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ABSTRACT

This paper analyses the results of a survey conducted by the Central Bank of Trinidad and Tobago aimed at
investigating the factors that influence domestic firms’ price setting decisions. Firms, primarily from the non-
energy manufacturing and services sectors, were surveyed over the last quarter of 2011.The study revealed that
firms reviewed their prices on a regular basis and when there were changes in the economy. The study also

confirmed the existence of price rigidity, which appeared to be more prevalent in the services sector.
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1.0 Introduction

Over the last few years there has been increased interest in microeconomic price setting
behaviour. Investigations into the issue have been pursued by the central banks of several
countries such as Canada, Portugal, Spain and Austria®®. Understanding the factors that
determine on what basis firms change their prices can aid the Central Bank of Trinidad
and Tobago in fine tuning its monetary policy as it tries to maintain a stable inflationary
environment, as well as policy makers more generally. The authors are unaware of any
previous or ongoing investigation in the Caribbean region on this subject and certainly
for Trinidad and Tobago this is novel research. Adopting the methodology of the
European Central Bank, the authors use questionnaire data to understand the motivation
behind price changes in Trinidad and Tobago.

In Trinidad and Tobago most companies alter their prices without publicly explaining
why. However, recent announcements of price changes by two large companies were
accompanied by short explanations of the reasons for the changes®. In the first instance,
at the end of 2011, a large manufacturing company increased the price of one of its
products by between seven and 12 per cent. The company identified escalating operation
costs including labour and energy costs, along with the depreciation of the Trinidad and
Tobago (TT) dollar as factors influencing the rise. The company also revealed that it had
been absorbing the higher costs for some time. In the second case, in February 2012, a
food manufacturing company announced an increase in the price of a popular product,
citing high material and labour costs. The price of the items would rise by between 17
and 50 per cent, and the company further noted that prices of these items had not been
increased since 2008. The factors identified as contributing to the change in the prices,
and the suggestion that the companies absorbed increased operational costs until some
specific threshold was crossed, lends empirical guidance and support to the aim of this
study.

The literature on pricing motivations over the years shows that various factors influence
firms’ decisions to change prices. These factors may differ in importance for firms in
different countries, sectors or of different sizes. Blinder (1991) in his examination of the
US manufacturing sector pioneered the investigation into the micro determinants of price
changes using survey methodology. He found little evidence that prices increased faster
than they decreased, and virtually none that firms responded to cost shocks more quickly

%> Amirault, Kwan and Wilkinson (2006); Martins (2005); Alvarez and Hernando (2005) and Kwapil, Baumgartner and
Scharler (2005).
%  See “Kiss raises snack cakes prices” Trinidad Express, February 2 2012 @
http://lwww.trinidadexpress.com/business/kiss_raises_snack_cakes_prices-128615424.html. and “Cement prices go
up.” Trinidad Express, December 30 2011 @ http://www.trinidadexpress.com/business/cement_prices_go_up-
136461013.html.
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than to demand shocks. Fabiani et al. (2005) in a study looking at price determination in
nine Euro area countries found that prices were primarily determined by mark up rules.
Further, firms considered both price and expected economic developments when making
their pricing decisions. Loupias and Ricart (2004) observed that among French
manufacturing companies, prices were adjusted infrequently and price reviews were more
frequent than price changes. Alvarez and Hernando (2005) also found that prices in the
Spanish market were generally sticky, with changes occurring on average once per year.

Copaciu et al. (2010), in examining how firms set their prices in Romania, employed a
questionnaire which covered issues such as the relation of prices to the market price,
competitors’ prices, whether the firm engaged in price discrimination, the impact of
shocks, wage adjustments, and movement in interest rates and exchange rates. Kwapil et
al. (2010), using information from a survey of firms in an ordered probit model, found
that price rigidity was strongly related to a lack of competition, the number of regular
customers, and somewhat mildly related to menu costs. In the Netherlands, Hoeberichts
and Stokman (2010) surveyed 1,246 firms and concluded that prices are stickiest in small
firms and most flexible in large firms. Martins (2005), in looking at the Portuguese
market, found a higher degree of price stickiness in the services sector than in the
manufacturing sector.

The next section describes the survey methodology used in this paper. This is followed
by a discussion of the results of the survey, first relating to the characteristics of the
companies surveyed and the market in which they operate, and second to the price setting
behaviour of the firms. The paper concludes with a summary of the results and some
possible policy implications and prescriptions.

