
coupled with effective financial monitoring : 1T:1on 
target rates of

return,shouldputdownwardpressureoncosts.Thus,economicpricingneedsto
be addressed particularly with *rlopoty enterprises'''.1*1"*':11:j"t:::

pricingalTangementsdonotleadtocostminimisationwiththeseenterpr$es.
;;;" consideration needs to be given to that'

4.1 EfEcient Pricing Strategies and Target Retums

G€neralpricingstrateg5l.oneaPProach,topricingofindividualsenlicesofan
enterprise rn o *o1, ln\r- *rogni-r), market iealities is tu ensure that prices iust

coverthefullmarginallong,un,,ono*i,costsoftheindividualservices.the
economic costs associatei with increasing capaciry _in 

order to supply an

additional rurro*rrl_"-i{uiir, pri"", should cover not only current operating costs

and the loss in value of associated assets iot Ato the finan€ial opportunity cost of

capital tied up in the particular activity of the enterprise'6 This is equivalent to

theenterprisepricingitsproductsandservicessuchthatthetargetrateofretum
is just achieved overall'

Thismightseemtobeapractical,generallyapplicable.qricinsstrategy.Ithas,
however, a,,o-b", oi,.toa"o-ings relatin! to-the efficient use of the existing

capacity of some t"L'p'l'"'' particularly th-ot" *ho'e- investments are typically

large lumpy investments or tliose subject to peak and off+eak demand' Apart

fromthecentralproblemofalackofpressuretominimisecosts,itdoesnot
provideasoundeconomicbasisfor,"ni,gpricesinthesituationwherethe
capacity of an enterprise to produce a partllu-lar service is out of line with the

demand for that service. It is not appropriate, for example, to set prices on the

basis of total long run economic costs,ihen that includes the costs of capital

associatedwithaproductivecapacitywhichdoesnotmatchdemandatthose
prices. ff capacitf "*"""a' 

demand' pricing on the basis of total long run

economic costs *ill *rr""essarily Jtrot" 
-off d"**d and leave capacity

underutilised. Ttre opposite is true ii capacity cannot meet demand'

ffithereconomiccostsarc."*o,"lioreal.orinl9.i"4terms,aslongasboth
i;r,".iuii* ",ii,r,; 

n.*.#"ip'pTi'i#ii;fri1ffi!:t"T3g:flt'UqUff #:l5'i"":il"ifi
baiis. Starting frorn a con

from a nominar to ,.4 u^.,lpll?!i;1,;-ii'i,'^'llil"l:+"i**"t*ifl*:X":!n"S'*l;"*Jt-"t1fl'ftfiom a nomrnar fo riil uoDsui"ii]rpi"-uri*J 
arise if depreciation is measured rn rear rerurs w[u uv

needed to convert it to a r
adiustment ro rhe financi;-J;i;i 

^g{i"J. enry"i#5';11il;;"ii tt'"t".points usins a numerical

:ffi;[:'d; vi.to,i*.o6offilni-of r'ir^nug.'n,u t["r-]gffilJt::"'l*.*:nxffsli*ffx".i[:
;ffi;#;*;;;rr,piit'ensiuetv in real terms for compan

[t to-co""i *utiong run economic costs)'
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The above pricing strategy does not allow for differential pricing during slack
and peak periods of demand for the enterprise's services. Demand may be so

slack that even were prices set to cover only current operating costs the level of
services demanded might be well short of full capacity. On the other hand,
capacity could be so restrictive that pricing to cover not only current operating
costs but also the loss in value of assets plus the opportunity cost of capital may
still not ration available capacity appropriately. Significant excess demand might
be present either for most of the time or at particular peak demand periods.
Prices would not be high enough to cover the additional marginal opportunity
cost of not supplying customers who would be prepared to pay much more for the
service but are denied access because of the capacity constraint and because
access is obtained ahead of them by customers who value the service less.

