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PREFACE

The presentation of one more book on marketing may expose
its authors to the charge of redundancy. Their excuse is that
they have found it expedient in their own teaching to develop
a new approach to the subject. This volume embodies the results
of that approach. It represents a point of view which may differ
from those offered in other texts. The authors have found this
readjustment to be desirable for the instruction of their own
students. They belicve that the changes, adaptations, excisions,
and simplifications which have resulted in this volume clarify
the subject of marketing for instructional purposes on the
collegiate level, particularly for students whose only background
is a general course in economic theory and their own experiences
as consumers.

The basic premise of this book is a simple one: that it is more
profitable for such students to examine the general theory of
marketing than it is to rehearse at length the practice of market-
ing in the various fields of business. When a student has an
understanding of the reasons underlying marketing procedure,
he is prepared to apply himself to the solution of marketing
problems that contain new factual material. When he knows
the actual details of marketing practice in a number of industries,
he may have committed to memory many facts; unless he is
confronted with marketing problems involving the same facts,
he may, however, be unable to think in a new situation. This
book endeavors to describe the why of marketing procedure, not
the what or the how.

The use of this volume as a text necessarily imposes upon
the instructor the task of directing the reading of his students
into illustrative and factual material beyond the range of the
text. It also involves a willingness to induce the application of
theory to practice by the consideration of problems in marketing
which contain new factual material or which appear in a setting
previously unconsidered.

v



vi PREFACE

A pumber of important aspects of marketing have been
deliberately simplified. The experience of the writers indicates
the desirability of this attitude. Those students who enroll
in a one-semester course in marketing as part of a basic training
in economics or in business may be confused by a mass of factual
detail or by the enforced study of certain complex subjects which
may profitably be deferred to an advanced course. Those stu-
dents who continue their work in marketing bring to the study
of complex detail and advanced problems an interest and atten-
tion that provide the momentum necessary for the proper
appreciation of the more difficult and involved aspects of the
subject.

The present volume, through its attention to the general
theory of marketing, is designed to meet the needs of both
groups of students. It provides a basic understanding of the
subject for students who do not intend to pursue their work
in this field. It lays the foundation for advanced study of more
complex problems in marketing.

The authors wish to acknowledge the extremely helpful
cooperation of their colleagues, Professor Wayne Stackhouse
and Mr. Donald Blankertz, who have assisted in teaching with
the text and who have freely devoted their time to the careful
consideration of various chapters. The authors alone, however,
accept the responsibility for all statements made in the text.

CLARE WRIGHT BARKER,

MELVIN ANSHEN.
BrLooMingTON, IND,,
July, 1939.
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PART I
INTRODUCTION TO MARKETING

This is a book describing modern marketing methods. It
attempts to tell you how the things you buy are brought to you
and how factories are supplied with raw materials and parts. It
describes the work of the various types of individuals and busi-
ness concerns engaged in distribution. It also tries to tell why
goods are marketed as they are. It is not designed to serve as
an inexhaustible source of facts about marketing. Rather it is
designed to make you think about marketing and to prepare you
to apply the results of your thinking to the solution of marketing
problems.

At the head of each chapter you will find one or more quota-
tions. These quotations do not represent the beliefs of the
writers of this book, nor are they necessarily direct quotations
from books, magazines, or speeches. They represent, however,
the basis of common controversial thought. They reproduce the
tenor of statements which are frequently encountered. You
may agree with some of them—with others you may disagree.
Think about them. Think about them before and after you read
each chapter. Your opinions may change.

Part I contains two chapters. The first deals with the general
problem of the relation of marketing to economic activity.
The second deals with the position of consumers in the marketing
process.



CHAPTER 1
THE IMPORTANCE OF MARKETING

¢“The wholesaler and the retailer make all the profit,” said the farmer,
“and I make all the loss. They pay me less than half of what the con-
sumer pays them. Their costs are too high. If I could sell direct

to consumers I would make more and consumers would pay less and
we’d all be better off.”

What Is Marketing?—You buy a loaf of bread for 10 cts. at the
corner grocery store. It is packaged, ready to be taken home,
and sliced, ready to serve on the table. You pay the grocer and
think no more about it. This time stop a moment and think of
how that particular package of bread reached the store counter
where you found it. By what manufacturing process has it
been transformed from wheat growing in Dakota fields? How
has the grain been transported, stored, graded, bought and sold
perhaps ten times over, insured, transformed, handled by baker
and retailer? What is the nature of that process which begins
in a field of growing wheat and ends at the counter of a grocery
store?

As a consumer of bread you are at the end of a long chain of
activities beginning in a wheat field and continuing through local
buying agencies, country elevators, central elevators, millers,
wholesalers of flour, bakers, and ending at the corner grocery.
The chain includes transportation by truck and railroad—
possibly by boat over the Great Lakes. It also includes the
assistance of bankers and insurance agents, of traders on the
central wheat exchange, and of the many other exchange func-
tionaries who grade and classify the wheat and supervise and
protect the trading operations. Hundreds of men and dozens of
agencies have assisted in transforming the wheat to flour, the
flour to bread, and in bringing that bread, sliced and wrapped, to
the counter of your corner grocery where you can purchase a loaf
for 10 cts.

Multiply the loaf by all the other articles for sale in that grocery

store. Multiply by the thousands of different types of mer-
2
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chandise for sale in every other type of retail store. Multiply
by the products which are never sold in retail stores, but which
find their market in industries, the raw materials of factory
production, the tools and machinery of giant industrial plants,
the office equipment. These are all the world’s goods which in
some way or other must be assisted to move from producer to
consumer. Add the services which are sold, sometimes with
goods and sometimes separately, and the intangible activities of
men for which you pay as you pay for merchandise. The result
is the raw material of marketing. Marketing brings all these
goods and services from producers to consumers.

In formal definition ‘“‘marketing includes those business

; activities involved in the flow of goods and services from produc-
% tion to consumption.””! It is the second of the two great eco-
Ynomic processes: production and distribution.

Various Marketing Activities.—The study of marketing
involves the study of all the activities included in moving goods
and services from producers to consumers. Among these
activities may be listed the major marketing functions? of selling,
buying, traffic management, storage, financing, risk management,
and standardization.®* The study of marketing also includes the
study of the agencies (wholesale houses, retail stores, banks,

! Report of the Committee on Definitions, The National Association of
Teachers of Marketing and Advertising.

t Every text on marketing lists the so-called ‘“marketing functions.”
Seldom do the authors agree on what these functions are. The seven men-
tioned above are included in practically every text.

3 “Selling is the personal or impersonal process of assisting and/or
persuading a prospective customer to buy a commodity or service or to act
upon an idea.”

“Traffic management is the direction and control of all major physical
movements of goods throughout the marketing process.”

‘“Storage is the marketing function which involves holding and pre-
serving goods hetween the time of their production and their use.”

“Financing is the provision and management of the money and credit
necessary to get goods from the producer into the hands of the consumer.”

“Risk management is the assumption or avoidance of the danger of losing
pecuniary value of goods during the process of marketing them.”

“Standardization involves (1) the determination of basic limits or grades,
and (2) the establishment of model processes and methods of producing,
handling, and selling goods and services.”

Report of the Committee on Definitions, The National Association of
Teachers of Marketing and Advertising.
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railroads, insurance companies, etc.) which perform these mar-
keting activities, of the cost of performing the functions, and of
the changes which have been and are taking place in marketing.
The study of marketing surveys the entire business world
beginning at the factory door and ending at the retail counter
when you exchange your money for merchandise on sale. It is
the study of one-half of economic life.

Changing Nature of Marketing.—It is not the study of some-
thing past or dead. Within the past 5§ years have occurred
changes in marketing which have revolutionized hundreds of
businesses. Within the past 25 years it has been necessary to
revise completely our knowledge of the marketing process. Within
the past 100 years all that we know today as modern marketing
has developed, growing in what appears to be one tremendous
bound from the simple rudimentary buying and selling processes
which were found in the world of ancient Greece, in the Middle
Ages, and even as late as 1825. Changes are occurring today.
Before 1930 the word ‘‘supermarket’”’ was unknown. Before
1936 few would have doubted the assured future expansion of the
chain-store systems. Prices are no longer determined solely by
the equation of supply and demand. The cooperative move-
ment is encroaching on what used to be the exclusive domain of
individual initiative. Governmental regulation is influencing
the activities of marketing.

Through the ages man has resisted the coming of new ideas.
In few fields has there been a greater exception to this general
statement than in the field of marketing. Woday the study of
marketing is the study of dynamic economics.] A reproduction
of the marketing process must be made with a motion-picture
camera. The established marketing patterns are in constant
flux. A manufacturer of shoes decides to stop selling to inde-
pendent retail shoe stores and opens his own retail stores. A
great grocery chain-store system begins to manufacture its own
bread. Independent druggists organize a voluntary chain and
support their own wholesale house in order to place large orders
with manufacturers and so meet the competition of chain-store
systems. A majority of the orange growers of a state pool their
crops and market them under one brand name. New products
by the thousands are offered to consumers every year; some are
never heard of again; others go on, and millions of dollars are
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spent for advertising their virtues. Prices shoot violently up
and as suddenly subside. And all the time you can visualize a
great flow of goods and services proceeding from producers to
consumers. Not always does this flow proceed in the same way.
There are many changes. Sometimes the attempts to find new
channels are successful. Sometimes they end in failure.

t Marketing is not so much an exact science as a fine art. This
book will attempt to describe the theory and the practice of
marketing as it is today. It will try to tell what has been done
and what is being done and why things have been done in this
way. There is no guarantee, however, that marketing practice
will continue in the future without change. The lifeblood of
marketing has always been change. Out of repeated experi-
ments and the patient accumulation and interpretation of
experience will come new forms of marketing practice. Study
of past! and present practice provides the necessary background
for understanding the possibilities of future change.?

What Is a Market?—The word ‘““market” will be used fre-
quently in speaking of the marketing process. It may be used
to mean three different things.* It may mean, for example,
(1) all the buyers of a product, as one might speak of the market
for refrigerators, meaning all the potential buyers of electric
refrigerators living in the United States or in any part of this
country. Sometimes (2) the word may be used to mean all the
people living in a given area, as, for example, ‘“the American
market,”” a phrase which refers to the total population of the
country and its purchasing power as representing a mass of con-
sumers. Frequently (3) the word ‘“market” is used to describe
an organized trading place for one or more commodities. In this
sense you will see the phrase used to deseribe the Chicago Board
of Trade as a grain market, or the New York Stock Exchange as
a stock market.

1 That the study of marketing is not at all new is shown in J. M. Cassels,
The Significance of Early Economic Thought on Marketing, in The American
Marketing Journal, October. 1936, p. 129.

* This subject is reviewed at length in George Burton Hotchkiss, ¢ Mile-
stones of Marketing,”” The Macmillan Company, 1938.

3 Because the word is used in the various ways deseribed in the text, it
is difficult to offer an adequate definition of ‘“‘a market'’ within the scope of
a single brief sentence.
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It is not necessary that the word denote a special place. It
may refer to a place, but it may also be used as in the following
phrase to refer primarily to a group of buyers not bound together
by the limits of a geographic area: ‘“the quality market’’—mean-
ing the general group of people in the upper income classes
throughout the country considered as potential consumers.

In general, the idea of a group of buyers, rather than the idea
of a limited area, dominates the conception of a market. The
various uses of this common word may be confusing, however,
unless the three major interpretations are kept clearly distinct
and some care is taken to make the meaning of the word clear
in its particular setting.

Because relatively few products are sold to everyone, and
because most products are sold to particular groups of peaple,
business concerns engaged in marketing must think in terms of
markets. Some products, such as air-conditioning equipment,
may sell well only in certain parts of the country. Other prod-
ucts, because of their relatively high prices, may be bought in
quantity only by the upper income classes. In either of these
cases, manufacturers must think of the markets for their prod-
ucts; they must attempt to measure the size of the markets,
the number of potential consumers in the markets, their buying
habits, and many other factors which may vitally influence the
sale of merchandise. A number of products, such as wheat,
rubber, and corn, are freely bought and sold on organized com-
modity exchanges, and businessmen dealing with these products
must have continuous information on the state of the market
for their particular products.

The Object of Marketing.—The end of all marketing activities
is the satisfaction of human wants. The earning of profits is the
incentive which induces businessmen to attempt to satisfy wants.
Private business is organized to make a profit. No one can
stay in business very long unless his income is at least equal to
his outgo. Very few men will continue in business year after
year unless, in addition to meeting all the costs of doing business,
their income is sufficient to provide a return on the money invested
in the business roughly equal to or exceeding what might be
earned by investing the same amount of money in some other
way. A business may lose money for a time and continue to
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operate. Unless profits eventually appear, that business must
cease to exist.

This principle guides the operations of every phase of market-
ing. The performance of a service which assists the marketing
process, the handling of merchandise, the incurring of risk, the
direction of the flow of merchandise, the provision of storage
space, the maintenance of a retail store—all these marketing
activities are carried on because the men engaged in each one of
them have invested money and are providing their services,
their time, their efforts, and their brains in the hope of earning
a profit.

The result of this private profit seeking is the profusion of
merchandise which you can buy at your corner grocery store:
oranges from California, potatoes from Maine, bread from Dakota
by way of Chicago, canned goods from factories all the way from
California to Massachusetts, apples from Washington, grape-
fruit from Florida. The result is the display of dresses you find
in the women’s departments of a large department store. The
result is the thousands of items displayed on the counters of the
variety chain store.

It would be foolish to think that through the operation of pri-
vate profit seeking, the marketing process has reached a state of
perfect efficiency. The men engaged in marketing would be the
first to point out the inefficiencies, the wastes, the surpluses, and
the unfilled nceds which are present throughout the marketing
process. But in the course of time, wherever something is being
done which could be done more cheaply, private gain will provide
the driving force for inventive talent to find the cheaper way.
The constant urge to earn a profit by doing something more
cheaply, the constant offering of new and improved ways of
performing the same job, have contributed to the changes which
have been occurring in the marketing processes. To the same
urge we owe the multiplying of the variety of goods offered for
sale, the improvement in quality, the steady downtrend in
prices.

In the longer view, the object of marketing is more than the
securing of a profit. It is the successful distribution of the prod-
ucts of our land, our mineral wealth, and our factories. It is
the raising of the standard of living by increasing the flow of
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goods and services to consumers. It is the ultimate satisfac-
tion of human wants.

Varying Attitudes toward Marketing.—The producer, the
middleman, and the consumer regard the marketing process
from different points of view. This contrast in outlook is in
large part responsible for many apparent inconsistencies in the
marketing process and may underlie the charges of inefficiency
which have been directed at marketing.

The producer is concerned primarily with selling the products
of his farm or his mine or his factory. To some extent he may
control what he produces so as to offer for sale only what he
thinks his customers will want to buy. In many instances,
however, as in the case of the farmer, his ability to control
quantity and quality of products and his flexibility in changing
the nature of his product in accordance with shifts in consumer
demand or in prices may be very limited. The producer must
think in terms of over-all profit which covers both production
and distribution. He may, for example, operate a factory and
find that the cost of producing each unit decreases as the number
of units produced increases. The nearer capacity he operates
his plant, the lower are the unit costs of production. But increas-
ing the volume of production means that more units must be
sold. This may complicate his marketing task. He has to
seek wider markets; he must try to sell his products to people
who have never before purchased them or induce those who are
already customers to increase their use. He may be forced,
therefore, to increase the number of salesmen he employs and
to spend larger sums for advertising and other types of sales
promotion. He may, in some cases, find that his marketing
costs per unit increase. It may still be profitable to extend the
volume of his production, provided that the decrease per unit in
production costs exceeds the increase per unit in marketing costs.
Under such conditions he will make larger profits, yet his product
will be sold to consumers at a lower price.! Successful marketing
is always moving toward this goal.

1 ¢ A shoemaker may be able to make a pair of shoes for $5 upon receiving
an order from a single customer. The costs of distribution are very small.
A large shoe factory, on the other hand, can probably manufacture similar
shoes by the millions for $2 a pair but it must spend $2 a pair for distribution.
As a result the consumer gets his shoes for $4 a pair instead of $5. The
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The various types of middlemen—wholesalers, jobbers,
brokers, and retailers—are primarily concerned with the service
of supply. They have little direct control over what is produced
and possibly less control than the producers over what is con-
sumed. Their risks are bound up in the two factors of inventories
and prices. Do they have the right merchandise on hand?
Will prices fall and will they be forced to sell at a loss? Com-
petition between middlemen may lead to price cutting or to the
offering of more services to customers. Within the relatively
narrow margin limited by the prices at which they buy and the
prices at which they sell, they must endeavor to protect them-
selves against the uncertainties of inventory losses and adverse
price movements, to perform their services as completely and
efficiently as possible, and still retain enough over expenses to
return a profit on their investment.

The consumer looks at marketing solely from the point of
view of goods and prices. Can he buy what he wants to buy
at the price he wants to pay? The losses and mistakes which
have occurred in the marketing process before goods reach the
counters of retail stores are no concern of his except as they
affect the quantity, the quality, and the price of the goods and
services he wishes to purchase. He is not only the end, but the
most important part of marketing. All goods are produced to
suit his needs and his desires, and they must be produced long
before he expresses his needs and desires in the form of pur-
chases. If he changes his mind and decides not to buy this
year what he bought last, the manufacturers and the middlemen
who have not anticipated changes must sell at a loss merchan-
dise which is no longer in the forefront of demand. He is still
not concerned, unless those mistakes and the resulting losses
bring about a rise in costs of operation and make prices higher.
It is important in studying marketing to realize that the same
person may occupy more than one position. He may be both
producer and consumer. The farmer is a producer of corn. He
is a consumer of corn syrup. As a producer he would like to see
prices rise; as a consumer he would like to see prices fall. All

test is not whether more or less costs are assigned to certain economic
functions like production or distribution, but whether in the end the con-
sumer gets a better or cheaper product.”—*Distribution Services and
Costs,” Chamber of Commerce of the United States, 1939, p. 17.
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people are consumers, and many also occupy positions in one of
the other two classes as a result of the ways in which they earn
a living. The student of marketing should see beyond his
personal position and should appraise each marketing problem
from a neutral position which sees and understands the several
and occasionally conflicting points of view.

Social Importance of Marketing.—The points of view of pro-
ducer, middleman, and consumer are different, but each is
individualistic, each is concerned with a private profit. Mar-
keting has even greater significance for society as a whole than
for any of the individual beneficiaries of the marketing process.

The nation’s income is really composed, not of money, but of
the goods and services which money can buy. If prices fall and
a man can buy more goods and services for the same amount of
money, his income has been incrcased. Any increase in the
efficiency of the marketing process which results in lower costs
of distribution and lower prices to consumers really brings about
an increase in the national income. Improvements in marketing
are, therefore, of great social importance. A reduction in the
cost of marketing is a direct benefit to society. The man who
makes such a contribution renders a service as important as
that of the inventor of a laborsaving device or a new manufac-
turing process. Not always has there been recognition of the
importance of such contributions to human welfare rendered by
improvements in the technique of marketing.

The marketing process has been improved, not only to bring
goods to consumers more cheaply, but also to improve their
quality, to identify merchandise by brand names, and greatly
to increase the variety of merchandise offered for sale. A wealth
of merchandise can be purchased at retail stores which was not
available to our grandfathers.!

But this does not complete the pattern of the social importance
of marketing. More than one-third of all persons gainfully
employed in this country are engaged in the field of marketing.
Even omitting those persons engaged in professional, clerical,
and domestic service in connection with marketing, more than
one-fourth of those gainfully employed work at some of the many
aspects of marketing. Approximately one-fourth of the money

1Improved transportation and storage have played an important part
in making available this wider variety of merchandise.
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which buys the goods and services which make up our national
income is earned by marketing work.

Growing Interest in Marketing.—Until about 1920 the major
interest of businessmen was centered on problems of production.
The development of mass-production methods, refinements of
machine technique, factory organization, application of labor to
machinery, personnel management, compensation methods, and
incentive payment systems occupied the center of the business
stage. Cost-accounting methods were developed. Scientific
factory management was studied and applied. By 1925 the
common remark was, “We have solved our production problems;
we have yet to solve the problems of distribution.”?

In recent years the direction of study has turned to the prob-
lems of marketing. Marketing inefficiencies have been exposed
and duplication and waste have been studied by both private
business and governmental agencies. We have not yet solved
our problems of distribution; but it may safely be said that we
are moving toward a solution of many of the major problems
which have been hampering the efficient performance of the
marketing functions for many years.

Business now knows the wastes of duplication and multiplica-
tion of sizes, colors, styles, and materials. It has some under-
standing of the use of research techniques in determining the
location, size, and potential volume of consumer markets.
Studies are being carried on to develop suitable cost-accounting
techniques for use in marketing. The result of this type of study
should be the removal of marketing from guesswork to knowledge.
More and more, businessmen are supervising operations with a
knowledge of the number and location of possible buyers for
their products, with a knowledge of how much they want to
spend and what they want to buy, with a knowledge of the brands
they prefer and the retail outlets in which they customarily
purchase. They are beginning to measure the cost of selling
their products through the various channels of distribution;
they are measuring the relative efficiency of different types of
advertising and sales promotion. They are relating return to
cost in every phase of marketing. The result should be not only
increased profits for those firms which can guide their operations

1 “Wise consumption is a far more difficult art than wise production.”—
JoBN Ruskin,
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by more exact knowledge, but better products for consumers,
products more easily accessible, products more perfectly adapted
to the needs of consumers.

Marketing research, distinguished for its rarity before 1925,
is now being carried forward by private firms, by trade associa-
tions, by financial institutions, by governmental agencies, and
by private and state universities. A wealth of knowledge relat-
ing to every phase of marketing is being accumulated.! Applied
by business to the problems of distribution, it is yielding an
increased measure of profits.

The Role of Government.—We are living in an age of political
upheaval. The relation of government to private industry is
undergoing a major change of which it is possible at this time to
chart only the gencral direction. Throughout the nineteenth
century when the processes of marketing were slowly developing
into the structure we have today, the part of government was
essentially that of the umpire who set the rules of conduct and
safeguarded business procedure through the protection of the
right of free contract. The general underlying spirit was the
protection of competition. It was this spirit which, regardless
of the result, supported the creation of the Interstate Commerce
Commission, the Federal Trade Commission, and similar bodies
of authority. The general thecory of the right of free price
movements in free competition was unchallenged.