2.0 The Survey

The sample was drawn from the Survey of Business Establishments database for 2011
maintained by the Trinidad and Tobago Central Statistical Office?” (CSO). The CSO
provided a sample stratified by industry and size, with size being determined according to
the number of employees in each firm. The authors omitted companies from the financial
sector, the energy sector as well as non-profit institutions. Financial sector companies
were omitted because of the difficulty of determining a main product in this sector.
Companies in the energy sector were also omitted since the prices of energy products are
primarily determined on the international market. There was wide coverage of both
manufacturers and services providers. One weakness of the Survey of Business
Establishments however is that firms are not required to indicate when they are no longer
in operation, and thus the sample would contain a number of firms that are no longer in
existence. The questionnaire was a modified version of the one employed by the Banco

2" See http://www.cso.gov.tt/statistics/statistics/-in-statistics/statistics/business-statistics for further information on the
Survey of Business Establishment.
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de Portugal in its assessment of firm price behaviour (Martins 2005), adjusted to make it
more fitted to the local business environment. The survey was administered during the
period August to December 2011 to 250 businesses in Trinidad and Tobago by traditional
mail. Staff members followed up with telephone calls and electronic mails.

Of the 196 firms contacted, 63 firms responded, resulting in a response rate of 32 per
cent. The authors considered this response rate acceptable, given that in the studies in
more developed countries the response rates ranged from 36 per cent (Austria) to 69 per
cent (Spain). Small firms (firms with less than 25 employees), accounted for
approximately 49 per cent of the responses, large firms (firms with 51 and employees)
represented 38 per cent of the responses, with medium firms making up the remaining 13
per cent. The responding firms could be also grouped into five sectors, food
manufacturing, other manufacturing, construction services, distribution services and other
services. Of these, other manufacturing accounted for 33 per cent of the responses, food
manufacturing and construction services each accounted for 13 per cent of the responses,
while distribution services represented some 22 per cent of the responses, and other
services made up the remaining 19 per cent.

Below, the survey is assessed from the perspectives of size of company, and sector of
operation, noting especially the differences between manufacturing and services
companies. The respondents were requested to answer the survey questions as it pertains
to their main product or service, i.e. the good or service that represented the highest sales
or principal activity of the firm in 2010.

3.0 Main Market Characteristics®®

3.1 Main product and main market

The main product accounted for, on average, 75.7 per cent of total turnover (chart 1),
perhaps because firms choose to specialize given the small market in which they operate.
The contribution of the main product to total turnover was highest for food
manufacturing (77.0 per cent) and lowest for distribution (68.5 per cent), and in terms of
firm size, higher for large firms (82.5 per cent) than for small (72.7 per cent) and medium
firms (68.0 per cent). This latter result is surprising since one may expect larger firms to
be better resourced to diversify their earnings. However, on the other hand, small and
medium-sized firms may be forced to supplement earnings from their main product with
one or two other product offerings.

%8 As a test of the robustness of the results, the responses in all the sections were also weighted by the size of the firm.
The results essentially remained the same.
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Approximately 95 per cent of all firms identified Trinidad and Tobago as their main
market (chart 2). While this seems natural for firms in the construction, distribution and
other services categories, the proportion of firms in the food manufacturing (85.7 per
cent) and other manufacturing sectors (89.5 per cent) selling mainly to Trinidad and
Tobago was also high. The high proportion of firms focusing on the domestic market also
reflected the fact that the energy companies — who are the country’s main exporters —
were excluded from the survey. Firms for which the domestic market was not the main
market identified either the United States or CARICOM countries as their main markets.
The importance of the local market for firms in this survey means that the investigation
speaks mostly of firms’ price setting behaviour in the Trinidad and Tobago market.

Small firms showed a higher degree of openness with approximately seven per cent
selling mainly to a foreign market, but they also reported a lower share of total turnover
due to exports compared to the medium and large categories (chart 3). In their study on
Spain, Alvarez et al. (2005) also found that regional and local markets were more
significant for smaller firms.

Consistent with the finding that manufacturing firms are more export oriented, export
earnings comprised a higher proportion of total turnover for the food manufacturing (15.9
per cent) and other manufacturing sectors (9.7 per cent) than for construction (3.4 per
cent) and other services (4.5 per cent). The low level of service exports is noteworthy,
given the trend for the inclusion of services liberalization in negotiating trade agreements.

The sample results seem quite representative of the various modes of disposition of
product. Many firms sold their main product directly to consumers (25.9 per cent) while
about the same proportion sold to retailers, and slightly fewer (24.1 per cent) sold directly
to companies (chart 4).



