume, margins, expense control. Share of market has been
and is a very important consideration. We know that we can't
Ancrease our market ghare without a reaction, but we also
won't allow our share to drop beyond a certain range.

4. Share of market is constantly monitored. As long as it doesn't
fluctuate too much we are not overly concerned.

5. Margin increases would be traded off for an increasing market
share. But no dramatic increases in margin rate or share of
market has been experienced as a result of the Canadian dollar
devaluation. Our campetitors have found 4 means to meet our
lower prices, if they are actually much lower.

6. Only U.S. equipment that is being imported is the large condens-
ing unit (SPL-C). We aren't concerned with share of market for
that product. It has always been low.

7. Some competitors make equipment in Canada and same of them
recently introduced new product to Canadian plants. They
haven't affected us much. Perhaps they are recovering lost
margins at our price levels by manufacturing here. One effect
of the Canadian dollar devaluation is that American manufacturers
no longer "dump” their product in Canada. Their costs are too

8. véa]readyﬁakealltrep:mwsm&uadamtaremﬁ—
ering making a larger range of capacities. Also, we are culling
out bad sizes, those with low volume or poor margin performance.,
We just introduced another product this Year that we are import-
ing at a loss. We did so to gain market position (market share),
build up a dealer organization to handle that product .
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There will be no market share decline. With the exceptian of
the one product group mentioned earlier, we have never received
special consideration fram our U.S. parent. They gave us
special pricing to establish market share before commencing
Canadian assembly. Otherwise we are an cur CwWn.

The Canadian company does give same consideration to our
Western distributor. Prices are identical in the West to prices
in Ontario or Quebec. But a significant freight differential
exists. We "subsidize" their freight cost to ensure a good
market share.

Our measures have been successful. We have slowly picked up
market share. Our thrust has been more successful, but not
dramatically, with the dollar devaluation.

We used, and will use, special pricing in Canada to gain and
keep our market shares. They are now quite good and we will
probably not attempt to gain further increases.

There have been same minor increases in prices for Canadian-
built equipment but American-built units have not changed as
quickly as they might with the U.S. exchange. A few suppliers
have tried to capture market share with U.S. produced equipment
in spite of the adverse exchange rate. These suppliers make it
difficult to raise prices. No one seems to be getting any
major market share increases, however.

Anticipate a .90 range but doubt that par will ever again be
achieved. We will probably produce more in Canada to offset
duty and exchange.

Long term: definitely more production in Canada.' We expect the

share of market/margin trade-off position to. improve as U.S.
manufacturers are forced to raise their prices.
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7 'D' (President)

Our campany distributes all these product groups.

" We manufacture the larger equipment in Canada. The higher

volume, smaller equipment ranges are produced in the U.S.
The increased productivity of large production lines plus
same concessions enable us to remain campetitive in that

in profitability. we pay more for camponents that we bring
fram the U.S. If the whole unit were brought in, it would now
cost more, and we would lose margin dollars. So, Canadian
production has been an advantage whereas before devaluation,

it was a slight disadvantage (due to higher U.S. productivity).

Share of market is very important. We will emphasize it as
long as total margin dollars rise (not necessarily margin
percentage). Our aim is to be the largest factor in every area
and in every product group. It will not be allowed to fall
without a battle.

Share of market is monitored very closely in every product
grouping where it is available. Share of market targets are a
part of every distributor's objectives as well as for the whole

A share of market drop is met with a lowered price level to regain
lost territory. A strong rise (in market share) can cause prices
to rise slightly. The equilibrium position is when small market

The U.S. made equipment (PAC-R, YAC-R, and SPL~R) has had the
most serious margin pressure. The higher productivity inherent
in large U.S. runs has kept the Canadian distributors in the ball
game, but only through special price concessions fram the U.S,

Two campetitors had increased their market share at our expense.
One campany achieved gains in SPL~R, another in YAC-R. Both
campanies experienced lower costs from Canadian preduction. Not
only share of market but margin percentage, and especially margin
dollar, losses were incurred. Only contractor loyalty gave
sufficient price levels to maintain a respectable 5.0.M./margin
performance. The strategy had been to keep campetitors out of
loyal accounts by meeting whatever prices were offered, at the
expense of margin.
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More product will be manufactured in Canada. A new product
introduced this year was RAC equipment. This will be followed
by other groupings as the need arises. In the meantime,

- special concessions will be pursued to offset pressures and

maintain or increase market shares.
We've reacted by using a cambination of:
* lowered transfer prices on U.S.-built equipment (fram
10% to 25% off depending on need)
plant ‘where market sha_:es were too Lc:w
* special funds for low-margin projects

* gq:hasm C!I"l prtzuilc:t; dlffergntmtlan quallty, rellablllty,

The measures have been relatively successful. It is too early
to tell since same programs are recent, but early indications
are that market shares will be maintained or increased.

These programs are of limited duration. If the dollar remains
devalued, other strategies may became necessary.

Our experience is that Canadian-built products have not risen
rapidly (near inflation fates increases) while U.S. product costs
have risen at inflation rates levels plus exchange-rate changes.
The selling price change is samewhere in between but nearer the
cost rise in Canadian-built p,;f,:, s. Their strategies (Canadian
producers) are apparently to increase market share or to make
U.S. imports unprofitable. But through special &g issim,
neither goal will be realized. We will increase ¢ E share and
maintain necessary margin levels. :

The dollar will remain below par for same t:irre at least 3 or 4
years.

We must investigate additional Canadian production dependinc
setup costs, Canadian productivity, and effects aon our U.S.
plants. , -




AFFEDIX B
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