More recently the part of government has been changing, and
it is possible to see, underlying that change, a shift in the theory
of the part government should play. There appears to be some
shift toward granting powers to government bodies to inter-
fere with free price movements and free contracts. The state
fair-trade laws, the federal Miller-Tydings Act, the Robinson-
Patman Act, the state unfair-practices acts, and the chain-store
tax legislation are all based upon a modification of the nineteenth
century theory of the relation of government to business. They
represent for government a departure from its traditional role
as the guarantor of contracts.

Profound changes in marketing procedure have occurred as a
result of these laws, and there may be more to come. As a

14T Owe S8o Much to Men I've Never Met"’ ia the headline in a Monsanto
Chemical Company advertisement which pays tribute to all those engaged
in this type of research.
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result of the Robinson-Patman Act many manufacturers who
formerly sold to both large and small customers are limiting their
business to one of the two groups. As a result of the state fair-
trade acts prices of many types of merchandise have been fixed
and the development of private brands has been given a tre-
mendous impetus. As a result of the unfair-practices acts a
floor has been put under prices of many types of merchandise as
a limit to price cutting. As a result of the chain-store taxes in
many states supermarkets have developed, chains in the grocery
and drug field have closed a number of their stores and are even
considering leasing or selling their stores to their present employ-
ees and serving solely as wholesalers.

Marketing procedure today as never before is in process of
change. Much of this change is the direct result of the new part
that government is playing in the economic world.

Current Criticism of Marketing.—Many charges have been
directed at modern marketing practice. Most of them are con-
stantly discussed in the daily press and in magazines. It is said

‘that marketing is too expensive. j; It is said that money spent for

advertising is largely wasted, particularly when manufacturers
of well-known brands buy pages of space in national magazines
for promotion which is largely competitive.” It is said that the
quality of many types of merchandise is far from satisfactory.
It is said that the profits of wholesalers and retailers are exces-
sive and out of line with the services they render. Small inde-
pendent retailers have accused chain-store organizations of price
policies designed to eliminate the independent store from its
competitive position. Wholesalers have accused manufacturers
of attempting to sell direct to retailers. Independent retailers
have complained of the price practice of manufacturers who
granted discounts to large retail buyers.

One result of this wave of criticism of marketing practice has
been the increased attention given to improvements and new
developments in marketing procedure, designed to eliminate
many of the faults which brought about the criticism. Another
result has been the legislation imposed upon marketing. Obvi-
ously there are conditions in marketing which justify certain of
the attacks made upon it. Just as obviously many of the attacks
have been hastily conceived and are the result of illogical par-
tisan thinking. The answers must come from those now engaged
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in the thousand marketing activities and from those who will be
engaged in them in the future.

The Cost of Marketing.—No one knows exactly what the
costs of marketing are.! Even in individual business concerns,
the application of cost accounting to selling expense has been
so recent that only a very limited knowledge is available con-
cerning the costs of selling various products or of selling to dif-
ferent customers. Reliable information about the costs of
marketing is limited to a knowledge of the approximate costs of
marketing certain individual products. We know, within a
small margin of error, the cost of assembling California oranges,
bringing them to market, and selling them. We do not know
the share of the retail grocer’s cost of operation which should
be charged to the oranges which make up a small part of his
stock.

The farmer knows enough about the cost of marketing to
realize that the price he receives for his produce is a very small
part of the price the consumer pays for the same produce in the
retail store. When he reasons from wholesale to retail price in
this manner, hé often does not stop to think of the many activi-
ties and the many agencies which are necessary to bring his
products to market, or of the risks involved.? Farmers have
often attempted to short-circuit the middlemen by selling direct

14The cost of distributing America’s manufactured goods for the year
1935 . . . reached the imposing total of betweeen 15 and 1554 billion
dollars, according to my estimates.”’—NATHANAEL H. ENGLE, Distribution
Cost Analysis by Commodities, Boston Conference on Distribution, 1937,
p. 46.

3 “Confusion about distribution processes and distribution costs often
arises because of lack of knowledge, and because of failure to define concisely
what is meant by various widely used terms. For instance, unit prices
for raw materials or finished products sold in wholesale quantities are
frequently compared with prices for articles sold to consumers at retail
prices, and the spread ascribed to ‘distribution costs.” The price of a
sirloin steak served in a restaurant in New York City is often compared
with the price of beef on the hoof at the stockyard; the price of razor blades
is compared with the price of ingot steel; while the price of a cotton shirt is
compared with the price received by a Southern cotton grower when he sells
a bale of cotton. Too often such comparisons disregard entirely complex
and costly fabricating processes which completely alter materials into
articles suitable for the specialized needs of consumers, and also disregard
extensive and costly services rendered in connection with processes of
transportation and distribution.”’—*‘Distribution Services and Costs,”
p- 8.
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to consumers, yet in only a few instances has the attempt been
successful. In the majority of cases those who attempted to
sell direct found that they could not perform the services of the
middlemen as cheaply as the specialists, and they found their
expenses outrunning their income.

When you spend $1 for a product in a store, as much as 85 cts.
out of that $1 may go to pay for the costs of marketing it, and
as little as 15 cts. may suffice for the manufacturing costs.!
That fact in itself does not prove that marketing costs are too
high. In the last analysis, the cost of marketing that product
is too high only if there is a cheaper way available.

The efficiency of marketing must be measured on a relative,
not an absolute, scale. That is why the tendency for marketing
costs to rise during the past 25 years means nothing in itself.
The price of almost every type of merchandise sold today is
less than was the price of the same article 25 years ago. For
equal quality, prices have tended to decline. This has occurred
despite a rise in marketing costs. How has this been possible?

Rising Marketing Costs.—Think back to the statement made
earlier in this chapter about the importance of considering pro-
duction and distribution costs together, not separately. Seeking
lower costs, industry has tended toward giantism and the econ-
omies of mass production. In many cases that very movement
has been instrumental in causing marketing costs to rise. Larger
factories with increased output made it necessary to seek larger
markets, to sell over larger areas, in distant parts of the country,
in foreign countries, to increase the sales force, to spend more for
sales promotion, to work with retailers to increase sales, to train
retailers in the art of selling. At the same time, consumers were
demanding a larger variety of merchandise, more choice of
styles, colors, sizes, materials. They expected more service from
their retail stores. Inventories became larger and the risk of
loss on style changes increased. The costs of providing retail
services mounted. Yet as long as the decrease in production
costs exceeded the increase in marketing costs, consumers gained.
They possessed better merchandise. They secured services from
retail stores. They had a larger selection of merchandise from
which to choose. And they paid lower prices.

141t actually costs Continental more to deliver a loaf of bread, from
bakery to grocery store, than it costs to manufacture it.””—Fortune, July,
1938, p. 69.
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Many marketing costs are too high. But the selection of just
which costs are high and the location of waste, duplication, and
excessive selling effort need very careful analysis. The analysis
should be made. Society will benefit from an increased flow of
goods and services at lower prices, and those who discover the
wastes and improve the marketing process will receive high
profits. As far as cost analysis and the development of efficient
technique are concerned, many phases of marketing today lie
on the frontiers of American business, with all the risks and all
the opportunities which a frontier presents.

Channels of Distribution.'—In marketing his product, a pro-
ducer may choose between a number of channels of distribution.?
He may sell to a wholesaler who in turn will sell to a retailer
who sells to the final consumer. This is probably the oldest
conventional marketing pattern.? But there are many producers
who sell direct to retail stores, thus eliminating the wholesaler.
There are even producers, such as the Fuller Brush Company
and the Real Silk Hosiery Mills, Inc., who sell direct to consumers,
eliminating both wholesaler and retailer.

More complex channels of distribution exist. Wheat is
usually sold by the farmer to a local elevator company which
in turn sells to a central elevator company which sells to a mill.
Title to a product may change as many as twenty times between
producer and consumer. Whether the method of distributing a
product be simple or complex, it is important to realize that there
need be no direct relation between the number of times a product
changes ownership and the cost of marketing that product. A
simple distribution process may be more costly than a complex
one. A producer may choose to sell part of his product to
wholesalers and part direct to retailers. A producer may sell
through different channels in the same territory. His choice of
distribution channels will be determined by consideration of
such factors as the relative cost of different channels of distribu-
tion, the characteristics of the product (risk of style change,
spoilage, etc.), trade custom, problems of carrying inventories
in local territories, and competitive practice. He will endeavor

1 The channel of distribution of a product may be thought of as the
middlemen through whom the title passes as the goods move from producer
to consumer.

2 Sometimes spoken of as ‘‘trade channels.”

3 Therefore it is often called the “orthodox channcl of distribution.”
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to select distribution channels which will give consumers the
merchandise they want to buy in the way they want to buy it
and at the lowest possible cost to himself.

Channels of distribution are constantly changing. Within
one trade no two manufacturers may distribute their products
in exactly the same way. The selection of channels of distribu-
tion may vary widely between industries. Experiments are
constantly being made. A manufacturer may find that one
method of selling is adapted to his product during its introductory
stage, and another method is more adequate after it has been
soundly launched upon the market. This is sound marketing
practice because only through such experimentation can new and
more efficient methods of marketing be developed.

Concentration and Dispersion.—A dual process of concentra-
tion and dispersion characterizes the marketing of many types
of products. Products are rarely moved from points of produc-
tion or growth direct to retail stores and consumers. Farm
products are assembled from many small producers in a general
concentrating movement and flow into major concentration pools
or central markets. From these central concentration points
they are dispersed to subsidiary markets and finally reach retail
stores. Some types of manufactured goods follow the same
pattern of concentration and dispersion. Even when manu-
factured goods flow directly from factory to retailer in a dis-
persion movement, there has been, in many instances, a previous
concentration and dispersion movement of raw materials prior
to factory production.

There are a number of reasons for the presence throughout
marketing of a general tendency toward concentration and dis-
persion. Transportation rates, handling difficulties, problems of
standardization and grading, problems incident to the equaliza-
tion of supply and demand, problems of financing and storage, all
contribute to the desirability of handling merchandise in bulk.

Today more than ever before, the entire range of marketing
activity is being subjected to renewed study and experimentation;
new combinations are being evolved and more accurate methods
of analysis are being applied to the problems of distribution.
Today more than ever before, modern marketing presents a
panorama of shifting risk and opportunity, a challenge to student
and businessman.



CHAPTER 1II
THE CONSUMER

‘“Consumers?” said the country storekceper. ‘I don’t fuss with
them. They buy what I sell.” . .. “Consumers?’ said the chain-
store operator. ‘We take a lot of trouble with them. We try to sell
what they want to buy.”

How Important Is a Consumer?'—Walk into a shoe store and
let the clerk measure your feet. Let him bring out shoes for
you to inspect and try on. Examine the various styles, materials,
and colors which are offered to you. Choose between the differ-
ent qualities and prices. Do not hurry; there is no need to
hurry. Whatever your want may be, if that store can satisfy
it, every attempt will be made to do so. If you find what you
want, you may buy a pair of shoes. If you dislike what the store
has to offer, you may decide against buying and walk out of the
store. You may do the same thing in half a dozen shoe stores.
You are under no compulsion to buy. If you search long
enough you are almost certain to find what you want. You are
the master of the buying process. The stores are catering to
your wants; they are trying to sell what you want to buy. If
they do not keep in stock shoes which you and other consumers
want to buy, they will be forced to take large price cutsin order
to dispose of their merchandise. They will be unable to earn
profits unless they have good success in forecasting what con-
sumers will want to purchase and in having that merchandise in
stock when consumers want to buy it.2

1The consumer is one who buys for his own use. The consumer is
defined at length in C. 8. Wyand, ‘““The Economics of Consumption,”
Chap. 1V, The Macmillan Company, 1937. Another interesting description
of the consumer is found in the Consumers’ Guide, September, 1938. The
word “consumer”’ is used occasionally to refer to a business purchaser, as a
factory buying raw materials. Usually, however, and in this chapter, the
word is used to refer to the ultimate consumer.

2 “It is not merely a fine trick to be able to anticipate public taste; the
development of ability to do this is the only way to stay in business.”’—
Paur T. CHERINGTON, A Revolution of Business Motives and Their Rela-

18
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As a consumer you exercise the same freedom of choice in
the selection of all the merchandise you purchase. That freedom
of choice extends over the selection of color, style, material,
price, quality, package, time of purchase, type of store in which
the purchase is made, and the number and variety of services
which are offered with the purchase. You may buy when you
please and as you please. You may purchase today or postpone
the purchase indefinitely. You may pay cash, open a charge
account, or pay for your purchase in installments. You com-
pletely dominate the selling process. Increasingly in recent
years retailers have grown to recognize this point. They have
sought to adapt their merchandise and their selling practices
to the desires of the general body of consumers.

Retailers’ Services to Consumers.—In making this adaptation
retailers have offered new services to theircustomers. Depart-
ment stores have offered credit, delivery, personal shoppers,
installment purchase terms, parcel checking, and a number of
other services. Groceries and drugstores have offered credit
and delivery service. Many types of stores have moved into
more convenient locations. Stores have shown prices promi-
nently. Retailers have directed their attention toward building
more interesting and attractive displays of merchandise and have
attempted to increase consumer knowledge of merchandise by
providing additional information. Retailers have offered larger
stocks of merchandise and a wider range of styles, prices, and
materials; they have attempted to record customer desires,
even when the merchandise was not in the store, and then to
secure the merchandise as soon as possible. Often this analysis
has led to redesigning of merchandise in order to adapt it more
closely to customer desires.!

The success attained in these measures has been an important
influence upon the profits earned by the stores. Not all retailers
have been led by their analyses of consumer desires to supply
the same services or the same merchandise. Consumers’ desires
differ. A store may find its greatest profit to lie in serving the
needs of one particular group of consumers. Some customers

tionship to Selling and Advertising, The American Marketing Journal,
January, 1935, p. 29.

! Nash, Ben, Product Development, The Journal of Marketing, January,
1937, p. 254.
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may want elaborate services with the merchandise and may be
willing to pay for them. Other customers may want to purchase
merchandise with a minimum of service and expect lower prices.
Some customers may want to purchase only the newest styles
and the best quality of materials and expect to pay high prices
for them. Others may have their primary interest in price and
be willing to sacrifice newness of style or the best quality in the
interests of economy of purchase.

Other Middlemen’s Services to Consumers.—Retailers are not
alone in thinking first of consumer buying habits; wholesalers,
manufacturers, and producers of every kind must plan their
marketing programs in the same way. Wholesalers must think
in terms of their retail customers and adapt their selling prac-
tices as far as they can to the desires of retailers. Manufacturers
and other producers must think in terms of the buying habits
of wholesalers and retailers and, above all, of the ultimate con-
sumers of their merchandise. A manufacturer who is preparing
to market a product begins his thinking with an analysis of the
buying habits of consumers. What do they expect from this
type of product? What do they want it to do for them? About
how much do they want to pay? On what terms do they
want to buy? In what type of store do they want to purchase
this type of product? In what season of the year do they cus-
tomarily purchase it? What services do they expect in connec-
tion with the purchase? Unless a manufacturer plans his
marketing program in this way, unless his thinking begins with
the tastes of the final consumer of his product, his chances of
achieving success with it are very limited.

Why Industry Must Study the Consumer.—The recognition
of the importance of the ultimate consumer in all marketing
programs is of comparatively recent growth. When the market-
ing process was simple and when goods were made to order, the
manufacturer did not have to accumulate stocks in advance of
sales. He had no concern, therefore, with changes in consumer
demand which might affect his product. He simply produced
what his customers had already ordered. He had a small
factory and frequently used his own home for carrying on his
manufacturing operations. In many cases he knew his customers
personally. He produced merchandise to the customer’s measure
and only in the styles which the customer wanted. No inventory
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of finished products was carried in advance of sale and the inven-
tory of raw materials was small. He had no need to anticipate
the desires of unknown customers living at a great distance.

Modern large-scale industry faces a different problem. Goods
are produced in advance of their purchase. Large inventories
are accumulated. The manufacturer is separated from the
final consumers, often by thousands of miles, and he deals with
the ultimate consumers of his products indirectly through
hundreds of wholesalers and retailers. These wholesalers and
retailers also accumulate inventories. With this very limited
contact between manufacturer and consumers the problem of
marketing what people want to buy becomes very difficult.

Consumer Research.—Large manufacturers recognize this
difficulty and have instituted programs of consumer research!
designed to find out what consumers want to buy, how they want
to buy it, when they want to buy it, and all the other information
which is necessary to the formation of a successful marketing
program.?

“The sole end and purpose of production is consumption.”?
The production process really begins with the consumer, for the
manufacturer first studies the consumer, tries to determine
what it is she desires, what will satisfy her wants. Having
determined this, he then begins to manufacture this product.*
At one time the manufacturer produced a product, then tried to
make the consumer buy it. Some manufacturers still try to
force products on consumers. The successful manufacturers
know that it is much easier to give the consumer what she wants.
The average manufacturer by no means has made the most

! The manager of sales promotion for Armour & Co., R. B. Alspaugh,
discusses the use of consumer research in Present Status and Future Outlook
of Consumer Research in Commercial Firms, The American Marketing
Journal, April, 1935, p. 80.

The chief statistician in the commercial research department of Swift &
Co., D. R. G. Cowan, discusses the same subject in Product Testing and Its
Value to Business, The Journal of Business, October, 1938, p. 349.

* The consumer research program of the General Motors Corporation is
probably the best known of these undertakings. This company spends
almost $500,000 annually for consumer research.

$Smith, Adam, ‘‘The Wealth of Nations,” Chap. VIIIL.

¢ A different opinion is expressed by Elizabeth Hoyt in * Consumption in

Our Society,” pp. 88-91, McGraw-Hill Book Company, Inc., New York,
1938.
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effective use of consumer research. It has been estimated that
$4,500,000 is being spent in customer research. This is still a
very small sum when we compare it with an estimated annual
expenditure for engineering research of $300,000,000.

Research programs of this type do not, of course, eliminate
all risks. These programs do, however, provide valuable aid
in developing merchandise which the great mass of consumers
want to purchase and in offering that merchandise when they
want to purchase it, where they want to purchase it, at the price
they want to pay, and with the services which they expect to
receive with the merchandise. Research programs may have a
profound influence upon the choice of the channels of distribution
and may, from time to time, cause changes in the selection of
those channels. Such programs may demonstrate to a manu-
facturer the desirability of selling the same merchandise in
the same territory through several channels of distribution
simultaneously.

Retailers have followed a similar procedure. The successful
retail storekeeper regularly devotes part of his time to analyzing
the demands of his customers so that he may carry ir: stock the
merchandise which they want to purchase. Any failure on his
part correctly to anticipate consumer demand may result in
large markdowns and serious losses. This is particularly true
in the case of style merchandise, where one season’s products
may be out of style within a few months, and where the attempt
to sell the style of a previous season results almost inevitably in
failure.

The Consumer Market.—The consumer market in the United
States is made up of 131 million people. The term ‘‘consumer
market’’ is misleading, however. It is not one market, it is
really thousands of markets. Consumers do not all have the
same desires. They differ radically from one another. Their
buying habits and the types of merchandise which they wish to
purchase may differ. Variations in buying habits may be caused
by differences in sex, age, income, place of residence, size of
family, occupation of the wage earner in the family, racial back-
ground, and many other factors. Buying habits will vary
depending upon the state of general business conditions. For all
these reasons, therefore, it is extremely important for any
producer to know as accurately as he can in advance exactly
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what groups of people are potential purchasers of his product
and to analyze their buying habits with the greatest care.

This is even more difficult than it seems. It would be hard
enough to analyze the consumer market in this fashion if the con-
sumer market were static. It is, of course, dynamic. Changes
are constantly occurring in each of the factors which influence
the buying habits of consumers. During the past 25 years
there has been a tremendous growth in the population of this
country. The size of the average family is smaller than it was
25 years ago. There has been a general trend of population to
move toward the large cities and away from the rural areas.
The combination of smaller families and residence in large cities
has fostered a trend toward living in smaller houses and apart-
ments. And, more important, many types of merchandise are
purchased in large cities which are not purchased in rural areas.

The birth rate has been declining, which means that a larger
proportion of the population is middle aged or elderly, and a
smaller proportion of the population is made up of young chil-
dren. This movement, it has been estimated, will be accentu-
ated in the future. Occupations have changed in the past
25 years. There has been a substantial increase in the number
of those occupied in clerical work, in professional service, in
public service, and in trade, and a decrease in the number
occupied in agriculture.

How Changes in the Consumer Market Affect Marketing.—
Every one of these changes influences the demand for goods and
services. The growth in population means larger markets and
more consumers. The decrease in the size of the average family
means that each member of the family will have a larger share
of the family income spent to satisfy his needs. The trend
toward living in large citics causes a shift in the centers of
consumer groups and an increase in the demand for the types of
merchandise purchased by urban residents. The declining birth
rate may, over the period of several generations, prevent the
continuous growth of the American market and in time may
bring about a reduction in the sale of merchandise used by
children and merchandise sold to institutions, such as schools,
which cater to children. The changes in occupations may bring
about changes in the location of groups of consumers, changes in
family income, and changes in the types, quality, and quantity
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of merchandise desired. It may also influence the demand
for many types of services, for recreation facilities, and for
travel.

The distribution of families in the various income groups
directly affects buying habits. Families with small incomes
spend the greater part of their incomes for food, shelter, and
clothing. They have little surplus for the great variety of other
expenditures which are made by families with large incomes.
Most of the families in the United States have incomes under
$4,000 a year. A manufacturer who is preparing to bring a new
product on the market must think very carefully about the
potential customers for that product and how their buying habits
and purchasing power are influenced by their annual incomes.
He may find it desirable to start with a high price and reduce
it. He may find it desirable, on the other hand, to initiate
mass production of merchandise of somewhat poorer quality at
lower prices. In some instances he may find it desirable to
modify the product or to make installment-purchase terms
available to consumers. The distribution of families in the
several income groups may affect a manufacturer’s advertising
and sales promotion plans. It may influence the publications
which consumers read and the advertising appeals which are
interesting to them. The manufacturer who wishes to sell
products to consumers in the various income groups must direct
his attention to these questions in evolving his marketing
program.