BUSINESS, FINANCE & ECONOMICS IN EMERGING ECONOMIES VOL 8. NO 1. 2013 /59

Chart 1
Share of main product in total turnover
(Question 2)

[T

Food
Manf.

Other  Const.
Manf.

Total Dist. ~ Other Small Medium Large

Serv.

Chart 3
Share of exports in total turnover
(Question 4)

Chart 2
Main Market
(Question 3)

100.0

Total Food Other  Const. Dist. Other  Small Medium Large
Manf.  Manf. Serv.
M Trinidad and Tobago us W Other Caricom

Chart 4
Main destination of sales
(Question 5)

9
o

P
=)

2

=}

0.0

Total Food

Manf.

Other
Manf.

Const. Dist. Other

Serv.

Small Medium Large

80.0

70.0

60.0

Q
=}

. Pergent
o
o

Total Food Other  Const. Dist. Other  Small Medium Large
Manf.  Manf. Serv.
W Wholesalers W Retailers B Own Companies

B Other Companies B Government W Directly to consumers




60/ RESHMA MAHABIR, KEYRA PRIMUS, DELVIN COX, VISHANA JAGESSAR and CRYSTAL

NEPTUNE

3.2 Degree of competition

In economic literature, the degree of competition is a significant factor in determining
prices. Under perfect competition, the individual firm is unable to set the price of a
homogenous product and is thus a price taker. Only when there is some departure from
perfect competition, a firm may have some degree of market power. In developing
countries like Trinidad and Tobago, this assumes increased significance since often small
markets are dominated by large firms or even conglomerates who have disproportionate
influence on prices. Questions 6 and 7 of the survey were designed to help determine the
degree of competition faced by firms. Overall, 41.7 per cent of firms reported having
between five and 10 competitors in their main market, and 56.2 per cent of them had a
market share less than or equal to 20 per cent. In general, then, firms appeared to have
limited market power. But large firms had more market power, with 26.1 per cent of
them enjoying between 51 to 99 per cent of market share compared to 11.1 per cent of
small firms.

However, the picture of substantial competition in the domestic market changes when
firms were asked about what would happen to the quantities they sold if they increased
the price of their main product by 10 per cent. Some 40 per cent reported that there will
be no change, led by construction and firms in the other services sectors, where demand
tended more towards inelasticity. This inelasticity seems to be mirrored in the level of
autonomy these companies have over their prices (chart 8): 73 per cent of firms reported
that they set their own prices.

Chart5 Chart 6
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Chart 7 Chart 8
Elasticity of demand Degree of price-setting autonomy
(Question 22) (Question 16)
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3.3 Relationship with customers

According to Hall et al. (1997) firms which have more long-term customers®® change
their prices less frequently. Results show that 93 per cent of firms have long-term
customers (chart 9). This ratio was slightly higher for services (93.5 per cent) than for
manufacturing (92 per cent).

Firms also indicated that their sales to long-term customers accounted for the majority of
their sales (73.6 per cent), with the share being higher for large firms (81.1 per cent). This
is consistent with studies conducted in Portugal and Spain where on average, 83 per cent
and 86 per cent of firms respectively, report that most of their customers are of a long-
term nature.

2% Customers with whom they have had a relationship with for five or more years.
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Chart9 Chart 10
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In summary, the results showed that the majority of firms surveyed sold their product
mainly to the domestic market with a large share selling directly to consumers and
retailers. Further, the degree of perceived competition was lower in the manufacturing
sector and higher in the construction sector. The majority of firms also reported that most
of their customer relationships were of a long-term nature.

4.0 Price Setting
4.1 Factors affecting competitiveness

According to the survey, quality is the most important factor for competitiveness,
followed by price. From a sectoral standpoint, this was also true, except for construction
where price eclipsed quality. From the standpoint of firm size, quality outranked price as
the most important factor in the competitiveness of small and large firms. In the medium
category, after-sales service emerged as the most important factor, followed by price and
quality. For the total sample, all factors, with the exception of product differentiation,
were assigned relatively high average scores, indicating that firms use several non-price
factors to generate some market power.
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Table 1
Most important factors affecting competitiveness of main product
Question 10
Questio Factor Total Food. Other Other Medium  Large
n Manf. Manf. Serv.
10.1 Price 3.64 3.75 3.50 3.89 3.69 3.46 3.64 3.67 3.65
10.2 Quality 3.80 3.88 3.75 3.75 3.92 3.70 4.00 3.50 3.86
10.3 Product 2.72 2.57 2.57 2.67 2.75 2.40 3.05 1.83 2.59
different
iation
104 Delivery | 3.18 3.50 3.50 3.50 2.67 3.00 3.24 3.57 3.00
period
10.5 Long- 3.40 3.38 3.38 3.33 3.17 3.60 3.64 3.57 3.00
term
relations
hip
10.6 After- 3.15 3.21 3.21 3.17 3.17 3.56 2.85 3.71 3.24
sales
service
10.7 Other 2.13 3.00 3.00 0.00 0.00 0.00 2.50 0.00 1.50