Alternarive prrci"g stxategy. An altemative approach is to price individual
services flexibly so that available capacity just meets demand at all times without
excessive queuing including during any peak or slack period (with the proviso
that prices would not go lower than current operating costs when reducing prices
to increase demand during slack periods). with this pricing strategy, the
economic rate of return eamed on each service would indicate whether new
investment should be undertaken to increase capacity or whether capacity should
be reduced. Capacity would be increased when sustainable economic retums
above required rates of return were realised and capacity decreased when less
than the required rate of return was realised. In general, if a business unit is part
of the core operation of an enterprise, the required rate of retum of the unit would
correspond with the enterprise's overall target retum. Differences would arise,
however, if the market risk of the business unit were significantly different from
the overall market risk of the enterprise (see Section 3.2).

This practical pricing and capacity strategy incorporates economic pricing
principles by always aiming to achieve maximum utilisation of available
capacity. Its operation is illusrrated in Figure 4 (from Mayo 1989) under the
simplifying assumptions that both operating costs and capacity (capital) costs of
a service provided by a public enterprise remain constant with increasing output
and no additional costs are incurred as the capacity limit is approached.
Operating costs per unit of time are kept to a minimum at the level b and capital
costs (including economic depreciation and the financial opportunity cost of
capital) of c per unit time, allocated over the duration of the two demands, D3
andD2, which are sufficiently strong to exceed operating costs, b, at the capacity
limit Q1. Demand D1 is so weak that it falls below b at the capacity limit.
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competition in the market 
''.*1::n.:11;nternrise 

operates' While competition

maylargelydetermrnepricesinthevario"tl"gt"*"oi:h"market'thescopefor
inefficient "or, ,rull#;"ffi; or, ,h" a""g.ee of looseness in the owner

qovemrnent's f-";;i" 'i"ii'"'ing 
of the 

-public enterprise' The public

Ir,t"rpris"'s **k"t'"Ji*;; ;;' ""-u*prt'**'Jro 
u" maintained despite cost

inefficiencies simply because "f :n: l{d;iinanciat 
monitoring procedures

,.-"*"*" completely capital market pressures'

Summary.Inshort,globaltargetrltesofreturncannotbereeardedsimplyas
rates of retum t" b";;;;ed tilrough-price adjustments' or 

"'"--" 
to be exceeded

ii"**4;y::iJ13#1"ilr;fr:'"?T"l.i"iYx;:":l'#;:':';x
efficientlY, sustarn€

reflect the market;;;..;;";ed with those services - suggest that an increase rn

capital investment;;;;;;tuuv 3o'n;ri'ur* i*"'i""0 re$rns less than the

targets point to a contraction io 
"upu"iy 

*i"* required. Rather than being a

oassive minimum bienchmark' 'n' 'o'i|"" 
i'-i "n"o'''? 'n"nment 

decision

,making 
and enauri"r'ir-uru,rtty ainr*i" iir,rion of whether the level of public

'rn|rorlou,'ure 
is adequate tu be answered'

Regardless of the approa3h 'q* l:.:::ermine 
the global-tarset rate of rerurn for

each enterpr ise, thi pricing o1^'y"'v'i""')*""inou[ i'dially be independent

of the target ona iasea oi 'Xi'i'n"'i"i 
i'i.'iples designed to make the best

use of cu*ent ,;;;;;;j"rorn *a*iirri"ourrl*rs's unit. Pricins services so that

the use of available capacitl i'' 
*n1i*i"'iarc' *o*i*i'sed during peak as well

as slack period, accordi with these prrnrip,t^ and with private sector pracfice'

4-2 Price CaPs

Pricingstrategiesbasedgn.ericienllicingprinciples(andcompetitivepressufes
inthemarketplace)andtherequirement-toachievetargetratesofreturnover
time should hetp put pressure on many types of govemment business enterpr*es

to earn commercial profits, reduce 
"oJr" 

*o increase productivity' However' for

enterprises with monopoly powerf ;;" p'"tto'"' for cost reductions and

froao"ti"ity improvernents may not be strong'

Take, for example' the case 1f 
a1 enterPrise' which t:-1: *o"opoly provider of a

particular ,"*i1",'op"ratlng ,1rh" situation where capaciw is deficient compared

with the long run optimal level.- d;;;;; Jtoutio,, illustrated in Figure 4 with

capaci,y ", 9,' id ;+::: I jtJil*kH,il::ff1J:liJlll;
siruation would give rise to a rate c
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