How a Depression Affects Marketing.—Buying habits change
markedly in periods of prosperity and depression. Our national
income in 1929 was estimated to be 80 billion dollars. This
declined to 44 billion dollars in 1933 and rose to about 70 billion
dollars in 1937. Major changes in national income have, of
course, a profound influence on purchasing habits. When people
earn less, they spend less, but they also curtail their buying first
of luxuries and only second of necessities. In the heart of that
depression the sale of such articles as houses, automobiles, and
other durable merchandise fell off very sharply. The sale of
food and clothing diminished much less. People postponed
buying that merchandise which they could do without and
reserved their smaller incomes for the purchase of merchandise
which they needed in order to live.
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Manufacturers found their sales programs affected by the
prices which they could secure for their products and by the
inventories which they were forced to carry. In many cases
the introduction of new products had to be postponed, while,
on the other hand, some companies developed the policy of
offering new products during the depths of the depression with
the hope of securing increased sales. Companies which post-
poned the introduction of new products were motivated by the
fear of losing money at a time of stagnant demand. Those
which developed the policy of offering new products hoped to
utilize idle plant capacity and half-employed salesmen by
stimulating consumer demand for items previously unknown.

Dispersion of Consumers.—The consumers of this country
are not spread evenly over its entire surface. In 1933 more than
47 per cent of all retail sales and more than 54 per cent of the
sales of services and amusements were made in the eight geo-
graphically adjacent states of New York, Pennsylvania, Illinois,
Ohio, New Jersey, Michigan, Wisconsin, and Indiana. Not all
producers, however, are similarly concentrated. Many products
which find their best markets in the densely populated Eastern
states are produced several thousand miles away. The market-
ing process is thus made more complex, not only by the character-
istics of the consumer market, but also by its location at a distance
from producing centers. This necessitates the use of elaborate
transportation and financing facilities as well as the passage of
merchandise through the hands of numerous wholesalers and
retailers.

Major Elements in Consumer Demand.—Producers must
think of five major elements in consumer demand: the time at
which that demand becomes effective, the place at which it
becomes effective, the quantity of products demanded, the
quality demanded, and the prices which consumers are willing
to pay. They must think of when they will make their sales,
where they will make their sales, how much they will sell, the
quality of merchandise they will sell, and what they can get
for their merchandise. All these factors are determined by the
pattern of consumer buying habits. Seldom can a producer
forecast exactly what the consumer demand will be, but, unless
he can do so with a fair degree of accuracy, the risk of loss is
very great.
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His forecast need not be a pure guess. From the sum of his
experience the retailer knows that consumer demand will vary
by the time of day, by the day of the week, and by the different
seasons. Wholesalers and manufacturers also know from
experience the seasonal fluctuations of demand and, hence, guide
their business operations accordingly. Experience also guides
the businessman in gauging quality and quantity preferences.
The intelligent use and interpretation of business experience,
however, is not the easiest task which confronts the marketing
executive.

Who Buys the Merchandise?—When we speak of consumers
we really mean women. It has been estimated that women,
alone or in the company of men, buy 96 per cent of the dry goods,
98 per cent of the women’s clothing, 96 per cent of the home
furnishings, 99.5 per cent of the food, and 90 per cent of the
drugstore merchandise purchased in this country. They pur-
chase half of all the goods sold at retail and they share in the
purchase of another quarter. Men may control the purchase
of men’s clothing, but even for merchandise of this type it has
been estimated that women purchase 11 per cent and share in
the purchase of 23 per cent. With few exceptions, therefore,
producers, in thinking of their markets, must think in terms of
women and their buying habits. They must plan their products
for women and their needs and must sell their products in the
way in which women want to purchase them.!

They must give consideration, therefore, to women’s tastes
in merchandise, to how they want to purchase merchandise, to
the stores in which they like to purchase, and to the services
which they expect to accompany the merchandise. These buy-
ing habits have been altered during the past 25 years as a result
of changes in the living habits of women. More women work
outside the home. The interests of women outside the home
have increased. Mechanical aids to housekeeping have been
introduced. Women have a more scientific interest in the
merchandise which they purchase. The manufacturer who sells
to women must keep these developments in 1ind and plan his
marketing program accordingly.

1 Ways in which men and women differ in making purchases are discussed
in Wyand, op. cit., pp. 192-194.
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Why Merchandise Is Bought.—An important part of the task
of understanding the buying habits of consumers is the analysis
of the motives leading to purchase. A producer must know why
people buy his product and what motivés are usually dominant
in the purchase of similar products. \Only if he knows this can
he manufacture and market a product which will be adapted
to the desires of consumers, and only if he knows consumer
buying motives thoroughly will he be able adequately to promote
his product through advertising and salesmen.

Consumers buy merchandise for a great many reasons. A
glance at any of the leading magazines will show in their adver-
tising pages appeals to as many as 25 different buying motives.
Some are rational, others are emotional, but all are designed to
interest consumers in merchandise and to lead them to purchase.
It has generally been observed that, in the purchase of goods
designed for use by industry, rational buying motives' are
appealed to, while, in the purchase of goods for use by the ulti-
mate consumer, appeals are made to emotional buying motives.?

In selling to industrial users a manufacturer will describe how
his product will save money for the user, how it will do the work
more quickly or quietly, or how it will accomplish more work in
a given time period. He will point out how the use of his product
will increase the efficiency of labor or how its longer life will
permit more continuous operation of large-scale industry.

In selling to the ultimate consumer, however, advertisers are
likely to appeal to their emotions, to the desire to have the same
things which other people have, to the wish to be the first in a
given locality to possess a new product, to fear of sickness, or to
the desire to be attractive. Motives more emotional than
rational are constantly used in selling to consumers who have
little ability to measure the value of merchandise. Appeals to
promote health, protect helpless dependents, emulate those with
higher incomes, and increase educational opportunities are fre-
quently employed. Consumers generally do not think objec-
tively about, and are not able to measure the value of, the

! An appeal to rational buying motives is an honest and direct appeal to
reason and common sense.

? An appeal to emotional buying motives is an appeal to the imagination,
to the sex instinct, to the desire to be preeminent, to family love, to fear,
or to any other of the irrational instincts and response patterns.



28 INTRODUCTION TO MARKETING

products they purchase in terms of dollars or of profit and loss.
They are very conscious of their competitive position in a
community, and their reaction to the purchase of most products
is likely to be in emotional terms. They want to own those
things which are possessed by the social or economic leaders of
their communities. They want to “keep up with the Joneses.”

Building a Marketing Program.—How can a manufacturer
build his marketing program beginning with the final consumer?
How does he find out about the desires and needs of consumers?
The Bureau of Foreign and Domestic Commerce has published
a check list of the study required by a manufacturer prior to a
capital investment in the production and marketing of a new
consumer product.! This publication points out that the first
source of information must be the market for the product. Who
will use it? What class of people? What is the geographic
location of the market? What is the income of the potential
users of the new product? What areas contain the major part
of the market? What is the present consumption of compara-
tive products? The analysis must then turn to the group of
wholesalers and retailers who assist in bringing the product
to the consumers. It must go on to examine the relation of the
producer to wholesalers and retailers. It must include a study
of competition, of buying policies, of the channels of distribution
which may be used, of the methods of sales promotion which it
may be desirable to employ, of the organization and management
of the sales force, and of many other problems in both production
and marketing. In every case the analysis undertaken by the
manufacturer and all his thinking must begin with the final
consumer of the product.

The manufacturer or producer must know the buying habits
of the final consumer before he can expect to market his product
successfully. This is as true for the farmer as it is for the manu-
facturer. It is as true for the retailer and for the wholesaler
as it is for the manufacturer. Extensive advertising campaigns
and skillfully planned selling programs will achieve little success
if the product is not designed to fill the needs of the ultimate
consumer of that product, or if it is sold in the wrong market, at

1 “Check Sheet, Introduction of New Consumer Products,” Bureau of
Foreign and Domestic Commerce, Market Research Series No. 7.
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the wrong price, in the wrong package, or through the wrong
retail stores.

Studying Consumers’ Desires.—The General Motors Corpora-
tion! is only one of a number of outstanding manufacturing
concerns which have constantly followed a program of consumer
analysis with the hope of adapting their products to the needs
of consumers. A large manufacturer of toilet preparations and
druggists’ supplies carried on a market survey which was typical
of surveys undertaken by many other manufacturers.? In
analyzing the market for a new facial cream this manufacturer
sponsored a field investigation which included a survey of all the
brands on the market, of the extent of consumer knowledge of
the various brands, of customary prices and the extent of price-
cutting practices, of distribution outlets through which consumers
were accustomed to purchase face creams, of the factors influenc-
ing sales (the importance of the appearance of the jar, the scent
of the cream, the influence of advertising and window display, and
of price), of the seasonal trend in sales, and of much other infor-
mation relating to the sale of the new product. Only after a very
careful analysis had been completed in this fashion did the manu-
facturer feel safe in proceeding with the production of the new
cream.

There is hardly a manufacturer or a retailer who is not aware
that this process of thought must be uppermost in his mind and
that he cannot sell what people do not want to buy.® Retailers
are constantly employed in ascertaining the needs and desires
of consumers. Grocery chains send out interviewers to question
consumers about their buying habits, brand preferences, and the
services which they expect with their purchases. Department
stores maintain style scouts in the leading style centers. They
check the fashions which are being worn in the cities in which
they are located. They accumulate records of consumer queries

1 A description of their method of consumer analysis is found in Henry G.
Weaver, Consumer Questionnaire Technique, The American Marketing
Journal, July, 1934, p. 115.

3 Tosdal, Harry R., “Problems in Sales Management,”” p. 187, McGraw-
Hill Book Company, Inc., 1931.

3 Possibly this is what a well-known advertising agency had in mind when
it stated in one of its own advertisements, ‘ no amount of advertising will sell
a product that cannot be sold without advertising.”
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for merchandise not carried in stock. They employ comparison
shoppers to maintain a check on merchandise offered by com-
peting stores which may be satisfying consumers’ desires.

Results of Studying Consumers’ Desires.—Manufacturers are
constantly engaged in ascertaining by means of mail question-
naires and field interviews the exact nature of the consumer
demand for their products. They do this for both established
products and new products. They experiment constantly with
shifts in prices, with the use of new outlets, with new packages,
and with different types of advertising and copy appeals. With-
out this analysis of consumer demand they would often be helpless
to interpret the sales results which they have secured. A manu-
facturer of tooth paste, for example, could not secure satisfactory
sales. The ingredients had been checked many times and were
entirely satisfactory. Both the package and the price had
been found to compare favorably with the packages and prices
of competing products. It was only after some time had passed
that a series of consumer interviews revealed that the lack of
success was due to the taste of the tooth paste. Not until then
did the manufacturer realize that consumers generally buy
tooth paste for taste. A manufacturer of face powder was
unable to explain his poor sales until consumer research revealed
that women did not care for the scent of the powder. A manu-
facturer of flour was dissatisfied with consumer response to his
product, and more than a year elapsed before he discovered
that his package was inconvenient to use in the kitchen and hard
to close after it had been opened. A manufacturer of a house-
hold cleanser had very small sales volume until he discovered
that in trying to sell his cleanser through drugstores he was using
the wrong type of retail outlet. Women were accustomed to
purchase cleansers in grocery stores, and the product could not
be sold successfully in drugstores. In every case, analysis of
consumer buying habits yielded information which increased
sales and profits.!

Merchandise Classification.—The classification of merchan-
dise with respect to consumer buying habits has often been
belpful in organizing a marketing program. One such classifica-

1Other examples of the results of consumer research can be found in
Frank R. Coutant, Research as an Aid to Pricing and Production, The
American Marketing Journal, July, 1934, p. 119,
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tion! lists all goods in two broad divisions: industrial goods and
consumers’ goods. The industrial goods classification includes
all types of goods sold to industry: raw materials, fabricating
parts, machinery, and accessory supplies. The consumers’ goods
classification includes all goods sold to ultimate consumers for
personal use. Consumers’ goods are further divided into con-
venience goods, shopping goods, and specialty goods. Conven-
ience goods include such merchandise as canned groceries, tooth
paste, and cigarettes—all merchandise of low unit price, fre-
quently purchased. Consumers prefer to purchase convenience
goods as easily as possible. They like to buy in neighborhood
stores. They usually do not compare prices and quality in
several stores before purchasing,

Shopping goods include such merchandise as women’s clothing,
men’s medium-priced hats, and shoes. Consumers like to
purchase this type of merchandise only after examining the
offerings of several stores and comparing prices, styles, and
quality. Specialty goods include such merchandise as auto-
mobiles, expensive radios, and high-priced men’s shoes. In
buying specialty goods consumers know exactly what brand
they want to purchase. The purchase is usually made infre-
quently. Consumers are willing to travel some distance to make
the purchase. They will not readily accept substitutes.

Consumer buying habits, as indicated by this division of
consumers’ goods into classifications, influence the marketing
programs of the manufacturers of consumers’ goods. Manu-
facturers selling convenience goods attempt to place their
merchandise in almost every retail outlet. Selling to numerous
small retailers, they often are compelled to sell through whole-
salers, because of the high cost of selling inexpensive merchandise
directly to small purchasers. Manufacturers selling shopping
goods attempt to place their merchandise in only a few stores.
Manufacturers selling specialty goods frequently sell to only a
single store in each city. Direct sale from manufacturer to
retailer is, therefore, much more common in the case of shopping
and specialty goods. Intensive distribution is not necessary
in the case of shopping goods because consumers usually compare
the merchandise offered by several stores before purchasing.

! First presented by Melvin T. Copeland in his *Principles of Merchan-
dising,” pp. 13, 16, McGraw-Hill Book Company, Inc., 1924.
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Nor is it necessary in the case of specialty goods because con-
sumers know exactly what brand they want to purchase and
willingly travel to the single store in the community which sells
that brand.

The Modern Consumer Movement.'!—A number of limita-
tions to the control of distribution by consumers should be noted.
The consumer is not an efficient purchaser, partly owing to care-
lessness, partly to lack of skill in purchasing. She has neither the
time, the means, nor the ability to study the quality of merchan-
dise. She seldom gets the most for her money.? Hoyt says,?
“Consumers are ignorant and easily played with.” The average
consumer should think how he spends as well as how he earns.
Yet consumers often purchase without adequate knowledge of
merchandise quality or comparative prices. They are in no
position to test merchandise before purchasing. They are often
unaware of alternate and more attractive sources of supply.
Even after using merchandise they may be unable adequately to
appraise its value. There is a vast amount of waste in buying,
arising in part from ignorance, in part from lack of testing facili-
ties, in part from the predominance of emotional buying motives,
in part from the desire to purchase in the most convenient
outlet.* Out of the realization of this wasteful buying has come
a recognition of the value of education in buying methods.?

One of the most interesting recent developments and one of
the most important in its effect upon marketing procedure has
been the general movement sponsored by professional consumer
groups,® by various organizations,” as well as by governmental

1 This movement is discussed in an interesting way by D. E. Montgomery,
in The Consumer Looks at Competition, The Journal of Marketing, January,
1937, p. 218.

*W. B. Pitkin in “The Consumer—His Nature and His Changing
Habits,” discusses at length this inefficiency of the consumer.

3 Hoyt, op. cit., p. 104.

¢ For specific examples, see S. Chase and F. J. Schlink, ““ Your Money’s
Worth,” The Macmillan Company, 1931; A. Kallet and F. J. Schlink,
100,000,000 Guinea Pigs,” Vanguard Press, 1932; M. C. Phillips, *“Skin
Deep,” Vanguard Press, 1934.

8 A discussion of the education of consumers is found in Hoyt, op. cit.,
Chap. XXXI.

¢ These include Consumers’ Research, Consumers’ Union, and the Inter-
Mountain Consumers’ Service.

7 The National League of Women Voters, The American Association of
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units,! to increase the knowledge of merchandise possessed by
women as consumers? and to increase the amount of merchandise
information offered by manufacturers to consumers.? Other
projects in which the various consumer organizations have shown
interest are milk prices, general food prices, standardization
and compulsory grade labeling of food products, and standard
weights and measures. The development is in its earliest stage
at the present time and probably will spread both in numbers and
in the intensity of the interest of association members in the
future. The implications of this movement for those engaged in
the marketing process are, of course, tremendous. Many manu-
facturers and retailers are providing greatly increased information
concerning the merchandise sold in retail stores. Others are
considering the possibility of grade labeling and of offering more
detailed and exact information on the labels of food products.*
Government recognition of the movement is developing and may
find its outcome in legislation affecting advertising practices,
packaging, and standard weights and measures.®

University Women, and The Federation of Women’s Clubs have interested
themselves in various phases of the consumer movement.

1 The Federal government, as well as several states, helps the consumer
by testing products and reporting on these tests to consumers. There are
bureaus within the U.S. Departments of Agriculture, Labor, Commerce,
and the Interior which aid in this movement. The state of North Dakota
performs an outstanding service for its consumer citizens. Each year the
North Dakota Regulatory Department issues a bulletin which reports on a
wide variety of products. The consumer’s interest may force other states
to render similar services, especially for food, drug, and cosmetic products.

t “Her capriciousness, indecision, and the unreasonable demands for
more and more services, and the returned goods evil are largely the result
of lack of information.”—JULES LABARTHE, JRr., Standards for Consumers’
Goods, Boston Conference on Distribution, 1937, p. 35.

3 The type of information needed by the consumer is discussed by Ruth
O’Brien in Sound Buying Methods for Consumers, The A merican Marketing
Journal, April, 1935, p. 104.

¢ The California Packing Company, packers of Del Monte brand foods,
have recently begun the use of labels which state in detail the size of the
can, the net contents, the size of the fruit or vegetables, the number of pieces
in the can, and the type of liquid. Other leading food packers have initiated
similar changes.

8 A description of what has been done by the government, professional
agencies, and consumers’ organizations to protect the consumer is found in
Hoyt, op. cit., Chap. IX.
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The so-called “consumer movement’’ to a certain extent has
created an unjust suspicion in the minds of many women con-
sumers toward all advertised or branded merchandise. By
pointing out that some products are inferior, that some adver-
tising is misleading, and that occasionally the consumer has been
tricked into buying, the false impression has been created that
all merchandising is at fault. This is far from true, since both
the manufacturer and the retailer know they must have the
consumer’s confidence if they are to continue through the years
to serve her. The consumer movement will have performed a
useful service if it helps the producer and distributor to
understand the needs of consumers and to meet them more
satisfactorily.

In every case modern marketing practice first directs attention
to the consumer, her buying habits, her tastes, and her desires.
The development of the product and the selection of the market-
ing and promotional program is firmly based upon this knowledge.



PART II
CHANNELS OF DISTRIBUTION

Goods move to market in different ways. The story of these
methods of distributing merchandisc is the story of individual
products and individual marketing situations. Beneath this
complexity of procedures may be discerned a number of basic
principles of distribution. The principles themselves are not
permanent, but they possess more of the character of permanence
than do the vast phenomena of marketing practices for different
commodities.

Part II contains seven chapters describing the channels of
distribution, the agencies which assist distribution, and the
problems of operating those agencies. Part II contains the
story of distribution as it might look if stretched out in a single
long line. Not all distribution is like this. At various points
in the line production takes place. Goods move from raw mate-
rial sources to factories. Production occurs. Distribution
begins again with the movement of goods to consumers. In
distribution itself short cuts may be taken. Look for the under-
lying principles rather than for surface facts. Remember that
distribution deals not only with merchandise and machines, but
also with human beings. Remember above all that distribution
is carried on for the service of human beings.



CHAPTER III
HOW GOODS MOVE FROM THE FARM

“The farmer fills the American market basket.”

“The farmer can’t fill his own market basket.”

“The farmer is the foundation of our economy.”

“The farmer is a poor businessman.”

“The farmer is victimized by the marketing process.”

‘““Everyone tells the farmer what to do—and then he doesn’t do it.”
“The farmer is all right—what he neecds is to be left alone.”

Characteristics of Farming and Farm Products.!—This is a
picture of farming: 6 million scattered farms worked by owners
or tenants; the quality and quantity of their crops at the mercy
of wind, rain, sun, cold, heat, and insects; production scattered
and products perishable, far from major markets, needing
standardizing, grading, financing, and transportation; fixed costs
high and prices swinging wildly caught between stable demand
and volatile supply. This is the foundation of the nation’s
market basket. This is where America goes to dinner. To
some it is a way of life; to others a one-crop specialized industry.
Always it is an industry bursting the bonds of scientific control,
defying management, belying forecast and plan. This is the
other end of the marketing cycle: poles away from the consumer
who sees the product of our farms as food or, even more remotely,
as the raw materials of his finished products. This is where the
physical process of marketing begins.

Longer than any other unit of production the farm has remained
economically independent. It is a production unit with increas-
ing costs feeding an inelastic demand.? Against this difficult

1 Malott, D. W., “Problems in Agricultural Marketing,” pp. 1-6,
McGraw-Hill, Book Company, Inc., 1938. The introduction gives a good
picture of the varied problems faced by those marketing agricultural
products.

2 Owing to the inelastic demand, a small increase in the volume of produc-
tion may cause a marked decline in price.

36
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background the farmer, separated often by thousands of miles
from the great consuming centers, sells his product at prices
over which he has no control. Both quality and quantity of
what he raises are at the mercy of the weather, atmospheric
conditions, and insect pests.! When he plants he does not know
what price will prevail at harvesttime. He cannot forecast his
income. He cannot predetermine his sales volume. He cannot
budget his costs, nor will they yield to low selling prices so as to
guarantee him a profit.2 If the price at harvesttime is low,
seldom can the farmer withhold his crop from the market.
Governed by the perishability of what he raises, he must offer
his supply at the ruling price and accept what he can get. Usu-
ally there are a number of different channels through which he
may market his product.® It takes a keen business judgment to
weigh the advantages and disadvantages of each.

The farms are scattered and their products nonuniform. The
marketing process beginning at the farms resembles the picture
of many streams flowing into a large central reservoir (the central
market) and then dividing again into many streams flowing
toward the consumer. Before farm products can be distributed
to consumers, they must be concentrated in the central reservoirs
of the major wholesale markets. In part that concentration
process is necessitated by savings in transportation costs made
possible by carlot shipments.* In part it is brought about by
the need for grading and standardizing farm products,® processes
which can be carried on more effectively in central markets than
on the individual farms. In part it is due to the superior financ-
ing facilities of large organized central wholesale markets where

! This is in marked contrast to the manufacturing industries.