Note: Numbers represent the average responses of all the firms in the respective sector.
4.2 Price discrimination

In assessing how firms charge different prices to different groups of consumers for an
identical good or service, firms were asked if they charged all customers a uniform price
or whether the price varied according to quantity, or on a case-by-case basis. The
evidence supports what would be expected intuitively, ie. quantity purchased was
important in receiving a more favourable price. Only 28 per cent of all firms charge the
same price to all their customers, while 33 per cent discriminate according to the quantity
they sell, and 39 per cent on a case-by-case basis. Construction and non-distribution
services show high discretionary pricing power as 88 per cent and 45 per cent
respectively of firms determined the price of their product by case (chart 11).
Interestingly, small firms seem more inclined to differentiate their prices than larger
firms, with only 27 per cent of these firms claiming to charge the same price to all
customers compared to 33 per cent of large firms.
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Chart 11
Evidence on price discrimination
(Question 11)
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5.0 Price Rigidity

Following Martins (2005), a series of indicators was used to gauge price rigidity among
firms. The indicators used were: the share of firms following time-dependent pricing
rules versus state-dependent pricing rules; the frequency of price reviews; the frequency
of price changes; the share of firms that take into account expectations about future
economic developments when reviewing their prices; and the speed of price adjustment
in response to cost or demand shocks.

5.1 The system for price change

Firms do not adjust prices continuously since price reviews and changes are costly. The
theoretical literature considers two main forms of pricing behaviour: ‘time-dependent’
and ‘state-dependent’ rules. The time-dependent rule refers to pricing mechanisms where
prices are reviewed at some well-defined frequency (e.g. annually or quarterly). Classic
models of time-dependent rules were developed by Taylor (1980) and Calvo (1983). A
main feature of Calvo-Taylor pricing models is that forward-looking firms know that they
will only periodically reoptimize prices. Firms anticipating higher input prices, or
inflation, therefore factor them into their prices on a periodic basis, unsure of their ability
to do so when the higher marginal costs materialize. In state-dependent pricing models,
the price is changed as a function of significantly altered market conditions. This is
supported by Wolman et al. (1999) who found that “in those periods when a firm is able
to adjust its price, the price that it chooses will be affected by the pattern of future
adjustment opportunities it expects”.
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Question 18 sought to judge how important the two rules were in deciding when firms
changed prices, and also what proportion of firms used a mix of both methods, for
example reviewing at a particular frequency, but also assessing prices in response to
particular events. The results show that under normal circumstances 40 per cent of firms
follow state-dependent pricing, reviewing as a result of specific shocks. However, 40 per
cent of firms report using a combination of time- and state-dependent pricing, while only
20 per cent followed purely time-dependent pricing strategies (chart 12). Differences
across sectors exist as time-dependent rules predominate for services and construction
firms while the hybrid strategy is most popular for food manufacturing firms. Results
also show that medium-sized firms generally prefer a combination of time and state
dependent pricing rules. In comparison studies by Kwapil et al. (2005), Martins (2005)
and Alvarez et al. (2005) indicated that the majority of Austrian and Portuguese firms
follow time dependent pricing rules while firms in Spain are inclined to follow state
dependent rules.

5.2 The role of information

Macro-economic theory provides two main approaches to modeling inflation, one which
sees inflation as a backward-looking variable (related to the Expectations-Augmented
Philips Curve) and the other which views it as forward-looking (related to the New
Keynesian Phillips Curve-NKPC). The Expectation-Augmented theory is based on an
assumption that firms set their prices based on the rate of inflation in the previous period
while the NKPC assumes that firms set their price equal to a weighted average of
expected future nominal marginal costs (Rudd and Whelan 2005). Firms under the NKPC
theory are therefore assumed to be forward looking in setting their prices.

To determine which theory dominates in Trinidad and Tobago, firms were asked about
the information set they consider when they review their prices. The majority of firms (53
per cent) review their prices based on current and past information compared to the 25
per cent which use recent and future information, including expectations about future
economic developments (chart 13). Some 22 per cent of firms simply adopt a rule-of-
thumb approach based for instance on the overall retail price index or on wage growth.
The findings are similar to those for the United Kingdom and Spain (Greenslade and
Parker 2012 and Alvarez et al. 2005 respectively), where most firms adopt backward
looking price setting behaviour and differ from Portugal (Martins 2005), where firms are
more forward looking.
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Chart 12 Chart 13
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5.3 The frequency of price reviews and the frequency of price
changes

The degree of price rigidity could also be gauged using the frequency of price reviews
and price changes obtained by survey analysis. Survey results could also provide a useful
way of verifying the evidence obtained from the quantitative datasets that relate to price
changes in Trinidad and Tobago.

Firms could be expected to review their pricing regularly if it were not costly to do so.
However, the small proportion of firms reviewing their prices at least once per month
suggests that the review process may be costly and menu costs may also play a role here.
Moreover, perhaps reflecting the costs factor, 50 per cent of firms adopting time-
dependent rules review their prices no more than once a year (chart 14). Comparing
results across sectors, the data shows that price reviews are more frequent in food
manufacturing than in other sectors; this is understandable given the high volatility in
food prices, as measured by the RPI, which firms may have to consider regularly. The
majority of firms review their prices once per year, but small firms do it twice per year,
probably because they may not be able to absorb cost increases for longer periods of
time.

The question of how often prices were actually changed was asked (Question 20). The
results for firms that responded both to the question on price reviews and the question on
price changes show that most firms change prices less frequently than they review them.
However, large firms and the construction and distribution sectors tend to change prices
as often as they review them (charts 14 and 15).
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Although 63 per cent of the firms change their price just once in a year, they do not seem
to have a particular month when they do so (chart 16). Only 38 per cent of firms
answered that they change their price in a specific month of the year, which tends to be
September, January or December in most cases (chart 17). This could be related to
seasonal factors such as the end of the fiscal year, the start of the school year, and the

Christmas period.

Chart 14
Frequency of price reviews
(Question 19)

Chart 15
Frequency of price changes
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5.4 Direction and magnitude of price changes

The survey also provided insights into the direction of price changes in the economy. On
average, 40 per cent of the last 10 price changes made by the companies were price
reductions. Downward price rigidity was higher in large firms and the food
manufacturing sector, with 63 per cent of these firms reporting that their last 10 price
changes were increases (chart 18). An examination of the difference in the magnitude of
the last 10 price changes finds that over average price increases were greater than price
decreases. From a sectoral basis, the service sector followed by the construction sector
led in terms of the size of price increases. Meanwhile, medium and large firms reported
the largest price increases (chart 19). The smallest price decreases are evident in the
construction sector. The largest price decreases is in medium size firms (chart 20).

Chart 18 Chart 19
Per cent of price increases in the last 10 Average magnitude of last 10 price
price changes increases
(Question 14) (Question 15)
70.0 120.0
60.0
100.0
50.0
80.0
= 40.0 -
g gﬁo,o
2 30.0 g
20.0 U0
10.0 I I I I I I I 20.0 I I
- 00 | M I | | = |
Total Food Other  Const. Dist. Other Small Medium Large
Manf. Manf. Serv. Total Food Other Const. Dist. Other Small  Medium Large
Manf. Manf. Serv.
0% M1%-49% M50% M51%-99% M100% 2% W2%-5% Mabove5%




BUSINESS, FINANCE & ECONOMICS IN EMERGING ECONOMIES VOL 8. NO 1. 2013/ 69

Chart 20
Average magnitude of last 10 price
decreases
(Question 15)
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An analysis of the quantitative aspects of price changes in Trinidad and Tobago was done
by Mahabir and Jagessar (2011). The study made use of the Trinidad and Tobago’s RPI
which captures price changes of consumer goods and services and spanned the period
January 2003 to May 2010. While conclusions related to the direction and magnitude of
price changes are consistent with this study, the conclusion on frequency of price changes
differ.

Mahabir and Jagessar (2011) found that, when looking at all the items that comprise the
RPI for Trinidad and Tobago, approximately 50 per cent of the items change their prices
in a given month. It was also revealed that prices in the services sector in Trinidad and
Tobago tend to be sticky, a conclusion supported by this study (charts 21 and 22). The
findings also implied that price increases tend to occur more frequently than price
decreases. For example, in the food sector approximately 61 per cent of the goods
experienced price increases during a given month, consistent with this study’s result that
67 per cent of the last 10 price changes were price increases. However, the 2011 study
contradicts the survey response on frequency of price changes which indicates that
monthly price changes do not occur and price changes greater than monthly occur only
four per cent of the time. This seeming contraction can be explained by the difference in
the coverage of the survey, as the current survey focuses on firms, and not on retailers.