? Many of the farmer’s costs are fixed costs (taxes, insurance, etc.) and
stay the same whether he has a large crop or a small one.

3 Malott, op. cit. Cases beginning on pp. 17 and 41 show the problem
presented by alternative marketing channels.

¢ Since most farm products are very bulky in relation to their value, the
cost of transportation is very high. Thus, out of the price paid by the
consumer, a large proportion is due to the cost of transportation. )

$ Machines can produce standardized products, but nature does not.
Even the cattle from one farm and the apples from the same orchard will
have varying qualitics. Yet the packer desires to purchase cattle of the
same grade and the consumer wants his box of apples to be of the same size,

color, and shape. Thus there is always the problem of grading agricultural
products.
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buyers and sellers can assemble and minimize the risks of price
fluctuations.

The marketing process which begins on the farm is also affected
by the seasonal nature of agricultural production.! There is no
constant flow of farm products to market; at certain periods
of the year there is a superfluity of supply and at other periods
a dearth. Great strains are placed on marketing agents and
agencies in handling the erratic flow of farm products. The
producing areas are limited, and attempts to increase or reduce
production may not be effective for a period of from several
months to several years. Efforts by the farmer to control his
production in accordance with prevailing prices may be fruitless,
since, by the time the change in quantity produced becomes
effective, the price situation which encouraged that change has
altered.

Increasingly in the past generation farming has become a
specialized industry. One-crop farming is a common practice.
Failure of that crop or the presence of an unsatisfactory price
may make the entire season one of loss rather than profit.

Concentration of Farm Products.—The typical farm is located
at a great distance from the major consuming centers.? Beef
cattle are raised, on the average, 650 miles from their consump-
tion points, hogs 250 miles, and sheep more than 600 miles.
California fruits and vegetables are marketed in New York City.
Pacific apples are sold on the Atlantic seaboard. Cotton raised
in Gulf states is sold throughout the country. Crops can be
raised only on farm lands wherever they may exist and where
climatic conditions are favorable; industrial enterprises, within
certain limits, may locate anywhere. The tendency for indus-
trial enterprises to concentrate in certain parts of the country,
because of favorable transportation facilities, access to raw
materials and markets, and the presence of the necessary labor
supply, has contributed to the complexity of the task of market-
ing farm products.

! The seasonal production of farm products and their fairly even con-
sumption throughout the year makes the storage function an important
one. The bulkiness of these farm products makes these costs also high
as a percentage of the price to the consumer.

3 This accounts for the farmer’s interest in transportation, since he must
rely on an efficient transportation system to get his products to market.

He wants the facilities of this system to be available to him when he needs
them and at a reasonable cost.
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So it is that farm products proceed to the consumer by way of
large central wholesale markets where the crops of small indi-
vidual farms are concentrated and where a number of other
activities are carried on. The typical farm is too small to permit
economical processing of farm products. It is also too small
for the farmer to attempt to sell his products directly in the
central market. The individual farmer with his small crop
lacks necessary market contacts. He needs immediate cash
payment. He does not have the time to supervise selling in the
major markets. His crop is too small to interest large-scale
buyers. Transportation rates are another factor helping to
strengthen the nced for concentrating farm products. Rates on
carlot shipments are relatively lower than rates for less than
carlot shipments. To secure these savings in transportation
rates, it is usually necessary to concentrate farm products at
local shipping points so that carload lots may be moved to
central wholesale markets.

In yet another way is the farmer handicapped by his distance
from the major consuming centers. Removed by hundreds of
miles from the large city markets, without either information
about, or familiarity with, central market procedure, he is
compelled to turn the task of marketing his produce over to
others—specialists in this function. In most cases the activities
and interests of farmers stop with the sale of their products to
local buyers.! This is the first phase of the concentration process
which has been compared to the confluence of many streams into
a large central reservoir. It is a process largely carried on by
specialized agents, rather than by the individual farmer.

Classes of Markets.—In the process of marketing farm prod-
ucts a number of concentration points are utilized. These have
different names, and, to prevent confusion, it is important to
distinguish between them.

It is possible to divide all the concentration points or markets
into four broad classifications:

1. The local market* to which produce is hauled from farms.
This point may be only a shipping point or may serve as an
actual market with purchase and sale activities.

! Cooperative marketing provides an exception to this statement, since
this form of marketing carries the farmer’s interest beyond his own neigh-
borhood out into the central markets.

3 This is sometimes described as a country market.
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2. The ceniral market' where shipments from local markets
are concentrated.? Here the process of concentration reaches
its height, and the process of dispersion begins.

3. The secondary wholesale market where distribution to retail-
€ers occurs.

4. The retail market where produce is sold to consumers.

The local market may be offered as a general descriptive term
applied to the first country concentration point. Here the
producer exchanges his merchandise for ready cash. Standard-
izing and grading may begin. Storage may occur. More
important, transportation is available for bulk freight movements
from the local market to the central wholesale market.

The central market3 is the major reservoir or concentration
point for farm products. Here standardization and grading
are completed. Goods may be stored. Contact is effected
between the agents and agencies connected with the concentra-
tion phase and those connected with the dispersion phase of the
marketing of the farm products. Here are located the major
risk-bearing and financing functionaries. The process of dis-
persion, the breakup of shipments of produce begin here. There
is some indication of a lessening in importance of these central
markets.* In livestock marketing, for instance, we find the
packer often going out to the producer to buy rather than waiting
for the producer to ship his livestock to the central markets.?

The secondary wholesale market is one step nearer to the
ultimate consumers of merchandise, and often represents the
end of bulk freight movement. Breakup of shipments occurs
here. Retailers purchase here from wholesalers for distribution
to consumers.

The retail market is the retail store. Further breakup of
merchandise shipments takes place for consumer distribution.

1 This is sometimes spoken of as a primary or terminal market.

t E. A. Duddy and D. A. Revzan, The Changing Relative Importance of
the Central Livestock Market, The Journal of Business, July, 1938, Chap. I,
tells how the central market is organized and how it operates.

3 Malott, op. cit., pp. 160-185, gives a short description of a central whole-
sale market, the Chicago Live Stock Market.

¢ Duddy and Revzan, op. cit., Part 2.

§ Malott, op. cit.,, pp. 182-195. This case gives a good description of
‘“direct marketing'’ of livestock. (This term refers to the buying of live-
stock at other than central markets.)
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Again there is transfer of ownership. This is the end of the
distributive process.

Not all products follow the same pattern from farm to con-
sumer, and in the case of different trades a variety of names may
be applied to the markets. Speaking generally, however, it is
possible to visualize these four broad classifications of markets
utilized in the distribution process for almost all types of farm
products. A single city may serve as more than one type of
market. Chicago furnishes an example of a city which serves
as all four types of markets. Local truck farmers may bring
produce directly to the city. It is a central market for livestock.
It is a secondary market for practically all manufactured and
agricultural products. And in common with any town or city
it is a retail market. A city may be a central wholesale market
for certain products, may be a secondary market for other
products, and will, of course, have many retail markets. Trans-
portation and financing facilities, storage space, and nearness to
producing and consuming markets, all are elements necessary
for a central market. Secondary wholesale markets need these
elements to a lesser extent because of the smaller volume of
merchandise handled.

Sale to Local Middlemen.—A great many farmers engage in
direct selling of their products. This may be to the ultimate
consumer by means of roadside markets, huckstering, the retail
public market, or selling by mail. It may also be to industrial
consumers such as canning plants. However, the great bulk of
farm products are marketed through middlemen. A number
of different local middlemen operate in the farm areas. They
purchase from individual farmers and sell to agents in the central
wholesale markets. They initiate the concentration process and
relieve the farmers of responsibility and risk for the marketing
of their produce.

One well-developed method of sale in this classification is by
individual farmers to local buyers. Local buyers, for example,
purchase livestock from small producers and assemble them into
carlots for shipment to the central markets. Country elevators
buy wheat from farmers and sell in turn to elevators in the central
markets. In addition to purchasing wheat, the local elevator
operators may perform many other services, such as inspection,
grading, weighing, storage, cleaning, conditioning, and mixing.
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These local buyers are really country merchants whose major
function is to relieve the farmer of the difficulty of supervising
and guiding the marketing of his small portion of the total
crop. The country general store in many cases takes the farmer’s
produce in trade. Tobacco warehouses, potato warehouses,
cream and milk stations are other examples of local buyers.

Another well-defined method of sale is to the traveling buyer.
In certain sections of the country traveling buyers have estab-
lished regular routes for purchasing eggs, poultry, butter, and
similar products for resale in the major wholesale markets. In
many instances the traveling buyers represent large city whole-
salers or large chain-store companies or processors. They travel
through the farming territory, following the cycle of the various
crops. Occasionally they contract in advance of the harvest to
purchase the entire crop of the farm. Like the local or resident
buyers, the traveling buyers relieve farmers of all risks except
those connected with production.

Still another well-defined method of sale is through the
producers’ cooperative selling associations. An outstanding
example of this method of sale is found in the milk industry.
In 1935 there were almost 9,000 cooperative selling associations
with 2,500,000 members. The total value of products handled
by these associations during 1934-1935 amounted to over
$1,300,000,000.*

It should be noted that these cooperative selling associations
do not abolish any marketing functions or activities. Whatever
is done by the local or traveling buyer or the central wholesaler
must also be done by the cooperative selling association which
attempts to replace them. They strengthen the position of the
individual farmer so that he may obtain a higher price for his
crop, and they may retain for the individual farmer the profits
normally earned by the independent middlemen. To do this,
however, they must perform the marketing activities as efficiently
as they are performed by independent middlemen. Unless
they can do this, they sacrifice a large part of their potential
benefits.

Sale to Retail Stores.—Still another well-developed method
of sale is direct to retail stores. In some localities retail butchers

1 Fetrow, Ward W., Cooperative Marketing of Agricultural Products,
Farm Credit Administration, Cooperative Division, Washington, 1936.
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purchase livestock direct from farmers. Chain-store companies
often buy fruits and vegetables from individual farmers and ship
them to their stores. On the whole, however, only a small
portion of all farm products is marketed in this manner. The
reasons why this method of sale has not been utilized to a greater
extent: are (1) the supply is not dependable as to either quantity
or quality, since the individual farmer usually is not equipped to
grade his own produce; (2) it is too expensive for the individual
farmer to provide the daily shipments demanded by retailers;
(3) the individual farmer is in no position to extend credit to
retail stores; (4) the retailer cannot depend upon one farmer to
supply all his needs and so must maintain relations with a num-
ber of producers; and (5) the individual farmer often cannot
provide a sufficient quantity of the particular quality demanded.
Of all these difficulties perhaps the major one is the failure of
adequate grading to be performed under this method of sale.

Sales to Middlemen in OQutside Markets.—Some large pro-
ducers of fruits and vegetables sell direct to purchasers in central
markets. A producer of cotton may sell his crop in one of the
central markets through a cotton factor! or commission house.?
A livestock producer may consign shipments to commission men
in the central market.® This method of sale may also be used
for other crops. The commission method of marketing is fre-
quently resorted to when the shipments from individual farms
arc too small and irregular to attract local buyers, when the crop
is not standardized, when the crop is perishable and there are no
local buyers available, and when the market at the destination
point is highly organized.

14“A type of commission merchant who usually advances funds to the
consignor. His work consists: (1) in financing the operations of the shipper
who may be a grower but who is usually a country buyer or merchant; (2)
in warehousing or storing the goods; (3) in grading; (4) in selling the goods.”
—Report of the Committee on Definitions, The National Association of
Teachers of Marketing and Advertising.

? “An agent (functional) middleman transacting business in his own name
who exercises direct physical control over the goods consigned to him and
negotiates their sale. He usually enjoys broader powers as to prices,
methods, and terms of sale than does the broker although he must obey
instructions issued by his principal. He generally arranges delivery,
extends necessary credit, and collects.”—1bid.

3 Duddy and Revsan, op. cit., pp. 10-13.
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In recent years the practice of selling through commission
agents of various types has declined in favor of sale direct to
wholesalers often through their traveling buyers. The marketing
process for many farm products was so hazardous formerly that
few buyers were willing to incur the risk involved in outright
purchase without paying such low prices that farmers were
unwilling to sell to them. In recent years, with production more
specialized and on a larger scale, crops have been standardized
to a greater extent and shipped to market in graded carlots.
Increasing distances between producing areas and consuming
markets have made the grower less inclined to entrust to distant
commission men the sale of their products. Closer relations
have been established between producers and central-market
wholesalers so that outright sale is becoming more popular.

In the central markets buyers and sellers are brought together.
Ample storage space and facilities for handling agricultural prod-
ucts are available. Financing and market news services are
offered. Good transportation from producing areas and toward
consuming areas is necessary for the movement of the actual
product. A city which hopes to be a central market must have a
constant body of buyers and sellers, it must provide physical
provisions for handling the goods, and must facilitate the exchange
of title.!

Auctions for Farm Products.—Certain farm products,? notably
fresh fruits and vegetables® and tobacco,* are commonly sold at
auction in the central wholesale markets. This method of sale
provides a quick way of disposing of farm products for cash.
The auction houses store products and often grade and catalogue
them, but their major function is to provide facilities for the rapid
transfer of products from producer to wholesale purchasers. At

1 Chicago offers an example of a central market with these facilities.

* In recent years there has been some development of markets for the
auctioning of livestock at country points in the Middle West.

3 Park, J. W., American Fruit and Vegetable Auctions, U.S. Department
of Agriculture Circular 250, 1932.

Gardner, K. B., Terminal Fruit Auctions, Farm Credit Administration
Bulletin 29, 1938.

Malott, op. cit., pp. 76-83.

4 Malott, op. cit., pp. 62-65.

Rowe, H. B., “Tobacco under the AAA,” Chap. II, Brookings Institu-
tion, 1935.
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an auction the shipper is represented by a salaried or commission
agent. Produce arrives daily, is catalogued, and displayed for
inspection by buyers. Sales are made from catalogue numbers
with the auction company charging a relatively small proportion
of the sale price as a fee for its services. When sufficient volume
is offered to maintain a constant flow of business, sale by auction
is an inexpensive method of marketing perishable products. It
may not be so attractive from the buyers’ point of view, however,
because of the time consumed by individual buyers waiting to
purchase lots of produce in which they are interested.

The main abuses of the auction sale are misrepresentation by
the auctioneer, private sale in advance of the public auction,
withdrawal of certain lots of produce in unfavorable price situa-
tions, and the combination of buyers. These abuses are being
eliminated under the precautionary procedure of the modern
auction company.

There is a difference of opinion as to whether auctions make for
stable or fluctuating prices;what they do offer at all times is quick
disposal of perishable products. The method of sale may result
in the securing of a low price for produce of poor quality. It may
also result in nonstandardized prices, since purchase may be in
small lots. In the prevention of market gluts caused by inca-
pacity of buyers to assume title to sudden arrivals of merchandise,
the auctions may be said to limit extreme fluctuations of prices.

Commission Dealing in Farm Products.—The commission
dealer in farm products is distinguished by one characteristic: he
does not take title to the merchandise he handles, but rather he
acts solely as an agent for his principal. The commission agent
or the commission house may perform many services in connec-
tion with the marketing of farm products. He helps to finance
the sale of farm products; he buys and sells future contracts; he
supplies market information; he insures fair treatment for the
client; and he assists in supervising transportation arrangements.
He usually has excellent market connections, and his selling costs
are low. At the conclusion of the sale the commission agent
collects the proceeds, deducts the necessary expenses, including
his own profit, and credits the balance to his principal’s account.
Goods are usually sold on a consignment basis when shipments
are small and are offered at such infrequent intervals as to be
unattractive to local buyers, when goods cannot be standardized
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or graded locally, and when the market at the destination point is
large, well organized, and supported by many buyers.

The practice of selling through commission agents has been
decreasing and that of direct sale to wholesale purchasers has been
increasing in recent years. From time to time there has been
some suspicion of malpractice by commission men, but in general
the reasons leading to the change have centered around improve-
ments in the whole marketing procedure, including swifter and
more efficient transportation and better organized central whole-
sale markets. In addition, the growth of the practice of grading
at local shipping points has enabled country shippers to secure
the confidence of large wholesale buyers. Commission houses
still have a place in handling the sale of the many farm products
which remain unstandardized or which are sold irregularly in
very small amounts.

Future Trading in Farm Products.—One of the most difficult
and fascinating problems in agricultural marketing is the study
of price movements. The relation between price and profit for
the farmer is perhaps more direct than in most other industries
which have relatively flexible costs. We shall return to the study
of prices later in this volume! and take up in greater detail the
analysis of how prices are evolved. At this point we shall
attempt merely to describe briefly the part which price plays in
marketing farm products. The description will not be complete,
but it may suggest some of the problems which are involved and
some of the effects upon the farmer.

What factors influence the formation of prices of farm prod-
ucts? As is usually the case, a complexity of forces are at work.
Part of the influence is future trading in farm products. Like the
question of prices, that of future trading will be taken up in
greater detail in the chapter on Risk. At this point only a brief
description of future trading will be offered.

Future trading in farm products is made possible by the exist-
ence of organized markets where standardized goods may be
purchased and sold. Trading in futures is not carried on in
actual merchandise but in the purchase and sale of contracts
calling for delivery at future dates. The future price of wheat
today is the price today for contracts calling for the delivery of

1 Chapter XIV of this text.
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wheat at a specified future date. The future price, therefore, is
usually higher than the cash price (the price for actual wheat
delivered today) by the cost of storing that quantity of wheat for
the period between today and the delivery date specified in the
future contract, plus interest and finance costs, and plus other
incidental charges which may be incurred in storing wheat.

This divergence between cash and future price may be called
the ‘“‘normal sprecad.”” The actual spread between cash and
future prices may be greater or less than the normal spread.
Such movements away from the normal relation between the two
prices occur as a result of special supply and demand conditions.
A large supply of wheat in storage in Chicago elevators may
depress the cash price, while drought conditions existing at the
same time may forecast a limited harvest and thus a smaller
future supply. This latter outlook will operate to force up the
future price of wheat. The spread between cash and future price
widens. A dearth of cash wheat and the prospect of an abundant
harvest will raise the cash price and depress the future price, with
a consequent narrowing of the spread.

To carry on trading in future contracts, there must be available
standard grades of nonperishable merchandise which will always
be offered in sufficient quantities to fulfill contracts. There must
also be a volume large enough to support continuous trading so
that at any price buyers and sellers will always be available.
The rules for trading in futures are established by the commodity
exchange on which the trading proceeds. These rules usually
cover such points as the definition of contract grades of the
products to be traded in, the requirement of adequate margins,
relations between the individual firms engaged in trading, require-
ments for delivery of merchandise on contract, and the liquidation
of damages on default. Future trading, therefore, is limited
to those farm crops which can be readily graded. The important
grains and cotton are among those commonly traded in on organ-
ized exchanges.

Since the cash price of a product and the future price are
closely interrelated, usually varying by the cost of storage during
the intervening period, the two prices generally move together.
Under special conditions the spread between cash and future
price may vary from the normal spread which is equal to the cost
of storage. Just as the future price influences the cash price, so
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does the future price influence the price paid to the farmer. In
the case of wheat, for example, the cash price today for wheat is
usually less than the future price by the cost of storing the given
quantity of wheat for the given time period. Hence the price
paid to a wheatgrower in Dakota is less than the cash price for
wheat on the same day on the Chicago Board of Trade by the cost
of transporting wheat from the local elevator to Chicago, plus the
cost of storing wheat at the local elevator (including insurance,
interest, etc.), and plus the profit of the local elevator. Thus
there is a direct relation between the price today of future con-
tracts for wheat on the Chicago Board of Trade and the price
paid to the farmer by his local elevator operator. That relation
is a complex one, however, inasmuch as the future price repre-
sents the aggregate of estimates of future production and the
effect of future production on present production and supplies
in storage. Future price influences cash price, and cash price
influences future price.

Cost of Marketing Farm Products.—Other factors besides
future trading influence the prices of farm products. One influ-
ence, of course, is the cost of marketing farm products. It has
been estimated that more than 50 per cent of the price the
consumer pays for bread goes to cover the cost of marketing that
bread; 55 per cent of the price of meats and dairy products is
needed to cover marketing costs; and 60 per cent of the retail
price, it has been estimated, is required to cover the cost of
marketing oranges. The costs of marketing various products
are not similar, but whatever the cost may be, it exerts a direct
influence on the retail price. The retail price of a product should
be composed of three parts: (1) the cost of the product, (2) the
cost of marketing the product, (3) the hoped-for profit.

A number of factors are included in the phrase “cost of market-
ing.”” One of them is the perishability of the product, including
the amount of waste and spoilage which occurs between the farm
and the ultimate consumer. This makes it necessary for mer-
chants to secure prices high enough to compensate for the losses
suffered as a result of waste. Another factor is the irregularity
of supply, which contributes to marketing costs through the
necessity of storing merchandise. A third factor is the volume
of merchandise offered; fluctuations in volume make storage
necessary and bring about unbalanced supply-demand relation-
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ships. A fourth factor is the extent to which the commodity
lends itself to grading; price schedules for ungraded merchandise
are irregular and losses may be suffered as a result of buyers’
unwillingness to pay for unreliable goods. Still another factor
is the relation between the bulk of the product and its value; a
product with large bulk and low value will assume a heavy burden
of transportation costs. One more factor is the packaging
required before the product can be sold to the ultimate consumer.
So we see that a product which is grown at a great distance from
a consuming market, which is perishable and requires swift
transportation, and which has a relatively large bulk may have
very high marketing costs. If this product also requires packag-
ing, the cost will be increased. On the other hand, a product
which is grown near its major consuming market, which is rela-
tively nonperishable, and which does not require elaborate
grading facilities or packaging may have very low marketing
costs. For the first product the consumer may find as much as
50 per cent of the retail price going to cover marketing costs.
For the latter product perhaps only 5 per cent of the retail price
will be required to cover the cost of marketing.