In respect of the magnitude of price change, the 2011 study also found that price
increases were normally larger than price decreases. Price increases were on average 4.03
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per cent while prices decreased by 2.11 per cent on average. Service type products
namely café & restaurants, education and transport give the largest index increases
ranging from three to 14 per cent, consistent with survey results (charts 19 and 20).

Chart 21 Chart 22
Frequency of price changes — all firms Frequency of price changes by product
(Question 20) Group-Calculation based on CSO data

Café & resturants _
Education _‘
60.0 Recreation & Culture i
50.0 Communication |
Transport [
Health

Total Food Other  Const. Dist. Other Small  Medium Large

Housing ‘
20.0
Clothing NI
|
100 I I I I | I Aol Tobcco
| | |
00 |m 1 1 Non-AlcoholicDrinks [N

| I — ——
Mo g i Food |

o Daily Once a week ® Once a month
W Quarterly M Two times a year Once a year 0 0.1 0.2 03 0.4 0.5 0.6 0.7
M Less than once a year

0.8

0.9

1

Source: Mahabir and Jagessar (2011).

In summary there is price rigidity in Trinidad and Tobago as measured by firms’
frequency of price reviews, factors considered when reviewing prices and frequency and
duration of price changes. As in many other countries, price reviews are generally
infrequent, perhaps because of the associated costs, and these reviews are most often not
undertaken at a set frequency. Further, firms change prices less frequently than they
review them. Finally, the magnitude of price increases is greater than that of price
decreases.

6.0 The Structure of Price Changes

Several items on the survey sought to assess the importance of different factors in firms’
decisions to increase prices. According to the survey, the most important factor in this
regard is increasing raw material prices, followed by wage cost increases (Table 2). A
noteworthy finding here is that the “other” category was of relatively high importance for
the service sectors. This suggests that for service companies, other unknown factors
influence heavily in firms’ decisions to increase prices.
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Table 2
Most important factors affecting a price increase decision

Total Food.
Q(Que Manf.
stion
23)uest
ion
23.1 Raw 3.64 4.00 3.79 3.14 3.86 3.00 3.78 3.50 3.52
material
cost
23.2 Wage 3.22 3.00 3.25 4.00 2.79 3.40 3.04 3.29 3.39
cost
233 Demand 2.18 2.14 1.93 2.86 2.08 2.20 2.09 2.00 2.30
234 Competit 2.39 2.88 2.20 2.43 1.91 2.80 2.32 2.33 2.48
ors’ price
23.5 Financing 2.73 2.71 2.67 2.57 2.75 2.90 2.59 2.83 2.83
costs
23.6 Other 3.40 0.00 2.50 4.00 4.00 4.00 3.00 4.00 0.00

Note: Numbers represent the average responses of all the firms in the respective sector.

In respect of price reductions, the importance of factors varies according to firm size
(Table 3). Most factors highlighted as important in this regard relate to changes in market
conditions: small firms place the highest importance on falling raw material costs;
medium-sized firms consider a fall in demand to be the most important factor; while a
decrease in a competitor’s price has the most influence on a large firm’s decision to
reduce prices. These results are consistent with the behaviour of firms in the European
Union (EU). Fabiani et al. (2005) showed that for firms in Europe, cost shocks are more
relevant in driving prices upward than downward while shocks to market conditions
(changes in demand and competitors’ prices) matter more for price decreases than
increases. On a sectoral basis however, both food manufacturing and distribution firms
listed raw material price reductions as the most important factor in deciding on a price
reduction. This aberration may be due to the relatively high share of raw material costs
in total costs for these industries.
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Table 3
Most important factors affecting a price decrease decision
(Question 24)

Question Factor Total Large

24.1 Raw 3.04 4.00 3.06 3.17 3.00 2.57 3.30 2.00 2.94
material
cost
24.2 Wage 2.73 3.00 2.64 3.67 2.25 2.78 2.52 2.80 2.94
cost
243 Demand 2.98 3.40 3.00 3.29 2.25 3.40 3.00 3.00 2.95
24.4 Competit 291 3.40 3.20 2.83 2.17 3.25 3.00 1.75 3.05
ors’ price
24.5 Financing 2.24 3.00 2.00 2.50 1.82 2.56 2.05 2.25 2.44
costs
24.6 Other 2.67 0.00 2.00 0.00 0.00 4.00 1.00 3.50 0.00

Note: Numbers represent the average responses of all the firms in the respective sector.