Influence of Demand and Supply on Price.—Demand and
supply conditions also influence the price of farm products. The
demand for farm products used as food is relatively inelastic.
We consume about the same total quantity of food in good times
and bad, at high prices and at low. The demand for different
products may vary according to the price, but the total demand
for farm products does not vary. In a major depression con-
sumers with curtailed incomes will purchase cheaper cuts of meat
and will substitute other low-cost foods for meat in their diets.
They still, however, consume about the same total quantity of
farm products.!

The demand for some farm products has been experiencing a
long-continued increase. This has been true, for example, of
fruits and vegetables for a period of over 25 years. The demand
for other farm products, such as wheat and the more expen-
sive cuts of mecat, has been following a long curve of decrease.
Changes of this type are the result of basic shifts in the national

1 For a detailed study of consumer buying habits in a depression period

see A. R. Tebbutt, ‘“The Behavior of Consumption in Business Depres-
sions,” Harvard Bureau of Business Research, 1933.
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diet and reflect the switch from meat and bread to fruits and
vegetables.?

Contrasting with the relatively stable demand which exists
for most farm produets used as foods, the supply of farm products
is anything but constant. Production varies from year to year,
governed by conditions beyond the control of the farmers. Most
of the changes in supply are caused by the weather. There is no
quick and accurate adjustment of the supply of farm products in
response to price movements. If the price is high, the normal
expectation would be that the farmers would increase the acreage
planted and so increase the supply and eventually bring about a
reduction in price. Any attempt by a farmer to follow this
procedure may be met, however, by abnormal weather conditions
which would destroy his entire crop. In other cases increased
supply brought about by a rise in prices may not reach the
market for several years. Thisis particularly true of the orchard
crops. A farmer who increases his supply in response to a high
price existing this year may find that, by the time he is ready to
market his increased crop, the price has fallen. The same
conditions inhibit action undertaken in response to a low or a
falling price level.

Still another factor often influences the price situation: with
relatively fixed costs, the farmer is constantly attempting to
maximize his income. If prices fall due to an excess of supply
over demand, rather than decrease his supply the farmer is likely
to plant more in the effort to maintain his income at the same
level. He is induced to do this because his costs will not be
materially reduced if he should plant less. The result, of course,
is that, as the price falls due to the excess of supply over demand,
more and more is planted and the supply, rather than being
reduced, becomes greater. At the same time, under conditions
of inelastic demand, there is not much increase in the amount
consumed even at the reduced price.

Normal supply and demand relations, therefore, exist in the
marketing of farm products only in a rather limited field. It is
generally true that over a long period supply and demand condi-
tions find their equilibrium in price. During short periods,

1 Advertising campaigns of such organizations as the California Fruit

Growers’ Exchange have played a part in this shift in the diet of consumers.
Health movements and diet fads have played their parts, too.
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however, the relation between supply and demand and price may
frequently be abnormal. To determine the price situation exist-
ing for any crop at any time, a very careful analysis of supply
and demand conditions is required. Often the potential future
supply is of greater importance in its effect upon price than the
actual supply, and so the effect of the price of future contracts
exerts an important influence upon the cash price of farm prod
-ucts, which may also be determined in part by the cost of
marketing those products and by the conditions of supply and
demand existing for those products.

The Movement of Farm Prices.—Other conditions may from
time to time exert an influence upon the movement of farm prices.
Often, vital information relating to either supply or demand is
lacking. Frequently, products are not sufficiently uniform to be
traded in on organized exchanges and may suffer from irregular
marketing procedures. On the organized exchanges for farm
products, supply and demand, present and future, roughly
govern prices.  For products which are not marketed through the
organized exchanges, but under local and domestic conditions,
there may be a great variety of prices for the same product in
different local markets.

The relative prosperity of the farmer is soundly based upon one
aspect of farm prices, the relation between the price he gets for
what he sells and the price he pays for what he buys. Farm
prosperity or farm poverty rest directly upon this relation and
any dislocation of the relation between the two price levels may
have very serious consequences. It has been said many times
that the major cause of the present farm problem in this country
is just such a dislocation of price levels. The farmer’s income,
expressed as the product of what he gets for what he sells, has
fallen materially with relation to his outgo, expressed as the
product of what he pays for what he buys. The general decline
in farm prices which has brought about this condition has not, of
course, been uniform. Prices of some products have declined
more than prices of other products, and in such movements we can
find part of the explanation for the decline in the consumption of
meat and wheat and the growth in the consumption of fresh fruits
and vegetables. Since 1921, however, the farmer’s position has
been on the unfavorable side of the two-price level relation. His
real income has been reduced.
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The question might be raised, why does not the farmer shift
production from one crop to another so that he is always market-
ing a product which is selling at a relatively high price? In
answer to this question, it should be pointed out that there is
often considerable shifting in production among farmers engaged
in mixed farming and truck farming. Farmers supplying fresh
vegetables to near-by markets frequently shift production so as
to increase their total incomes. The shift is much more difficult
to make in the case of specialized farming. It may require a
heavy investment to shift from dairy farming to the growing of
wheat. Farm management under crop-rotation procedures also
lessens the opportunity to shift production. Still another factor
must be mentioned. The existence of a high price for one farm
product may induce not only a few but many farmers to increase
their production of that product. The shift may go too far.
The result may well be a superfluity of supply so that, by the time
the crop is offered to the consumer market, supply has far out-
stripped demand and the price is low.

All this discussion indicates the important part which the
forecasting of farm prices plays in the marketing procedure. A
number of government agencies are engaged in preparing forecasts
of farm production by individual products. The farmer has
continual access to this information. In view of what has been
said of the hazards of farming, however, it should be clear that no
great accuracy can be counted on. There has been much
improvement in this work in the past few years, and certainly
it is true that any increase in the information made available
to the farmer will assist him in the management of his business.
It may have some effect upon stabilizing farm prices and protect-
ing farm incomes.

To a large extent the present farm problem is the result of the
dislocations in farm prices brought about by the World War. At
that time, with all the world clamoring to be fed, the American
farmer went into the export business on a gigantic scale. Prices
of farm products soared and so did the price of farm lands.
Production was greatly expanded, often financed by mortgages
taken at very high values. The postwar period has witnessed a
rapid decline in the importance of the export market for the
American farmer. Owing to the consequent excess of supply
over the amount demanded in the domestic market, prices of
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farm products have declined. Prices of farm lands have also
fallen. The mortgages, however, have remained. Here is a
condition of shrinking demand and falling prices, but with no
decline in cost. The farmer has never sought to curtail the
amount produced. His attempt rather has been to increase
production in the effort to maintain his total dollar-income
unchanged.

Government Aid to Agriculture.—The efforts of the govern-
ment to aid the farmer date from the depression years of 1920-
1921. Loans were made to farmers to assist them in financing
their production. The government urged cooperation among
farmers in the effort to reduce marketing costs. The Federal
Farm Board was created in 1929 and entrusted with power to
purchase farm products and withhold them from the market.
The board urged farmers to reduce production, but the advice
was ignored. It encouraged the growth of farmer-owned cooper-
ative marketing associations and made loans to cooperatives on
the basis of wheat withheld from market. It also bought wheat
and cotton in the open market in the attempt to support the
price. In two years it had accumulated wheat to the extent of
almost 250,000,000 bu. and cotton to the extent of 3,500,000
bales, but prices continued to decline. Eventually the purchase
of surplus products by the Federal Farm Board had to be
discontinued.

In 1933 the Agricultural Adjustment Act was passed.! One
part of the act attempted to outline a technique for production
control, the other provided for marketing agreements to be
applied to agricultural crops.? The production-control features
of the act were ruled invalid in 1936. Marketing agreements
have been written for a number of agricultural crops, designed
to control the volume of crops reaching markets. Operation
under the marketing agreements has produced a mixture of
failure and success which can only be regarded as inconclusive
evidence of the value of this type of control. Since 1936, agricul-
tural legislation has taken the form of soil conservation, 1936, and
compulsory marketing quotas for five basic farm crops, 1938.

1 Malott, op. cit., pp. 361-379.

* An excellent description and analysis of these agreements during the
early years of the act is found in Edwin G. Nourse, ‘ Marketing Agreements
under the AAA,” Brookings Institution, 1935.
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Our entire experience with governmental attempts to raise
farm prices and restore the parity of farm purchasing power
indicates the necessity for thinking of prices and production
simultaneously. Attempts to raise prices without control of
production have lead inevitably to increased production. Price-
raising efforts based on governmental purchase and storage of
surplus crops seems to offer no permanent support to prices if
production is unrestricted. In addition, the pressure of political
forces operates against the government’s disposing of stored
surpluses, since any such move would immediately depress
prices. Solution through a tariff on farm products, a procedure
which underlay farm legislation in the 1920’s, is obviously ineffec-
tive as long as we remain primarily an export nation. The single
fact which must be faced is that we produce basic farm crops in
excess of the amount which the domestic market can purchase at
prices high enough to yield the farmers a profit. In a world of
nations attempting to be self-sufficient we can no longer rely on
disposing of the surplus in the export market. It is becoming
increasingly clear that price support without production control
cannot be successful. Unless some solution of this problem
can be found, there appears to be little reason to expect that the
prewar parity between the price the farmer received for what he
sold and the price the farmer paid for what he bought will be
reestablished.

The Farmer as Businessman.—Under the conditions of
specialized production which have come to be common practice
in modern farming, the farm must be viewed as an industrial
unit and managed accordingly. The farmer must begin to regard
himself as a businessman and handle his production problems in
a businesslike fashion. It would be trite to say that this has not
been true in the past. With some exceptions the farmers have
been poor businessmen. They have not understood the impor-
tance of the marketing process or their relation to it. They have
failed to offer adequately graded products to consumers. They
have failed to choose those middlemen best suited to distribute
farm products. They have failed to understand the importance
of market news and to use it to their best advantage. They have
operated as if they were still farming to make a living rather than
farming for the market. They have not utilized the waste
products and the by-products of farm production as by-products
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have been utilized in industry.! The many industrial uses for
corn give a new market for this agricultural product.

To these difficulties must be added the helplessness of the
individual farmer to take action for his own protection. With
small producing units, cooperation is necessary to make any
action effective. An individual wheatgrower may decide that
the price of wheat is low because of the excess of supply over
demand and therefore plan to reduce the amount he raises in
order to decrease the supply and raise the price. If, at the same
time, most of the other farmers raising wheat decide that because
of the low price they should raise more wheat so as to maintain
their incomes, the excess of supply will increase, not diminish,
and the single farmer who reduced his crop will have less to sell
at a still lower price. Perhaps the most effective of all the
attempts of the Federal government to assist the farmers will
prove to be the guidance and assistance granted to them in
organizing on a cooperative basis.

1 An exception may be found in the case of corn, for which a number of
industrial uses are being explored. An excellent picture of the varied
industrial uses of corn may be found in Fortune, September, 1938, p. 54.



CHAPTER 1V
HOW RAW MATERIALS MOVE TO MARKET

“Industry is raw material, labor, and capital. Without any one of
these three not a wheel would turn, not & man would work, nothing
would be produced, there would be nothing to consume.”

Characteristics and Uses of Raw Materials.—How does a steel
mill get its iron ore? Where does the lumber come from for your
new house? What process feeds into American industry the
thousands of types of raw materials which keep the factory wheels
turning? Where do they come from? What plans guide their
distribution? What determines their price? How are they
graded with that infinite skill which is demanded by the precision
engineering methods of modern industry? How is American
industry fed? To understand these problems it is necessary to
examine the process of moving raw materials to market.

The conditions which govern the supply of raw materials are in
sharp contrast with those which govern the supply of farm
products. The supply of both mineral and natural products is
fixed and, with the exception of new discoveries and the develop-
ment of substitute products,! cannot be increased. The wide
variety of grades and the random variations in quantity which
characterize the supply of farm products do not appear in the case
of mineral and natural products. Nor are they subject to the
effects of the weather, atmospheric conditions, or the ravages
of insect pests. They are not scattered broadcast over the entire
country but, with a few exceptions such as soft coal, are usually
found grouped within small areas where they lend themselves to
large-scale ownership, extraction, and processing. We are con-
stantly using up the existing supply, and we cannot replenish it.

! Many people spend their lives and much money is used both in explora-
tion and in laboratories to find new sources of raw materials and to develop
new products to substitute for older raw materials.

56
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The conditions affecting the demand for raw materials! also
differ from the conditions which govern the demand for farm
products. The users are for the most part industrial concerns.?
They buy according to exact specifications and their purchases
are often made on organized markets. Unlike the demand for
farm products, the demand for raw materials is subject to severe
fluctuations which follow the business cycle.? Especially in the
heavy industries, a period of depression enforces a sharp curtail-
ment in the demand for raw materials, while a period of prosperity
causes a sharp expansion in the demand. Inasmuch as the
prospects for profitable sale of manufactured products made from
raw materials guide the level of productive activity, the demand
for raw materials is not directly responsive to changes in the
prices of raw materials. When a manufacturer sees an oppor-
tunity for selling a large quantity of goods at profitable prices,
he will not refrain from purchasing necessary raw materials
simply because the prices are high.  Nor will the same manufac-
turer be induced to purchase raw materials at low prices if he does
not see an opportunity to dispose of the finished products at a
profit. Raw-material prices must directly affect the outlook for
profits, it is true, but in many industries raw-material costs make
up a small percentage of total costs. In these industries a rise in
raw-material prices may enter only to a slight extent into the
prices of finished goods.* The demand for raw materials may
generally be regarded as an inelastic demand. It varies, not in
response to price changes, but rather in response to the profit
outlook of the finished product.

Price Movements.—With large corporations dominating both
supply and demand, and with the demand in many cases governed

! Frederick, J. H., “Industrial Marketing,” Chap. IV, Prentice-Hall,
Inc., 1934.

* Not all raw materials can always be classified as industrial goods,
depending on the use to which they are put. Coal may be considered as
an industrial good when used by a factory, but a consumption good when
used in a home. Tomatoes are an industrial good for a canning plant, but
a consumption good when bought by a housewife.

3 This extreme variation in demand tends to increase the cost of selling
since an unneccessarily large sales organization must be maintained during
dull periods in order to be ready for expanding business later.

¢ Variations in raw-cotton prices have little or no effect on the retail
prices of men’s shirts.
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by the sharp fluctuations of the business cycle, the price move-
ments of raw materials are frequently erratic, being determined
by forces other than the normal supply-demand relationship.
For some raw materials, of which steel is an outstanding example,
prices have been maintained almost unchanged through severe
business depressions. For others, such as copper and rubber,
prices have been sharply reduced in the attempt to stimulate
buying. Two forces have been active in reducing the effect of
price changes: the inelasticity of the demand for many types of
raw materials, such as exists in the industrial demand for copper,
and the strong financial position of large manufacturing corpora-
tions which operate with a high proportion of fixed costs. The
former diminishes the extent to which price cuts stimulate sales
or price advances discourage them. The latter serves to minimize
the importance of raw-material costs in finished products.

These conditions naturally provide a framework for marketing
policy in the great raw-material industries. They explain the
stickiness of steel prices, unchanged for long periods and main-
tained without cut through severe depressions. They explain
the prevalence of direct-selling methods and the relatively minor
part played by middlemen. They help to explain problems of
plant location and the distribution of sales areas, and they
illuminate the question of transportation and its relation to the
marketing of raw materials. The flow of raw materials into
industry presents a fascinating study of the ganglia of the eco-
nomic system. Discases which occur in the shape of obstructions
to the efficient supply of raw materials may spread and affect
every phase of production and distribution.

Concentration of Raw Materials.—The conditions which
govern the concentration of raw materials are unlike those which
are found in the concentration of farm products. There are not
millions of purchasers of raw materials as there are of farm
products. Usually there are a few large purchasers. As a
result, less need is felt for the wide dissemination of raw materials
from central markets. A number of raw materials are sold
directly to large users, and many of these users control their own
sources of supply.! In the case of steel it has been estimated that

! This tendency toward integration is seen in steel companies owning

their own coal and iron mines, rubber companies developing their own
rubber plantations, and paper manufacturers owning timberlands.
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over 40 per cent of the total tonnage is shipped to less than 100
companies. Large-scale producers and large-scale users means
large individual sales which lessens the need for middlemen, thus
facilitating direct sale.

The location of many types of raw materials at a distance
from their main consumer markets, however, makes a certain
amount of concentration necessary. Contributing to the neces-
sity for concentration is the fact that a number of raw materials
which are used together in industry are found in scattered areas.
The basic raw materials used in manufacturing steel—iron ore
and coal—are not always found together. Assembly is desirable
in order to make them available to industry simultaneously.
For some raw materials, concentration is necessary in order to
assemble the products of a large number of small producers. As
in the case of farm products, the concentration of raw materials
facilitates grading.

Wherever in the distribution of raw materials conditions
similar to those governing the concentration process in agricul-
tural marketing are found, there the concentration process
resembles the picture we have traced of small streams flowing
together and then being dispersed. This is true to some extent
in the marketing of petroleum, of fisheries products, and of similar
products. Where both producers and consumers are large,
however, the conditions which dictate the formation of that
concentration process no longer exist. Grading, processing, and
economical storage and transportation are directly available to
buyers and sellers at the most efficient scale of operation, and
there is little reason to combine the products of individual
producers or to transfer to independent agencies the task of
marketing in small lots.

Transportation.—Most raw materials run little risk of deterior-
ation or damage in transit, and for many of these products the
time consumed in transportation is of relatively little importance.
As a result, transportation is not such a vital factor as it is for
those farm products which are perishable. Less attention need
be devoted to securing speedy movement of merchandise.

Together with labor supply and access to consumer markets,
transportation facilities may exercise a very important influence
on the location of industrial plants. If the raw material is
extremely heavy and bulky and the proportion of waste materials
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is large, it may often be convenient to locate near the source of
supply plants engaged in processing raw materials or in carrying
on further manufacturing operations. The lumber industry
offers a good example of this type of location. Under these
conditions it is cheaper to transport the finished product to a
distant market than to transport the raw material to a distant
manufacturing plant. Despite adjustments of this sort, however,
for some products, of which coal is an outstanding example,
transportation costs may account for half the retail price in
markets at a distance from the source of supply.

Manufacturing Requirements.—Modern industry with its pre-
cision engincering technique naturally feeds on standardized
products which are supplied in exact accordance with specifica-
tions.! Thus supplied, machines can be operated with a mini-
mum of adjustments. In addition to standardized products
modern industry may require a large variety of products, because
specialized machines need specialized raw materials. Raw mate-
rials, therefore, are frequently assembled from all parts of the
world.

The standards for raw materials used in manufacturing may be
established in various ways: at times by the buyer of raw mate-
rials, at times by trade associations, and at times by the organized
exchanges on which they are purchased and sold. Standardiza-
tion of materials has a direct influence upon marketing costs.
With standardized materials purchasers can buy from samples, or
from a statement of specified grades, with complete confidence
that the materials on delivery will prove to be exactly similar to
those offered as samples. There is no need to show the entire
stock to a prospective buyer. In this way selling costs are
materially reduced. The standardization process also makes it
possible to sell easily and conveniently at a long distance and in
this way greatly to expand the market for a product. To insure
the observance of standards of this character, careful and frequent
inspection is necessary. The amount of inspection required, as
well as its quality, depends on the extent of the variation from the
normal standard which may be permitted. This in turn will
depend on the degree of refinement of machine technique in the
industry which proposes to use the raw material.

! Roorback, G. B., Direct Purchasing of Imported Raw Materials,
Harvard Business Review, October, 1928, p. 35.
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Increasingly, as large-scale industry develops its machine
techniques, raw materials and parts used in the manufacturing
processes are purchased for individual machines carrying on
predetermined operations at predetermined measurements.
Purchase on the open market or through middlemen does not
always suffice to guarantee a supply of the exact materials
required. The manufacturing process might limp along, always
subject to the risk of delay because of the failure of supplies of
the exact kind demanded.! Purchasing tends, under these con-
ditions, to resort to direct contact with sources of supply and
to place orders which specify exactly what is needed. Only
materials which live up to these specifications in every respect
will be accepted. The industrial buyers who control purchasing
of this type have a detailed knowledge of all available supply
sources and are in a position to check raw materials delivered
and to refuse to accept those materials which differ, even slightly,
from specification.

Place of the Middleman.—Direct sale is, therefore, much more
important in the marketing of raw materials and natural products
than in the marketing of farm products. It has been estimated
that as much as 65 per cent of all raw materials and natural
products are sold directly by the producers to the consumers of
raw materials with no intervening middlemen. This method
of sale is made possible because of the presence of large-scale
buyers and sellers; because of the establishment of standards
which are uniformly adhered to; because of the established rela-
tions existing between buyers and sellers; and because the com-
panies are soundly financed and do not need the credit assistance
of middlemen. It is a desirable method of sale because raw
materials or parts are often purchased upon exact specification;
because technical knowledge of an advanced nature may be
necessary for completing the sale; or because special service and
maintenance may be necessary. 4

The practice of reciprocal buying,? which has been growing
more common throughout the industrial world, may be another

! A manufacturer must assure himself an adequate supply of raw materials,
since it is too costly to have his plant running at part capacity or shut down
because of failure to get raw materials.  Since much of the overhead goes on
just the same, it increases his costs and so puts him at a competitive dis-
advantage.

* The advantages and disadvantages of reciprocal buying are set out in
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influence leading to direct relations between buyers and sellers.
The term ‘“reciprocal buying” is commonly used to describe
the practice of linking buying and selling activities between
business concerns in such a way that company B agrees to pur-
chase from company A if company A in turn agrees to purchase
from company B. An oil company may agree to purchase a
fleet of trucks from a dealer in automobiles if that dealer in turn
agrees to purchase gasoline from the oil company. A railroad
may agree to purchase steel rails from a steel company if that
company in turn agrees to ship the bulk of its output over the
railroad’s tracks. Reciprocal buying depends upon direet rela-
tions between buyer and seller.

Middlemen continue to function in the marketing of raw
materials and natural products as intermediaries for small buyers
and sellers. They also serve as sources of supply for large
buyers who need quick deliveries to replenish their stocks.
Purchasing in this way from middlemen, the buyers are able to
operate their businesses with smaller inventories, and so turn
over their investment in merchandise more rapidly. Capital
which might otherwise be tied up in merchandise inventory is
freed for other uses, and the space required for storage and the
funds required to carry on storage are reduced. Middlemen in
the industrial market provide special grading facilities and are
valuable in their function of concentrating supplies from many
sources. They also provide a flow of market news with respect
to prices, supply and demand, and inventories which may be of
great assistance to small purchasers.

Need for Assured Supply of Raw Materials.—Without raw
materials industry cannot function. One of the major risks
with which industrial managers are concerned is the possible
failure of the supply of raw materials. Various methods are
used in industry to assure this supply and frequently a company
may make use of more than one method of guarantecing to itself
a supply of raw materials of the type and quality desired at the
exact time when that supply becomes necessary.

One method of buying is the purchase of sufficient raw mate-
rials to fill the immediate needs of the industrial plant. This

Ralph F. Breyer, ‘Commodity Marketing,” pp. 321-323, McGraw-Hill
Book Company, Inc., 1931.
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method of purchase is commonly known as ‘“hand-to-mouth
buying.” Purchasing in this way will enable a plant to operate
with a smaller inventory of raw materials, with less space devoted
to storage, and with a smaller investment of capital. It also
may eliminate the danger of accumulating obsolete raw materials
and will minimize the risk of a decline in price. Hand-to-mouth
buying increases the expense of purchasing, however, and reduces
the possibility of securing quantity discounts. Under certain
conditions the risk of not being able to secure an adequate supply
of the exact raw materials may become great.

There is a growing tendency in modern business to regard fail-
ure to secure supplies when needed as a greater risk than the
adverse movement of prices. Many concerns, therefore, are
willing to sacrifice speculative activities with respect to price
movements in favor of directing all their attention to the securing
of raw materials when needed.

Methods of Assuring Supply of Raw Materials.—One method
commonly used for insuring the supply is to contract for future
delivery of raw materials over a substantial time period. This
method is used most frequently when the raw material required
is dealt with on an organized exchange. By purchasing in this
way, arranging under the contract to receive the supplics over a
specified time period, the purchaser may be able to secure the
benefits of quantity purchases without incurring the extra costs
of maintaining a large inventory. Under contracts of this type
the price may be fixed as of the date the contract is drawn, or
the price may be set at the market price on the delivery date.
Using this method of buying, the purchaser must make a very
shrewd estimate of the future activity of the market for that
raw material. There is some danger of overbuying by a com-
pany which contracts to purchase raw materials and encounters
a serious industrial depression with sharp curtailment of sales.

Industrial concerns frequently contract to purchase an entire
season’s supply in advance. This method of purchase is com-
mon when there are no organized markets. It entails serious
risks, however, since the movement of prices can make or break
the success of this policy. If prices rise following the contract
date, the purchaser benefits. If prices fall, he stands to lose.
If prices fall far, the loss entailed thereby may far outweigh the
potential benefits of having an assured supply of raw materials,
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1t is a relatively inflexible merchandising policy with the single
virtue of guaranteeing a supply of necessary materials.

Another method occasionally employed by industrial concerns
to guarantee their supply of raw materials is to own outright the
sources of supply.! This type of operation is resorted to when
the supply of raw materials may be somewhat doubtful, or when
there exists the possibility of a monopoly of the supply exercised
by competitors. It presents the problem of securing adequate
financing, and, at times, problems of disposing of the surplus
supply produced by the source in excess of what may be used by
the parent concern. This method of controlling the source of
supply by outright ownership is frequently used as an instru-
ment of national policy by countries engaged in developing pro-
grams of complete self-sufficiency.

The Marketing of Land.—It may be helpful at this point to
review briefly the special problems which are encountered in
marketing the major classes of raw materials and natural prod-
ucts: land, mineral products, forest products, iron and steel, as
well as the marketing of fabricated parts which serve as raw
materials for further manufacturing.

Land has a number of special characteristics which directly
influence the problems of marketing it. Sorie of them are
obvious. The quantity of land is limited, although certain small
additions may be made from time to time through reclamation.
Within limits, also, we can say that the quality of land is not
subject to change. Itslocation isfixed. This is the most impor-
tant characteristic in which it differs from other commoditics.
The markets for land are local in character. One of the most
important features of land is its accessibility to centers of popu-
lation. Another is the climate which is found in any particular
location. Obviously, too, land cannot be transported, and there
are no storage problems.? The law governing the transfer of
property is much more formal and complex than that governing
most types of commodities. Hence the legal aspects of marketing
land create numerous special problems.?

1The United States Steel Corp. has several subsidiaries, including the
H. C. Frick Coke Company, which supply it with raw materials.

* While land is not stored, it frequently is held over a period of time until
it can be profitably sold.

3 Weimer, A. M., and H. Hoyt, “Principles of Urban Real Estate,”
Chap. XIII, Ronald Press Company, 1939.
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There are two major uses for land. One depends upon its
fertility, the other upon its location or site. In the marketing of
land the important services utilized are selling and financing.
The agents who assist in the marketing process usually include
brokers, appraisers, title guarantee companies, law firms, and
mortgage companies.

With this restricted supply and with the wide variations in
demand which exist, the price of land may be subject to tre-
mendous fluctuations, and, from time to time, speculative activi-
ties, rather than a true equalization of supply and demand, may
determine prices.

Marketing Mineral Products.'—As in the case of land, mineral
products have a number of special characteristics which exert
an immediate and important influence over the marketing pro-
cedure. The supply again is limited with the single exception
of additions brought about by new discoveries. The products
for the most part are nonperishable, and since they are frequently
found at great distances from centers of population and produc-
tion, transportation may be a major problem in bringing them
to market. The demand for mineral products, on the other hand,
is subject to violent fluctuations which follow the business cycle.
The demand, at the same time, is relatively inelastic. In times
of major industrial depressions, no conceivable price, however
low, may induce the purchase of large quantities of many mineral
products. In times of industrial prosperity, a sharp rise in price
will not seriously inhibit sales. These conditions exist almost
entirely because the cost of procuring mineral products used as
raw materials forms only a minor part of the total cost of pro-
duction of those goods which utilize such raw materials.

Many of the purchasers of mineral products are large indus-
trial concerns. Transportation costs make up an important
part of total marketing costs. Production of raw materials of
this type is frequently on a large scale. As a result of these
conditions, direct sale is the common marketing procedure.

Marketing Fuel Minerals.—The major problem faced in the
marketing of fuel materials is the unbalancing of supply and
demand.? Soft coal, for example, has suffered from this malady

! Minerals Yearbook gives a statistical picture of this field.
* An interesting story of a successful coal company is told in Coal at a
Profit: Island Creck, in Fortune, March, 1938, p. 87.
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since the World War. Other fuels such as oil, electricity, and
natural gas have for a variety of reasons usurped a large part of
the market formerly served by soft coal. More efficient ways of
burning coal have lessened considerably the need for coal.! This
falling away of demand has in many cases driven the price of
soft coal below the cost of production. As in the marketing of
mineral products, the problem of marketing fucls centers around
transportation costs and the necessity for moving large quantities
of fuels for great distances. Integration is a common practice
in these industries; and again the purpose is to control transporta-
tion and processing in such a way as to minimize transportation
costs by locating processing plants near the sources of supply.
In the case of petroleum? one of the major problems encountered
is the control of the supply, since it is not possible readily to limit
the amount produced.

There are two different types of marketing channels custom-
arily employed in these industries. One is direct sale by large
producers to large consumers. The other employs a variety of
middlemen who are used when sales are made to small purchasers
to whom it would not be profitable to sell directly.

Marketing Forest Products.—Forest products are marketed
under conditions of a large and increasing demand and a decreas-
ing supply. Again, as in the previous case, the demand is sub-
ject to tremendous fluctuations depending upon the state of the
business cycle; it is subject as well to scasonal fluctuations in the
construction industry. Again, too, the demand is relatively
inelastic. Under unfavorable business conditions purchase can-
not be stimulated at almost any price; under favorable business
conditions purchase will be made at almost any price. As in
the previous case, transportation and processing are major prob-
lems and, to some extent, dictate large-scale operation in order
to bring about the most efficient combination of transportation
and processing.

Iron Ore and Iron.—The sources of iron ore are generally con-
trolled by the largest users of iron ore, the steel companies.
With iron ore an essential raw material for the steel manufactur-

1 These two factors, it is estimated, have replaced 250 million tons of
bituminous coal annually.

1 Pogue, J. E., “Economics of the Petroleum Industry,” pp. 42-48, The
Chase National Bank, 1939.
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ing process and with no possible substitute available, the steel
companies have gone to great lengths to assure themselves of a
continuity of supply. In many cases they have resorted to
outright purchase of lands containing iron ore. The demand for
iron is subject to those fluctuations which depend upon business
conditions,! but over a long period of years it has been growing
steadily. The supply is being depleted, but, with existing
deposits, the danger of exhaustion is still far in the future.
Marketing problems are almost entirely within individual com-
panies, and the greater part of purchase and sale is made direct
without wholesale intermediaries.

Steel.2—The conception of raw materials should not be limited
to the types of products we have been discussing so far. Manu-
factured and semimanufactured goods may also serve as raw
materials for further industrial processing. Steel may be sold as
a raw material to automobile manufacturing concerns. Manu-
factured parts may also be sold as raw materials for further
production. In the marketing of goods of this type, wholesalers
and other types of middlemen play an active part. Again, how-
ever, as in the previous examples, when both seller and buyer are
large industrial concerns, the sale is usually made direct without
any intermediarics.

Perhaps, more than any other type of raw material, steel prod-
ucts have been subject to semimonopolistic control of prices.
This condition is, of course, favored by the inelastic demand which
we have seen is the characteristic demand for goods flowing into
heavy industry. Until very recently an unusual pricing system
has been employed in the steel industry, which contributed to the
stickiness of prices. This pricing system has become widely
known as the ‘“basing-point” or ‘Pittsburgh-plus” system.
This method of pricing provided essentially that, regardless of the
locations of either steel plant or customers, the price to the
customer should be the mill price plus transportation costs from
Pittsburgh to the customer's plant. A customer located in the

1¢“The yearly demand for iron ore has fluctuated widely. It corresponds
quite closely to the fluctuations in general business conditions. This is to
be expected in view of the widespread use of iron and steel products, from
which the demand for ore is derived.””—BREYER, op. cit., p. 143.

% Ibid., Chap. X, Marketing Rolled Steel, gives a longer discussion of the
marketing of steel.
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Chicago area and purchasing steel from a plant in the same area
had to pay a price which included transportation charges from
Pittsburgh.

The Pittsburgh-plus system was subjected to severe attack
during the 1920’s and has since been replaced by a system of prices
which includes a number of basing points. More recently, the
attacks have shifted to the rigidity of steel prices, the critics
arguing that greater flexibility and more ready adjustments to
business conditions would stimulate buying in dull times and
diminish the extent of the fluctuations of the business cycle.!

Fabricated parts, like raw materials, are usually sold on
specification and are marketed without the intervention of
middlemen. The sole exception to this general rule occurs in the
case of standardized parts supplied to a variety of industries.
Here, particularly when individual purchasers are small, various
types of wholesalers, manufacturers’ agents, and supply houses
serve to carry inventories of supplies and sell on a hand-to-mouth
basis to industrial plants.

Summary.—Throughout the marketing of raw materials a
basic pattern of distribution can be found. Direct sale is the
common practice when both buyer and seller are large or when
raw materials are supplied in accordance with predetermined
specifications. Middlemen are found in the marketing process
principally when sale is made to numerous small purchasers or
when the raw materials are completely standardized. Going
directly into heavy industry, raw materials serve a relatively
inelastic demand and one that fluctuates in response to the move-
ments of the business cycle. Control of supply and the necessity
of dovetailing transportation and processing activities in the
most economical way often lead to large-scale ownership and the
integration of ownership of raw material sources and processing
plants.

! An excellent discussion of present methods of pricing steel is found in
What is a Steel Price? in Fortune, October, 1938, p. 41.



CHAPTER V
WHOLESALERS OF MANUFACTURED GOODS

“I should like to point out that the services of the wholesalers can
be dispensed with. It is a mistake to call them services. They will
not carry adequate stocks. They will not promote merchandise as it
should be promoted. They will not advertise. They will not work
with retailers to advance the sale of manufacturers’ goods. Their
salesmen do not sell; they merely take orders. It is obvious why their
position in distribution has been declining in importance and why they
are doomed to become extinct.”

Characteristics of Manufactured Goods.—During the past
10 years the position of the wholesaler in the marketing process
has been the center of very active debate. The quotation at the
head of this chapter is typical of the complaints of many manufac-
turers who have become dissatisfied with the services of whole-
salers in distributing their merchandise. Many manufacturers
have changed their methods of distribution and have undertaken
to sell direct to retailers through their own branches. Yet a
marketing institution which has existed from the earliest days of
distribution! cannot be so incapable of performing useful dis-
tributive functions that we suddenly discover that it should be
retired from business.

As background for our study of the activities and the services
of wholesalers it may be well to sketch the characteristics of the
merchandise they handle, for here, as elsewhere in marketing,
distribution methods are determined by three variables: merchan-
dise, buyers, and sellers,  Their characteristics and habits help to
provide the framework of distribution and almost inevitably
dictate the manner of sale for all types of goods.

Manufactured goods are commonly produced under large-
scale production methods. A large market is needed in order to
sell the products of a tremendous factory, and, with the necessity
for sccuring a large market and the need for operating continu-

' Beckman, T. N, and N. H. Engle, ‘“Wholesaling,” Ronald Press
Company, 1937. Chapters 1II and IV discuss the history of wholesaling

both abroad and in this country.
a9
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ously in order to take advantage of machine production, problems
of distribution become of major importance. Factories fre-
quently have surplus productive capacity, and their operators are
greatly concerned with securing a larger control over their sales
territories and with creating or stimulating an increased demand.
With manufactured goods of this type the producer has absolute
control of both the quality and the quantity of the merchandise
produced, and, with such uniform merchandise, sales can be made
by sample. Control over production with respect to the quality
and uniformity of merchandise makes it possible to brand and
advertise manufactured goods. .

These qualities of manufactured goods, then, are dominating in
their influence upon marketing: their uniformity, the possibility
of selling from samples, and the importance of brand. In connec-
tion with this last quality it is important to notice that the use of
brands or trade-marks increases the manufacturer’s interest in his
control over his own products, inasmuch as his name isattached
tothem. From this, too, may stem his interest in methods of sale
used by both wholesalers and retailers, in price, in the statements
made by salesmen to consumers, in the types of retail outlets
selected by his wholesalers, in the credit terms which are extended
to consumers, and in the services and repair facilities which are
offered to the final purchasers.

Certain other characteristics of manufactured goods have some
significance for their marketing patterns. They have, of course,
no problem of seasonal production, and most types of manufac-
tured goods can be stored with safety. Frequently, however,
there is a hazard, not because of any deterioration in the merchan-
dise which may occur as a result of lapse of time, but because of
the obsolescence that follows upon style change.

Types of Manufactured Goods.—There are a number of possi-
ble classifications of those manufactured goods which are handled
by wholesalers. They are useful not for their names, but because
classification in this way is significant of the influence of different
types of merchandise on marketing methods. One type may be
marketed in one way, another type in another way.

Two classifications which are almost universally used are
consumers goods and industrial goods. Consumers goods are
goods sold to the ultimate consumer who uses them directly and
do=s not carry on any further productive process. To illustrate
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this type of merchandise, simply think of all the products you buy
in the course of carrying on your daily existence: food, clothing,
and shelter. Industrial goods are goods sold to industry where
they are used to further the productive process: factories,
machines, supplies, and equipment! are characteristic of this
type of merchandise.

There are a number of other classifications of goods which may
be helpful in guiding thinking about marketing methods. One
of these is the division of all merchandise into durable and non-
durable goods. Businessmen generally think of nondurable
goods as those which we consume within the space of one year,
and of durable goods as those which may last from a year to a
lifetime. Automobiles, houses, refrigerators, and radios are
typically listed as durable goods.

One class of merchandise is frequently spoken of by business-
men as semimanufactured products, goods which need further
processing before they are ready for sale to consumers. In this
respect semimanufactured goods may also be thought of as raw
materials for those factories which purchase them. Equipment
and supplies for industry are sometimes set aside as a separate
classification of merchandise.

One other classification may be mentioned at this point. This
is the division of consumers goods into convenience goods,
shopping goods, and specialty goods. This classification really
affects the relation between the retail store and the consumer, but
it is of significance to the manufacturer because it may help to
determine the type of retail distribution which he will seek to
secure, and so may affect his relations with and the use he makes
of wholesalers.

Channels of Distribution.—Despite the decline in the impor-
tance of the wholesaler in recent years, wholesalers continue to
handle the bulk of the merchandise produced and distributed in
the United States, and businessmen still regard as the “normal”’
channel of distribution the manufacturer to wholesaler to retailer
to consumer line.2 Consumers goods are bought almost entirely

1 Lester, Bernard, Changing Mcthods in the Marketing of Industrial
Equipment, The American Marketing Journal, July, 1936, p. 46.

3 A good discussion of the confused channels of distribution is found in
Corwin D. Edwards, The Struggle for the Control of Distribution, The
Journal of Marketing, January, 1937, p. 212.
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through retail stores. Manufacturers may sell to retail stores
in a variety of ways. They may sell direct through their own
salesmen. They may sell to wholesalers who in turn sell to
retailers. They may sell to wholesalers who then sell to other
types of wholesalers who in turn sell to retailers. Some manufac-
turers will at one time use several different methods of sale
because of their desire to reach a number of markets, or because
of the different conditions which prevail in different markets.
When a manufacturer wishes to have almost universal dis-
tribution, 7.e., when he wishes his merchandise to be sold in
practically all retail stores of a given type, he is likely to sell
through wholesalers. He does this because it would be very
expensive for him to employ a salesman to sell a single article
or a narrow line of products. The cost of maintaining that
salesman, in comparison with the amount of merchandise he
could sell, would be very high. One exception to this line of
reasoning is found in the distribution of merchandise at high
unit prices. The wholesaler, however, employs salesmen who
contact all stores of a given type and sell a great many products.
Under these conditions the cost of selling a single product is
small because the expense of maintaining each salesman is
allocated to the hundreds of products which he may have to
sell. A manufacturer may also decide to sell through whole-
salers if he wishes to reach retailers widely scattered over a large
territory. Here,again, the time consumed by the manufacturer’s
own salesmen ir traveling between retail outlets would result
in the incurring of very high sales costs, and again the costs are
reduced for the wholesaler’s salesmen who sell hundreds of prod-
ucts and make cach order a large one. A distribution policy
which illustrates an adaptation to market conditions is exempli-
fied in the decision of a manufacturer to sell dircet to large
purchasers and to turn small accounts over to wholesalers.
Direct Selling.—When a manufacturer produces a wide line
of products which are sold in the same outlets, he may decide to
sell direct to those outlets without using wholesalers. Where
hig salesmen resemble a wholesaler’s salesmen, in that they have
a number of products to sell, sales costs are distributed over a
wide line and add only slightly to the cost of marketing any one
product. The manufacturer may also decide to sell direct to
retailers if his product is large and expensive. In this case the
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cost of selling is offset by the high unit sale. Manufacturers of
perishable food products frequently sell direct but usually do
so only when their salesmen can sell a number of products to
the same outlets. This method of sale is employed because of
the perishability of certain food products and the manufacturer’s
unwillingness to entrust to the wholesaler his reputation of selling
only fresh goods. Occasionally, when a product requires an
unusual amount of service or repair work, the manufacturer will
sell direct to the retailer because of his unwillingness to entrust
to wholesalers that repair work which, if poorly performed, may
endanger the reputation of his product.

Selecting a Channel of Distribution.—Comparative costs are
an important influence in the selection of a channel of distribu-
tion.! In general, the manufacturer of one product or of a few
products that fall into the convenience-goods classification and
arc sold at low prices in numerous retail stores finds that the
wholesale channel offers low-cost distribution. The manufac-
turer of higher priced shopping or specialty goods often finds it
cheaper to sell direct to his retail customers, and he may select
this method of distribution to secure other advantages as well.
The manufacturer of a wide line of inexpensive convenience
goods may find it cheaper to sell direct.

Channels of distribution are not always determined on a com-
parative-cost basis, however. The desirability of controlling
quality or the selection of retail outlets may force a manufacturer
to sell to retail stores through his own sales force even when condi-
tions are such that distribution through wholesalers can be
effected at less expense.  Occasionally, when this situation arises,
a compromise solution is reached whereby the manufacturer
sells to exclusive wholesalers.? The agreement to grant to one
wholesaler sole rights to distribute a manufacturer’s products
within a specified territory usually carries with it a greater
degree of control by the manufacturer over the wholesaler's
selling practices. Under exclusive agency agreements, the manu-
facturer may be able to share in the selection of retail outlets

1 Much information on the costs of wholesaling can be found in U.S.
Department of Commerce, Bureau of the Census, Census of American
Business, Wholesale Distribution, Vol. VI, 1937,

' Weiss, E. B., and C. B. Larrabee, “How to Sell through Wholesalers,”
Chap. V, Harper & Brothers, 1937.
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and so control, through the wholesaler, the freshness of retail
stocks. Exclusive wholesale arrangements are often encountered
even in the marketing of specialty goods.

Problems arising in connection with the distribution of mer-
chandise in which style plays an important part, as well as mer-
chandise which requires extensive or carefully supervised
installation and repair service, frequently influence the selection
of channels of distribution. Comparative costs of distribution
through various channels must be regarded as a major influence
in the determination of marketing methods. But comparative
costs alone will not explain the scheme of modern marketing.
The factors just mentioned, quality and service, control the neces-
sity of speedy distribution of style goods and of supervising
installation and service; all influence the selection of channels of
distribution. Distribution through high-cost channels may be
forced upon a manufacturer because of the importance of one
or several of these influences for his particular type of merchandise.