The survey also sought to gauge the speed at which price responds to changes in demand
and costs. In general, prices are more responsive to increasing production costs than they
are to increases in demand. However, the survey results were inconclusive as to whether
price reductions are more responsive to changes in costs or demand. Additionally while a
fall in demand will manifest itself in a price adjustment more rapidly than an increase in
demand, a fall in production cost does not translate to movement in prices as quickly as if
production costs were increased.

Question 26 was designed to establish motives for postponing price changes or changing
prices only slightly. The survey revealed that firms in Trinidad and Tobago, like in the
EU*, consider the need to maintain stable prices as the most significant factor in this
regard (table 4). A disaggregation by sector reveals that price stability is of highest
importance to firms in manufacturing and distribution. Perhaps not surprisingly given the
nature of the service industry, firms in the other services category place the highest
importance on the existence of written contracts while the most important factor for firms
in construction is the fact that the next price adjustment can only occur after a certain
period of time.

%0 Fabiani et al (2006).
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Table 4
Reasons to postpone price changes
Question 26

Questio Factor Total Food. Other . Small Medium Large

n Manf. Manf.

26.1 Coordina | 2.39 3.00 2.63 2.67 1.70 2.33 2.52 2.60 2.19
tion
failure
26.2 Time 221 2.50 2.14 2.83 1.60 2.33 1.95 2.80 2.35
between
price
adjustm
ents
26.3 Risk of 2.15 1.71 1.86 2.33 2.50 244 2.10 2.20 2.20
opposite
price
moveme
nt
26.4 Explicit 2.70 1.50 2.15 3.71 2.20 3.40 2.21 2.80 3.16
contract
s

26.5 Psycholo | 2.09 2.00 2.07 133 2.45 2.22 2.10 2.60 1.95
gical
price

threshol

d

26.6 Menu 191 1.50 1.64 1.83 2.56 2.00 1.75 1.60 2.16

costs

26.7 Implicit 2.98 3.25 2.64 2.67 3.36 3.00 3.14 2.60 291
contract
s
26.8 Costly 1.84 1.67 1.93 1.83 1.70 2.00 1.84 1.60 1.90
informat
ion
26.9 Fixed 2.56 2.71 2.50 2.17 2.71 2.67 2.65 2.20 2.56
costs

26.10 Judging | 2.35 2.75 2.27 2.17 2.30 2.33 2.61 2.00 2.15
quality
by price
26.11 Stable 2.70 3.17 2.40 2.33 3.09 2.67 2.82 2.00 2.75
variable
costs

Note: Numbers represent the average responses of all the firms in the respective sector.

The price of a good may be kept unchanged during its lifetime if the good’s lifetime is
relatively short. According to the survey, 13.5 per cent of respondents were involved with
products of this nature and 78 per cent were not. The remaining 8.5 per cent did not
respond. The products with a short lifetime tended to those related with the
manufacturing and distribution of food items.

Less than half of the respondents answered the questions on price discrimination in
international markets. Of those who did, however, half of them indicated that their price
is different in each market. These firms were not limited to any particular size or sector.
Additionally, a significant number of firms indicated that the local price differs from that



74 | RESHMA MAHABIR, KEYRA PRIMUS, DELVIN COX, VISHANA JAGESSAR and CRYSTAL
NEPTUNE

for CARICOM. Firms also indicated that the most important factor in discriminating
prices is exchange rate changes (table 5). However, a sectoral disaggregation reveals that
transportation costs, followed by structural market conditions, are foremost in the minds
of firms in the construction sector while firms in food manufacturing consider structural
market conditions as their most important factor. In terms of firm size, while both small
and large firms consider exchange rate changes to be their most important factor in
discriminating prices, medium-sized firms have indicated that market rules and
fluctuations in country demand are the main factors in price discrimination.

Table 5
Most important factors in price discrimination in international markets
(Question 29)

Question Factor Total Const. Dist. Other Small Medium

29.1 Exchange 2.81 2.25 2.45 2.00 3.40 3.50 2.67 2.50 3.25
rates
29.2 Country 2.38 2.00 2.00 3.00 3.00 2.60 2.15 2.25 2.86
tax
system
29.3 Structural | 2.38 2.80 2.22 3.00 2.00 2.50 1.92 2.50 3.14
market
condition
s
29.4 Country 2.28 2.50 2.10 2.00 2.33 2.50 2.00 3.00 2.50
demand
fluctuatio
ns
29.5 Market 2.44 2.50 2.00 3.00 2.40 3.00 1.92 3.00 3.00
rules
29.6 Transport | 2.52 2.00 2.40 3.50 2.83 2.40 2.44 2.50 2.71
ation
costs
29.7 Other 2.38 1.00 1.00 0.00 2.50 3.67 1.75 3.67 1.00

Note: Numbers represent the average responses of all the firms in the respective sector.

A small section of the survey was dedicated to collecting information on wage setting.
Most firms indicated that they change wages once a year, with a substantial number
indicating once every three years. This may be related to the practice of negotiating three-
year wage agreements in the domestic economy.

7.0  Summary of Observations on the Food Manufacturing Sector
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In this section the paper focuses on the behaviour of firms in the food manufacturing
sector; this sector is of particular interest as food inflation is the predominant factor in
changes in the overall retail price index. When compared to other sectors in the survey,
the firms in the food manufacturing sector have the highest number of price increases
(chart 18) but the magnitude of price changes tend to be one of the smallest among
sectors (Charts 19 and 20). However the frequency of the price changes by the food
manufacturers does not correspond closely with changes in the RPI. In determining
whether or not to change their prices, manufacturers in the food industry closely examine
their competition and market conditions. Price reviews are more frequent (generally
every quarter or twice a year) for this sector than the others (chart 14). While all food
manufacturing firms estimated they have multiple competitors (chart 5), a significant
proportion of firms (42 per cent) estimated they hold the majority market share (chart 6).
Further, while it was recognized that price is one of the main factors affecting
competitiveness, half of the firms reported an inelastic demand for their product, where a
price change will have no effect on customer demand (chart 7). The industry also
recorded the slowest price reactions to falls in demand and changes in production costs.

The food manufacturing sector appears to be more export oriented when compared with
the other industries, although the majority (85.7 per cent) of their output is allocated to
the domestic market. The main export market for this sector is the CARICOM market. In
seeking to explain differences in the prices across countries, factors such as structural
market conditions, country demand fluctuations and market rules were highlighted. While
exchange rate changes and transportation costs were significant factors for other
industries it was not so for the food manufacturing sector (table 5).

8.0 Conclusion

This study seeks to undertake seminal work in Trinidad and Tobago in regards to
understanding the factors that influence firms in deciding whether or not to adjust their
prices. A look at the characteristics of the respondents provides some insight into the type
of firms operating within the domestic borders. One key feature is that for the majority of
the firms Trinidad and Tobago is the main market for their goods or services; additionally
the results suggest a high degree of specialization as the main product identified
accounted for on average 75 per cent of a firm’s total turnover. Importantly firms
indicated that quality was the most important factor for competitiveness, with price only
being the main factor in the construction industry. The market also seems to be
characterized by a high degree of price discrimination, with a large number of firms
indicating that the price a product is sold at is influenced by the quantity that a customer
purchases. The results indicate that firms use some combination of state-dependent and
time-dependent pricing strategies in determining when to change their prices. Thus firms
use the current state of the economic environment as an indicator as to whether to change
their prices, and they also tend to review their prices on a periodic basis. Firms identified
increases in the price of raw materials as the main driver of price increases while several
factors are brought to bear in deciding on a reduction in prices. Some of these include
raw material price, demand, competitor’s price and wage cost. The survey also revealed



76 | RESHMA MAHABIR, KEYRA PRIMUS, DELVIN COX, VISHANA JAGESSAR and CRYSTAL

NEPTUNE

that firms will postpone price changes mainly because of the need to maintain a relatively
stable price. Another important factor in this regard is the existence of written contracts
which may prevent price adjustments. As it relates to price discrimination in
international markets, most of the respondents indicated that their price is different in
each market. In addition, firms consider changes in the exchange rate as the most
important factor in discriminating prices. Some other important factors include
transportation costs and structural market conditions. Surprisingly the results from this
survey are consistent with those conducted in developed countries such as the UK,
Canada, Portugal and Spain. This suggests that the principles of business remain
consistent whether it is a developed or developing economy.

For the Central Bank of Trinidad and Tobago the results of this study can aid in the
design of effective monetary policy, as now there is a clearer understanding of the factors
which influence prices in the domestic economy. From the results it can be anticipated
that increases in raw materials and wage costs will translate into higher prices. Thus as
the international price of grains increase, and domestic wage negotiations conclude,
increased levels of inflation should be expected. However the existence of implicit
contracts may mean that there is a transmission lag. Thus the Central Bank should keep
an eye on both international and domestic factors in order to anticipate the level of
inflation and take the necessary policy decisions to keep inflation low.
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