Consumers Goods—Wholesale Markets.—The central whole-
sale markets for manufactured goods perform somewhat different
functions than do the central wholesale markets for farm prod-
ucts. Manufactured goods are generally uniform in quality.
Their distribution begins from large factories. Each producer’s
output marketed under his brand tends to be in the nature of a
semimonopoly product, in that it differs, however slightly, from
the products of other manufacturers. There is no need to
assemble merchandise from a number of small producers. For
all these reasons the process of concentration preceding distribu-
tion is not required for most types of manufactured products sold
to ultimate consumers, and the large wholesale markets serve
primarily, not as concentration centers, but rather as distribution
centers. ®

The major function of wholesale markets for manufactured
goods, therefore, may well be stated as that of easing the task
of distribution. Many manufacturers of similar products will
gather in the same city where adequate financing facilities and
suitable labor supply arec available. The location of the major
wholesale markets for these manufactured goods is determined
also by their relation to large groups of customers, and by the
presence of adequate transportation facilities. There are a
number of major wholesale centers located throughout the
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United States, each one serving a surrounding subsidiary terri-
tory. Some are very large cities and serve large subsidiary
territories, others are small and serve small territories; but in
each case the characteristic features of a city serving as a central
wholesale market are that it supplies the retail stores in the sur-
rounding territories, that it is a financial center,”and that trans-
portation lines flow from it into the surrounding area.

There may be a grouping by wholesale trades within each city.
To ease the task of buyers inspecting the offerings of various
wholesalers and manufacturers, sellers frequently locate their
salesrooms within a few blocks of each other; thus there have
grown up in many of our large cities distinct areas given over to
the practice of a variety of different types of wholesale business.
The wholesale produce sections in many leading cities and the
garment district in New York are examples of this type of prod-
uct grouping.

The Wholesaler of Consumption Goods.—The word “jobber”
is frequently used to denote a wholesaler. Until recently there
was some distinction in meaning between the two words. Usu-
ally ‘““jobber” was reserved to apply to a wholesaler who sold
direct to retail stores, while the word wholesaler was used to
apply to a businessman who sold to jobbers. At the present
time, common use of the two words has made them more or less
synonymous; the term wholesaler will be used here to apply to
any businessman engaged in distribution, buying from manufac-
turers and other producers and selling the merchandise he handles
to retail stores or to other wholesalers.!

Services of the Wholesaler to Retailer.—The major functions
performed by wholesalers? include the following: a.S\(’mbl.l-ll&
merclmndlse from many m‘mufacturon div 1dmg that merchan-

extonsion of crodlt, xTnH nmkmg doh\ery of merchandmﬁ to
re_t}_llgr_s The following may also be Tisted as subsidiary func-

14 A merchant middleman who sells to other middlemen and /or to indus-
trial and commercial users but who does not sell in significant amounts to
ultimate consumers.”—Report of the Committee on Definitions, The
National Association of Teachers of Marketing and Advertising.

? Beckman and Engle, op. cit.,, Chap. VIII, discusses these functions at
some length,



76 CHANNELS OF DISTRIBUTION

tions: furnishing advice and counsel to retailers, supplying

market news, and disseminating style information. As we shall
see, not all wholesalers perform all these functions, and if any
one function must be singled out as the dominant characteristic
of wholesalers, it should be that of buying in large lots from manu-
facturers and selling in small lots to retailers.

If a small retailer should attempt to purchase direct from
manufacturers in the quantities which he could sell to his cus-
tomers, he would soon find the expense of buying in this way to
be much greater than the expense of buying through a wholesaler.
He would find that manufacturers would be compelled to charge
him higher prices because their seclling expense would be sub-
stantially increased.! The cost of transporting merchandise
would be greater when a number of small shipments had to be
made, and many other expenses would increase in proportion.
Only the large independent retailers and chain outlets in the
grocery and drug fields, therefore, find it profitable to buy a
large per cent of their merchandise direct from manufacturers.
Manufacturers, in turn, find it profitable to sell merchandise
direct only to outlets which purchase in large quantities. This
practice is not uniform in all types of stores, however. Inde-
pendent clothing and shoe stores frequently buy direct from
manufacturers. They purchase in larger quantities, and the
risk of style change makes it desirable to shorten the time con-
sumed in distribution.

The importance of the assembly function performed by the
wholesaler may be gauged from the fact that many wholesalers
carry in their regular stocks from 10,000 to 30,000 different items
of merchandise. A grocery wholesaler normally carries in stock
all the merchandise which any of the stores he services may
sell. This means that his typical stock is much larger than the
inventory of any single retail grocery store. By purchasing
this large variety of merchandise in bulk, the wholesaler is able
to secure quantity discounts and other concessions from manu-
facturers. In this way the cost of assembly is materially less
than it would be for any individual retailer attempting to main-
tain contacts with all the manufacturers who produce the mer-

! Even the wholesaler is finding that some retailers place orders which
are too small to be worth while. Thus he has both ‘profitable” and
“unprofitable’” customers.
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chandise he sells. The reserve maintained by a wholesaler is
much less than the combined reserves of his retail customers
would be if they bought direct from manufacturers.

The next task of the wholesaler following the purchase of his
inventory is the division of the merchandise into the sizes, quali-
ties, and varieties demanded by retailers. He may buy in large
quantities, but he must sell in small quantities, and this process
frequently requires the breaking up of packages and cases in
order to meet the needs of his retail customers. Manufacturers,
of course, find it more convenient to ship in large quantities
because of the lower unit transportation costs, lower selling costs,
and savings in handling and in office costs. In their attemptto
carry on business with small stocks of merchandise and a highrate
of turnover,! retailers must purchase in small quantities and
reorder frequently,? sometimes in units of fractions of 1 dozen.
All these characteristies of the distribution process serve to under-
line the important part played by the wholesaler of any type of
manufactured produet. The wholesaler has still another func-
tion. He extends credit to his numerous retail customers. He s
in a better position to extend credit than 1s the manufacturer.
He knows his customers better, he is in closer touch with them,
and he has more information upon which to base his extension of
credit. His office is equipped to handle a great many small
accounts. The manufacturer who attempts to sell direct to
retailers often is prevented by distance from securing that inti-
mate knowledge of the affairs of small retail businesses which is
necessary for the wise control of credit. Nor would the manufac-
turer be able to rely exclusively on the reports of the commercial
credit agencies because he would find that a great many of his
retail customers were so small and their credit standing so poor
that on the basis of commercial reports he would have either no
information or only such information as would lead him to deny
the extension of credit. Very few retailers have sufficient capital

1 The number of times annually the merchandise inventory is replenished
and sold. Turnover or ‘“stock-turn’” may be computed by dividing sales
by average inventory.

2 For several years the retailer has been trying to increase his rate of turn-
over by cutting down the size of his inventory. This tends to shift the
burden of storage to the wholesaler. One writer has said that, since the
retail store is a place to sell, then storage must be performed elsewhere.
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to enable them to carry on their businesses without credit, how-
ever, and so again the wholesaler performs a very valuable
service in distribution, offering a service which few manufacturers
are in a position to extend as satisfactorily. In the past the
wholesaler has been inclined to be too liberal with his credit, with
disastrous results both to himself and the retailers involved.
A wise credit policy on the part of the wholesaler would work to
the advantage of both himself and his retail customers.

Many retailers also rely upon their regular wholesale supply
houses for advice and market news. The wholesaler,! through
his contacts with many other retail stores, is in a position to
report on the quantities, qualities, and styles of merchandise
which are being sold in other stores. He is in close touch with the
manufacturing markets, he knows price trends, and he has
advance information on the new offerings of manufacturers. A
number of wholesalers make a practice of advising their customers
on almost every phase of storc management. They assist in the
selection and arrangement of inventories. They aid in preparing
advertising and making sales plans, and they have been active in
securing the adoption of uniform accounting systems. Many of
these services have been developed by wholesalers in recent years
because they have realized that their existence depends upon the
success of the small independent retailer who nceds help to
strengthen his competitive position against the chain outlets. A
number of wholesalers have gone one step further and have
organized their retail customers into voluntary chains. In
chains of this type the retail stores are independently owned, but
central control and planning is offered to the stores by the whole-
saler serving as the directing unit for the voluntary chain.

The Wholesaler’s Services to the Manufacturer.—To appre-
ciate the nature of the manufacturers’ complaints about whole-
salers, it is important to understand the relationship between
them. We have already discussed the relation of wholesaler and
retailer; that which exists between wholesaler and manufacturer
is somewhat different.

1 Both wholesalers and manufacturers do educational work with retailers.
Since the manufacturer has a comparatively narrow line of goods, his edu-
cational program is inclined to place emphasis on these goods. The whole-
saler, who has a much more varied line, is less likely to have a biased
program unless he, like the manufacturer, is pushing his private brands.
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The wholesaler offers the manufacturer an established channel
of distribytion. He has a selling organization prepared to market
the manufacturer’s product. He has retail customers who
regularly purchase from him, and he knows the possibilities of the
entire market which he serves. It would cost the manufacturer
a great deal if he attempted to build a duplicate organization to
sell his product. Although the manufacturer in this position
would be well aware that it would cost him a substantial amount
to build such an organization, he would not be able accurately
to predetermine the exact cost of marketing through his own
organization, whereas he knows exactly the margin he must
grant the wholesaler who agrees to carry and sell his merchan-
dise. The rock upon which the wholesaler’s economy of opera-
tion is founded is this: that he spreads his cost of operation over a
great many items so that the unit cost of s of finance or
of selling is very low. The typical manufacturer selling one or
two products must let the entire cost of his marketing division
fall directly upon these few products. The cost per unit sold is
very high. The wholesaler’s services, therefore, are particularly
important in selling to small retailers and to retailers scattered
over a large territory.

The major criticisms made by manufacturers! are that whole-
salers do not scll merchandise but merely take orders, that they\
carry inadequate stocks, that they refuse to introduce new
merg ise, and that they pay little attention to working with
retailers in the development of sclling aids for retail stores.

In reply to these criticisms, it should be said that for the most
part the facts upon which they are based are true. Wholesalers
do not make aggressive selling agents. They do not introduce
new products well. Their salesmen are frequently little more
than order takers. But, given the conditions under which they
must operate, they could not perform many of these services to
the satisfaction of manufacturers and earn a profit. Rightly
used, wholesalers can be valuable aids in the distribution process,
but it should be kept in mind that the margins allowed them for
covering expenses and profits are small, and if they wish to remain
in business they cannot undertake the services which some
manufacturers would like to have them perform.

! Weiss and Larrabee, op. cit., Chap. 1. .
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Many manufacturers who understand the true function of
wholesalers use them solely for the regular service of small retail
stores. When these manufacturers have new products to intro-
duce, they send out missionary salesmen! who make calls directly
upon retailers and sell the new products, placing the orders with
the retailers’ regular wholesalers.? Manufacturers often main-
tain special promotional sales forces which regularly call upon
retail stores and assist retailers in planning displays of the
manufacturers’ merchandise. When manufacturers wish whole-
salers to make extra efforts in selling their products, they attempt
to interest them by special offers, extra margin, free deals, or by
the grant of exclusive selling rights in these territories.?

Manufacturers operate in way because they realize the
high expense which is attached to direct sale, except when the
manufacturer has a very wide line of merchandise, when he is
selling to a highly concentrated market, when the unit price of his
product is very high, when the nature of the merchandise requires
special safeguards forits quality, or when the services offered with
the merchandise are such that the manufacturer is unwiliing to
entrust them to a wholesaler.

Eliminating the Wholesaler.—We have already discussed some
of the conditions which bring about dircct selling by manufac-
turers to retail stores. Many of them are worth examining in
greater detail. The basic reason for a manufacturer’s attempting
to sell direct to retail stores is the desire to secure greater
cantrol over the sale of his product. This control can be
maintained only if the manufacturer himself sclls to the retail
stores. If he sells through a wholesaler, he loses contact with his
merchandise at the moment when title to it passes out of his
bands. The ultimate selection of a method of distribution will
depend, therefore, upon the degree of control which the manufac-

14A galesman employed by a manufacturer or wholesaler to contact
the customers of the middlemen who distribute his product or products.
This contact is usually for the purpose of developing good-will, creating
demand, but sometimes with the aim of taking orders for delivery by such
distributing middlemen.””—Report of the Committee on Definitions, The
National Association of Teachers of Marketing and Advertising.

3 Weiss and Larrabee, op. cit., Chap. XIV, presents a discussion of the
disadvantages of missionary salesmen.

3 The exclusive selling agencies are not common in the grocery field.
They are more often found in the dry-goods field.
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turer wishes to exercise over the sale of his product, together with
the comparative cost of selling through different channels. Other
considerations which may contribute to the decision are the finan-
cial resources of retailers and manufacturers, the character of the
product itself, and those trade customs which have been estab-
lishéd over a period of years.

It is important to realize that here, as elsewhere in distribu-
tion, a change in the agencies performing the marketing functions
does not eliminate a single function. If the manufacturer elects
to sell direct to retailers, he must himself perform every one of the
functions which would otherwise be performed by the wholesaler:
he must extend credit to retailers, he must carry adequate stocks,
he must make deliveries in small quantities, he must send his
salesmen to call on retailers, he must provide such merchandising
aid as the wholesaler usually offers, he must carry out every one
of the activities which are normally performed by wholesalers.
Unless he is selling a wide line of products, or products which
have high unit prices, there is an excellent chance that he will find
this cost of distribution rising under conditions of direct sale. He
may still choose to sell direct, even with higher costs, if direct sale
13 necessary for the essential control required by that type of
merchandise, or in order to prevent loss or the alienation of con-
sumers. Under these conditions, however, he will consciously
sacrifice profit for that control of the distribution process which
he believes necessary for the successful continued sale of his
product.

Types of Wholesalers.—There are a number of different
classifications of wholesalers which are commonly used. Whole-
salers may be classified by the types of products which they sell,
as grocery wholesalers or hardware wholesalers; by the volume of
their business; by the extent of the line handled, as general whole-
salers and specialty wholesalers;! by the size of the territory in
which they operate,? as national wholesalers, sectional whole-
salers, and local wholesalers; and by the types of services which
they offer, as full-service wholesalers and limited-service
wholesalers.

1 The general wholesaler in the dry-goods field carries a full line of dry
goods. The specialty wholesaler in that field specializes on a portion of the
line earrying only piece goods, for instance.

1 Beckman and Engle, op. cit., pp. 209-216.
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In recent years there has been a pronounced trend away from
that type of wholesaler who sold throughout the entire country,
the national wholesaler. One of the outstanding examples of this
type of wholesaler was Marshall Field & Co., which recently
discontinued its wholesale business. Executives of the company,
in explaining the action, stated that the function of the national
wholesaler was rapidly declining and that the firm was doing
little more than filling small orders for a scattered group of small
retail stores. They estimated that during the previous 15 years
there had been a decline of 44 per cent in the volume of purchases
from wholesalers.

At the present time the interest of retailers is in getting quick
deliveries of small orders from wholesalers. The type of whole-
saler best prepared to offer this kind of service to retailers is the
local wholesaler! who serves the small area around his warehouse.
Wholesalers of this type are widely used by manufacturers of
nationally advertised merchandise. They have low costs of
operation, and they are in close touch with customers in their
own territory. They are in a position to offer quick delivery
service and so to assist their retail customers in carrying on busi-
ness with very small stocks of merchandise.

The greatest amount of wholesale business is handled by local-
service wholesalers who perform most or all of the functions nor-
mally reserved for wholesalers. A number of merchants in this
classification have opened separate departments on a reduced
service basis to compete with the lower cost wholesalers who sell
on a cash-and-carry basis.

Special Types of Wholesalers.—There are many types of local
wholesalers who can be conveniently classified by the services
which they offer. There are drop shippers who operate without
warehouse stocks and, therefore, at low costs of operation.
Wholesalers of this type take orders from retailers and place these
orders with manufacturers who ship direct to retailers.? Shipping
merchandise in small lots to retailers, of course, somewhat
increases the expense of distribution for the manufacturers.

1 The local wholesaler is the most important type, numerically. He, also,
is of increasing importance in the total volume of sales.

* Every wholesaler makes drop shipments occasionally. The term ‘‘drop
shipper” is applied to those wholesalers who do most of their business in
this way.
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Another type of wholesaler is the cash-and-carry wholesaler.
This type of merchant carries goods in stock for sale on a cash
basis. Retailers who purchase from him call for their own
merchandise. Distribution costs are substantially lower for
wholesalers of this type, and they are frequently found in the
distribution of such products as confectionery, soft drinks, and
fresh fruits and vegetables. Through patronizing cash-and-carry
wholesalers, retailers may purchase for less and so place them-
selves in a better position to meet the competition of chain stores.
The cash-and-carry wholesaler has seldom irritated the manufac-
turers of advertised brands by pushing his own private brands.
Neither the drop shipper nor the cash-and-carry wholesaler elimi-
nates any of the functions of the wholesaler. They simply shift
these functions to others. For instance, the drop shipper shifts
the storage function to the manufacturer while the cash-and-carry
wholesaler shifts the delivery function to the retailer.

Another specialized type of local wholesaler is the wagon
jobber.! This type of wholesaler usually carries only a few prod-
ucts and makes frequent calls on retailers. He operates his
own trucks and sells to retail stores from his trucks, making
deliveries and collections as he sells. His costs of distribution
are rather high, but wholesalers of this type have been popular in
the distribution of semiperishable food products which deteriorate
with storage. He enables the small retailer to keep fresh stock
on his shelves and to buy in small quantities frequently, thus
speeding up his rate of turnover.

A small amount of merchandise is sold through ecatalogue
wholesalers.?  As the name implies, catalogue wholesalers solicit
the major part of their business by mail. Since this is a rather
inactive method of sales promotion compared with the use of
salesmen by other types of wholesalers, they have not been very
successful and sales have been confined generally to country
dealers and to very small merchants. Their costs of operation
have been high, which accounts, in part, for their declining
importance.

1 McFadden, R. W., A New Step in Food Wholesaling, The Nation’s Bust-
ness, January, 1933.

2 Butler Brothers is an example of the catalogue wholesaler. Their
catalogue “‘Our Drummer’’ for over 50 years served as the buying guide for
many small-town merchants.
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Industrial Goods.l—The importance of direct-selling methods
in the marketing of industrial merchandise has already been
discussed.? Wholesalers find a place in the distribution of indus-
trial goods usually when products are in general demand and when
they are standardized. They are commonly used to distribute
supplies which may have a market in almost every factory. In
general, the same conditions govern the use of wholesalers for
industrial goods which apply to wholesalers dealing in consumers
goods. They are used when they sell to many purchasers, when
the average unit of sale is small, when the merchandise dealt in is
standardized, when the individual buyer has a doubtful credit
standing, or when the product handled does not need aggressive
selling.

There are in the industrial-goods classifications a number of
broad types of wholesalers. There are mill supply firms which
tend to specialize in the sale of a relatively limited line of mer-
chandise which finds a market in the area adjacent to the supply
house. They sell to industrial consumers and offer such typical
wholesale services as storage space, delivery, salesmen, and the
maintenance of sufficient inventory to satisfy most of the needs
of their customers. They assume credit risks for the manufac-
turer and are prepared to meet the immediate needs of their
customers for supplies and equipment. As in the use of whole-
salers of consumers goods, purchasers who deal with mill supply
houses secure quick deliveries and are able to operate with smaller
stocks. They have access to market news; they purchase in
small quantities; and they are certain of being supplied with
adequate services and repairs.

There are also a large number of specialized merchants engaged
in the wholesaling of industrial goods. Some of these handle
only a single type of merchandise, such as the wholesalers of
chemicals or steel. There are others who handle several lines
of merchandise which are related because they are sold to the
same industry, e.g., the distributors of railroad equipment and
supplies. There are others who may handle a great number of
items, which, however, are closely related and which may be

! Beckman and Engle, op. cit., Chap. X.

Elder, R. F., “Fundamentals of Industrial Marketing,” McGraw-Hill
Book Company, Inc., 1935.

2 See Chap. VII of this text.
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sold to a number of industries, as the wholesalers of electrical
supplies.

Functional Middlemen.—Other types of middlemen are active
in the wholesaling of manufactured goods. They are occasionally
called “functional middlemen.” They operate in and assist the
distributive process without taking title to merchandise, and
this point constitutes their chief difference from the types of
wholesalers described above who, in general, assume the risks
of ownership. There are selling agents, manufacturers’ agents,
and brokers. There are middlemen who represent buyers, some-
times known as “resident buyers.” There are agencies, such
as the advertising concerns, which contribute to the marketing
process and which, perhaps, can best be classified in this mis-
cellaneous group of functional middlemen who do not take title
to merchandise. All these types of middlemen perform valuable
services. Their functions are an integral part of the marketing
process, and we know that without them their functions would
have to be taken over by either the manufacturer or the retailer;
they could not be totally eliminated.

Selling agents,! one of the important types described above,
are very active in the textile trade and canning industry. They
offer financial assistance to the mills whose products they sell
and may occasionally extend their control and guidance to prob-
lems of production. In the textile trade they frequently render
the mills fashion information and keep them abreast of other
market news. They are commonly paid on a commission basis
and usually have exclusive selling rights for the products of their
principals. They handle the output of a number of noncom-
peting manufacturers who are producing articles of the same
general line. In recent years there has been a pronounced
tendency toward integration in the marketing of textile products.
As a result of this movement, selling agents have frequently
become the selling departments of integrated producing and
marketing corporations.

Manufacturers’ agents represent an intermediate stage between
the independent selling agent and the controlled selling depart-
ment of a manufacturer. They usually are financed and con-
trolled by the manufacturers whom they represent. They, too,
handle related lines of merchandise, but merchandise which is

1 Also spoken of as ‘‘selling houses.”
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noncompeting. Usually they have exclusive selling rights in a
limited territory, and their authority over prices and terms of
sale is limited by the agency contract. Manufacturers frequently
turn to this method of selling when their line of products is
somewhat too narrow to stand the expense of direct sale. The
wmanufacturers’ agent, by spreading his costs over a wider line
of merchandise, is able to reduce the selling costs allocated to
each unit. Both the selling agent and the manufacturers’ agent
represent the producer or manufacturer.

Brokers are frequently found in the distribution of manufac-
tured products. They usually specialize in a particular type of
product and are very important in the sale of food products.
Brokers are frequently used in industries where the producers
are small and widely scattered. Located in the leading markets,
they maintain continuous direct contact with large purchasers
and for a relatively small commission are successful in placing
the production of a large number of small factories. Brokers
may be found to represent either buyers or sellers or both. They
are primarily go-betweens with little power over prices and terms
of sale.

Resident buyers! commonly represent buyers rather than
sellers and are frequently employed by retail stores for the pur-
pose of maintaining continuous contact with manufacturers and
wholesalers in the leading markets for department-store mer-
chandise.? They provide for their member stores a continuous
flow of information with regard to styles and prices, assist buyers
when they are in the market, make in-between purchases upon
order from the member stores, and follow up deliveries. In some
cases they combine orders of retailers to get better purchase
prices. They are divided into two types: those who operate on
commissions and those who are known as “paid’’ buyers sup-
ported by annual fees from the member stores.

The last specialized type of middleman to be mentioned is the
advertising agency. Beginning as the representative of the pub-
lishers, the advertising agencies have become purveyors of ser-

1In the hardware trade such buyers are called ‘‘purchasing agents.”

2 Almost all department stores with sales of $500,000 or more are
represented on the New York market by resident buyers. The very largest
department stores frequently dispense with the services of a resident buyer
and maintain their own buying offices in New York.
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vice for companies which wish to advertise. Their activities
have extended in recent years to the provision of merchandising
advice, to the supervision of market research, to the preparing
of copy and layout, and to the checking of results in terms of
sales.

Wholesaler Sponsorship of Private Brands.!—The growth of
the practice of private branding is directly connected with the
relation of wholesalers to manufacturers and wholesalers to
retailers. The ownership of a brand name carries with it exten-
sive control over marketing policy. The common situation in
distribution, with brand names owned by manufacturers, left
wholesalers in the position of buying and selling merchandise
under conditions of limited authority. To strengthen their
positions and in part to increase their profits, a number of
wholesalers in different trades have developed private-brand
merchandise.

They contract with manufacturers to produce this merchandise,
but the brand names under which the merchandise is offered to
retailers and consumers are owned by the wholesalers. They
dictate distribution policies, and they retain the power to change
manufacturers or to vary product, design, or package.

This practice has been an added irritant to manufacturers in
their dealings with wholesalers. They complain that whole-
salers instruct their salesmen to sell private-brand merchandise
first and manufacturers’ brands second. One frequently encoun-
ters the statement that the distribution of manufacturers’ brands
is sabotaged by wholesalers intent on increasing the sale of
merchandise under their private-brand labels.

In defense of the wholesalers it should be pointed out that their
own business lives have frequently been jeopardized by manu-
facturers who have retained the right to sell direct to the most
profitable accounts, leaving to wholesalers the smaller and less
attractive customers. Wholesalers have, from time to time,
lost the opportunity to profit from the sale of popular merchan-
dise when manufacturers have rearranged distribution policies,
changing from indirect to direct sale. They have often been

1 “Commonly and loosely used to designate a middleman’s brand as
distinguished from a manufacturer’s or producer’s brand.”—Report of the
Committee on Definitions, The National Association of Teachers of Market-
ing and Advertising.
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hampered by restrictions set up by manufacturers, by rigid price
policies, and by indiscriminate competition fostered by manu-
facturers intent on increasing sales volume at all hazards.

It is difficult to view the development of private brands as
other than a normal competitive device. This appears to be
true, despite the fact that for individual business concerns the
results may be disastrous or disruptive of long-established busi-
ness relationships. The control over the market which is assured
by the ownership of a popular brand with a sound reputation
invites the weaker participants in the marketing process to
strengthen their positions.



CHAPTER VI
THE COOPERATIVE MOVEMENT

““The cooperative movement offers the American farmer the only
solution to the depression which has been with him continuously since
1920, and, at the other end of the marketing process, consumer-owned
cooperative stores offer guaranteed quality standards at lower cost,
retaining for consumers the normal profits of middlemen.”

‘‘American farming and American business have been built on the
basis of individual ownership and individual initiative. The coopera-
tive movement is a foreign importation which can never live successfully
in this country. We don’t need it, and we don’t want it.”

The History of Cooperation.—One of the most interesting of
the current developments in marketing in the United States
is the growth of the cooperative movement. The movement has
received enthusiastic support, and it has been attacked bitterly.
It has been made the subject of investigation by both public
and private agencies. Government commissions have been dis-
patched to study the European cooperatives and have filed
lengthy reports on their findings. Private business has “viewed
with alarm’’ the growing strength of the cooperative idea. Its
supporters have attempted to rebut the attacks by calling atten-
tion to the gains won for both producers and consumers by
wisely administered cooperation. It seems safe to say that in
the years ahead those engaged in distribution cannot afford to
fail to study the cooperative movement, its origin, its advantages,
its weaknesses, the position it occupies in marketing, and the
place its supporters may win for it in the future.

Cooperation in its broadest sense is as old as human society.!
Man, by his inherent weakness, was forced to rely on communal
organization, mutual help, and collective action so early in his
existence that the roots of the cooperative idea are found at the
very base of human history. Actual documentation of coopera-
tive action is available to trace its history from ancient Greece to

! Bakken, Henry H., and Marvin A. Schaars, * The Economics of Coopera-
tive Marketing,” Chap. II, McGraw-Hill Book Company, Inc., 1937.
89
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the present day. This long historical perspective has great inter-
est. For closer and more factual study, however, it is convenient
to regard the modern cooperative movement, like modern market-
ing, as one more of the main offshoots of the economic upheaval
which followed the industrial revolution.

In this sense cooperative marketing probably had its beginning
with the Danish producers’ cooperative movement in the mid-
nineteenth century and with the consumer cooperative group
organized by a group of weavers in Rochdale, England, at about
the same time. After some early difficulties the movement grew
rapidly in both countries and was followed by similar organ-
izations in a number of other countries. In Sweden and England
particularly, the consumer cooperative movement has had tre-
mendous popularity and has gone through a process of integration
both horizontal! and vertical.? Beginning with retail stores
under cooperative ownership, the movement has expanded to
include a wholesale business and the ownership of factories
producing merchandise sold in the retail stores.

In Denmark “nine-tenths of the butter, nearly nine-tenths of
the bacon, one-fourth of the exported eggs, two-fifths of all seeds,
two-thirds of the imported foodstuffs, one-third of the imported
fertilizer, and one-fourth of the exported cattle are handled by
the thousands of Danish farmers’ cooperative associations. . . .
A fair proportion of the retail trade in many European countries
passes through cooperative channels, to wit, onc-fifth of the
Danish, one-fourth to one-third of the Finnish, one-seventh of the
British, and one-tenth of the Swedish.”3

The cooperative movement has been very late in starting in
this country.* At the present time there is fairly extensive use of
cooperative marketing in agriculture, but the consumer coopera-
tive movement is rather small and insignificant, although it gives

some promise of increasing. It is interesting to speculate on the

! The association under common ownership of & number of firms per-
forming similar operations.

? The asgociation under common ownership of a number of firms operat-
ing in the successive phases of an industry, as the common ownership of
iron-ore deposits, coal mines, steamships, railroads, steel mills, etc.

? Bakken and Schaars, op. cit., p. 78. Chapter IV discusses Cooperative
Marketing Abroad in recent years.

$ Ibid., Chap. III.
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reasons for the popular growth of the cooperative movement in
many foreign countries and the absence of that growth in the
United States. There is, of course, in this country the presence
of a general feeling favoring individual initiative in both business
and agriculture. The farmer, especially, has been an indi-
vidualist who has not wanted to have his individual freedom
curtailed; consequently he has been willing to cooperate only
when hard times forced him to. There is an absence of a cohesive
racial group which has been found to be a desirable aid in the
development of a strong cooperative movement. But perhaps
more important has been the presence until very recently of an
expanding frontier and of general farm prosperity. The profits
from the appreciation of land value often were more important
than the profits from farming. In many cases, of course, the
profits from farming alone were substantial and American farmers
felt little need to organize cooperatively in order to improve their
economic status. More recently, since the onset of depression
conditions for agriculture beginning about 1920, the cooperative
movement has gained measurably in popularity and has fre-
quently been supported by government aid. It will probably
continue to gain in the future, although it is impossible at the pres-
ent time to forecast the extent of its potential future expansion.

The Use of Cooperative Marketing Methods.—The use of
marketing cooperatives is comraon throughout the field of agri-
culture. They are especially numerous in the marketing of
grain, livestock, many fruits and vegetables, and dairy products.
In distributing these products, they replace private marketing
agencies or fill in where private marketing agencies have failed to
provide the necessary and economical distribution of farm
products. The activities of the cooperative organizations have
included serving as selling agents for farmers, supplying accurate
market information, and promoting the establishment of quality
standards. They have frequently gone on to furnish storage,
insurance, and financing services.

The single major objective of cooperative marketing has been
to increase the efficiency of the marketing process. It has been
hoped that higher prices might be sccured for farm products
marketed through cooperative associations, that the profits of
middlemen might be retained for the members of the associations,
that wider and more numerous markets might be tapped, and
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that the purchase of farm supplies might be carried on through
group buying at lower prices. Through the handling of larger
volume, the cooperative associations have secured many of the
advantages possessed by the large-scale individual wholesale
distributors of farm products, and so have become more effective
marketing agents than the individual farmer operating alone.
Through the employment of experts in both production and
marketing, the cooperative associations have been able to counsel
the farmer on his production and marketing procedures.

To further these objectives,! many cooperatives have been
active in improving the grading process, in branding merchandise,
and in carrying on extensive sales promotion programs? to
stimulate consumer purchase by brand of established quality
standards. Some of the cooperative associations have sponsored
processing activities in order to develop the markets for the
products of their members. They have secured for farmers
improvements in packing, storing, transportation, delivery, and
credit.

Organization of Cooperatives.—There are a number of different
types of cooperative marketing associations which may be classi-
fied on the basis of stock ownership, on the basis of size, according
to the type of member affiliation, or according to their structure.
All, however, operate under the same general methods of control
and with similar objectives. The necessary capital may be
secured by selling stock to the members, by borrowing from banks
or the general public, or by membership fees.? Control, however,
is retained by the members through their voting privilege. It is
customary to limit the voting privilege by the rule of one vote
per member, regardless of the amount of stock held, and to limit
the amount of stock that any member may own. Whatever
the limiting device, the general purpose is to retain a pure
democratic ownership and control so that no single large producer

! Malott, D. W., “Problems in Agricultural Marketing,” pp. 197-207,
McGraw-Hill Book Company, Inc., 1938. This case discusses the activities
of the American Cranberry Exchange, showing how it carries out the objec-
tives of cooperative marketing.

3 Ibid., pp. 261-270. This case discusses the sales promotional activities
of the Calavo Growers of California.

3 Bakken and Schaars, op. cit. Chapters XIV, XV discuss at length
methods of financing cooperatives.
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may dominate the cooperative association. Earnings usually
are distributed on the basis of the patronage of each member, a
practice which lies at the heart of the cooperative idea and sharply
distinguishes its practice from that followed in private business.
The more progressive associations have set up conservative
accounting standards. They maintain reserves for losses on bad
debts, depreciation, and obsolescence, and are adequately financed
to handle any unforeseen contingencies. They have received
substantial financial assistance from the government under the
provisions of the Agricultural Marketing Act of 1929, through the
Intermediate Credit Banks, and under the Farm Credit Act of
1935.

The management of the cooperative association is usually
placed in the hands of salaried employees. In the early history
of the cooperatives this was often a source of great weakness
because cooperatives were unwilling to pay the salary required to
attract skillful managers. The farmer was not accustomed to a
large cash income himself, and so did not feel justified in paying
an adequate salary to a hired manager, nor did he see the need for
getting a man of ability to manage his cooperative. In recent
years he has begun to recognize the importance of securing
adequate managerial talent and the necessity of offering a suitable
compensation for that talent. The manager is normally responsi-
ble to a board of directors who are voted upon by the members
of the cooperative group on the usual basis of one vote per mem-
ber. In the small local associations this position has often been
a part-time job.

One of the several types of cooperatives has become widely
known as the “local cooperative marketing association.”” Asso-
ciations of this type are usually made up of farmers raising a
single product and located in a limited area which makes possible
close and frequent contact. The local association assembles
goods from its members and ships the products to market. It
may purchase products outright from members, pool the mem-
bers’ crops, or market crops on an agency basis. Frequently it
counsels on production problems and grading difficulties and
cooperates with government officials in improving methods of
production. It replaces in the independent marketing process
the local buyers who purchase from farmers and ship to whole-
salers in the large central markets.
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Local associations of this type have a number of limitations
which grow out of their small size. Because of this small size
they do not have a volume of business to give them much bar-
gaining power. They are usually in no position to brand the
products of their members or to advertise those products widely,
nor can they develop extensive marketing organizations which
may include such facilities as the ownership of terminal marketing
space, warehouses, and the provision of elaborate selling staffs.
Frequently inadequately financed, they are unable to provide the
research and managerial skill which the larger associations are
in a position to offer.

When well managed, however, they may secure for their
members a number of benefits. They may retain the profit
ordinarily earned by private shippers, and divide this among
the members in the form of a patronage dividend. They have
successfully introduced grading, and they have been instrumental
in maintaining adequate supervision over grading in order to
secure satisfactory quality standards. They have encouraged
farmers to increase their production of the variety and quality
most in demand, and they have realized whatever economies could
be secured by quantity marketing. In gencral, however, they
have been more successful in making producers cognizant of
the exact nature of consumer demand and in guiding their efforts
to satisfy that demand than they have been in controlling the
quantity produced. All these benefits have not been obtained
by every organization or even, perhaps, by any single organiza-
tion. They include the possible gains which the cooperative
movement has demonstrated can be secured, some of which have
been won for the members of almost every well-managed coopera-
tive marketing organization.

The local cooperative associations are usually simply organized
by individual producers in a small area with an interest in one
product. By far the greatest number of cooperatives are
locals. The cooperative creameries scattered throughout the
north central area in this country are typical of the local coopera-
tive marketing associations. The local livestock shipping
association is one of the simplest as well as one of the most
common forms of local associations. Representative local
associations are also widely found in the handling of grain and
in the marketing of fruits and vegetables.
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The federated associations are composed of a large number of
local organizations, with the central agency under the control
of the local organizations. The individual producers hold
membership in the local organizations which in turn are members
of the federated associations. The central agency is of great
assistance when the products are sold in a number of markets;
their larger size and greater strength are advantageous in dealing
with purchasers. Through their large organizations they are
in a position to maintain adequate representation in the central
markets and to carry on sales promotion efforts designed to
increase the consumption of their products.!

The California Fruit Growers’ Exchange is perhaps the best
known of this type of cooperative association. It is composed
of more than 200 local marketing associations grouped into 26
district exchanges. Control is vested in the agents representing
the district exchanges. The exchange has built up a large sales
organization, maintaining district offices in 57 of the larger
markets. It has aided the members to standardize the sizes and
quality of their fruits, and it has conducted very extensive pro-
motional campaigns which have been effectivein increasing the per
capita consumption of citrus fruits throughout the entire country.

The third type of cooperative marketing association is the
centralized association. This organization is distinguished from
the federated type by the centralization of control at the main
office. Individual producers belong directly to the central
association rather than to the federated groups which in turn
support the central association. Associations of this type usually
cover a very wide territory and ship from many local points.
Frequently there is a contractual relationship between individual
members and the central association. By reason of its size,
the centralized association is able to maintain representation in
the largest markets and to engage in extensive advertising. The
Washington Cooperative Egg and Poultry Association is an
example of a centralized association. Approximately 18,000
members own stock in this association.

The Government and Agricultural Cooperation.—Perhaps more
than any other type of marketing institution, agricultural cooper-

tLearned, E. P., “Problems in Marketing,” pp. 164-170 McGraw-Hill
Book Company, Inc., 1936. This case discusses the sales policies of the
LandO'Lakes Creameries, Inc., a federated association.
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ative associations have required government aid both for clarity-
ing puzzling legal situations and for offering counsel and financial
assistance during the period of initial organization. During the
latter half of the nineteenth century numerous states enacted
legislation authorizing the incorporation of cooperative marketing
associations. Federal laws were delayed, and the legal position
of marketing cooperatives in interstate commerce was not
clearly established until 1922. Supplementary legislation fol-
lowed leading up to the Agricultural Marketing Act of 1929 which
provided, among other things, a revolving fund of 500 million
dollars from which loans were to be made to cooperative
associations.

Ever since the passage of the Agricultural Marketing Act of
1929 the Federal government has been actively assisting the
formation and operation of cooperative marketing associations.
The Federal Farm Board and, more recently, the Farm Credit
Administration have worked to merge local and regional coopera-
tives into national cooperatives and have had the further objec-
tives of increasing the bargaining power of farmers through their
cooperatives and of stimulating better merchandising methods.

Independently and with the support of governmental agencies,
the agricultural cooperative movement has had a very extensive
growth in this country. The California Walnut Growers’ Asso-
ciation regularly markets about 85 per cent of the country’s
walnut crop. The California Fruit Growers’ Exchange handles
almost 75 per cent of the citrus fruits produced in California and
Arizona. About 15 per cent of the cotton grop, 35 per cent of the
butter, and 30 per cent of the Florida citrus fruit crop are sold
cooperatively.!

Through the cooperative marketing associations producers
have been benefited by their retention of the middlemen’s
profits; by increased business efficiency; by improved methods
of growing, packing, and shipping developed by the cooperative
sponsorship; and by the grading and standardization of their
products. The fruit cooperatives, in particular, have been
successful in improving the methods of production used by their
members.

1 Fetrow, Ward W., Cooperative Marketing of Agricultural Products,
Farm Credit Administration, Cooperative Division, Bulletin 3, 1936. Also see
J. G. Knapp and J. H. Lister, Cooperative Purchasing of Farm Supplies,
Farm Credit Administration, Cooperative Division, Bulletin 1, 1935.
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Elements of Strength and Weakness in Cooperative Marketing.
The major weaknesses of the cooperative marketing associations
have centered around the difficulties of controlling the supply
of farm products, difficulties which also constitute a problem
for individual farmers selling independently. The cooperatives
have made spectacular gains in quality control and in the develop-
ment of orderly marketing methods. They have not succeeded
in developing control of the quantity supplied and, therefore,
have not been entirely successful in extending their control over
price movements.

More orderly marketing of seasonal farm crops has been a
major benefit derived from the cooperative marketing movement.
Operating with the aim of shipping merchandise to the right
place at the right time and selling for the right price, cooperatives
have eased the distribution of perishable products and have
been instrumental in avoiding the gluts and dearths which create
major price fluctuations in our leading markets. They have
placed their financial strength at the assistance of individual
farmers who would otherwise be forced to dump their crops at
harvesttime without regard for the prevailing price. They have
provided storage facilities and financial assistance to make
possible the carrying of perishable and semiperishable products
and the diversion of crops from poor to good markets.

They have been successful also in securing some reduction
in the costs of marketing. These savings have proceeded from
the lower cost of quantity handling as it affects storage, freight
rates, and packaging. They have not, however, reduced the cost
of distribution as much as many of their supporters expected,
since, here as elsewhere in marketing, a change in the agent
performing the marketing functions does not necessarily include
a change in the functions performed. Thus the substitution of
cooperative marketing associations for independent middlemen
does not eliminate the necessity of performing the functions
performed otherwise by the independent middlemen. Savings
result only from the more efficient performance of the same func-
tions by the cooperative or from such economies as may proceed
from mass distribution.

The major elements of weakness in the cooperative marketing
movement have centered around three points: inadequate man-
agerial skill, lack of support by the members, and failure to
extend control over the product. Cooperatives have also
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failed when they were organized to serve a need which did not
exist, 7.e., when marketing through independent middlemen was
efficient and economical. Lack of loyalty on the part of the
members and the failure to secure a sufficient volume of business
necessary for efficient management have often been partly
responsible for their lack of success. In some cases farmers have
been reluctant to agree to the pooling of their products necessary
for the success of cooperative marketing. In certain cases
failure to standardize the products has handicapped the coopera-
tive associations. In others, the attempt to market through a
single cooperative the products of a number of widely scattered
producers without a common interest has ended in failure. Mem-
bers sometimes expect too much from their cooperatives and
become disloyal when their expectations are not realized. Mem-
bers are often unwilling to sacrifice present profits in order to
build future financial strength. A great many of these difficulties
can be gathered together under the heading of insufficient man-
agerial skill. In part this has been due to the unwillingness of
cooperative members to pay salaries high enough to attract skill-
ful managers. Again it has been due to unwillingness to grant
the managers administrative freedom. In part, it has been
due to the failure to realize how much capital was needed for
successful organization and operation. At times, it has been
due to the failure to build adequate reserves for unforeseen
contingencies.

The successful associations have usually centered their activi-
ties around the marketing of one product or a few closely related
products. They have strengthened both the desire and the need
for cooperative group action. Their members have known both
the possibilities and the limitations of cooperative action, and
they have realized the importance of managerial skill and the
necessity for building adequate financial reserves. Against this
background a number of the largest associations have developed
very extensive and complex marketing programs. They have
maintained permanent agencies in the large central wholesale
markets, and they have also secured the profits obtained by
brokers, commission men, and wholesalers. They have adver-
tised widely to stimulate consumer demand for their products.
They have established and maintained grades, and they have
asgisted producers to offer crops suitable for marketing under
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these standards. They have brought to the market giant bar-
gaining power which has been instrumental in securing for their
members higher prices. They have improved marketing meth-
ods. They have established warehouses and storage plants,
and they have acquired great skill in transferring products
between markets in order to insure a continuous supply sold at
the highest possible prices in all the wholesale markets.

One of the important instruments employed by the cooperative
associations in developing their marketing programs has been
the pooling process.! Here the products of all the farmers in
the cooperative are grouped together and offered for sale by the
cooperative without regard for individual ownership. Each
farmer’s crop is lost in the group, and he receives the average
price sccured for the entire pool for that particular quality of
product in proportion to the amount he contributed to the pool.
Pools may be organized on a daily, weekly, monthly, or yearly
basis. Pooling offers an opportunity to spread marketing risks
among farmers on what may be termed a self-insurance basis.
Because of the larger volume handled, it gives the cooperative a
more commanding position in marketing with a greater control
over prices. Objection to pooling is frequently raised by mem-
bers who think that, if they retained control over the marketing
process, they would have received prices higher than the average.

Consumers’ Cooperative Stores.—The fundamental laws
developed by the Equitable Pioncer Society of Rochdale, Eng-
land, almost 100 years ago are still generally in use today as
the basis for all types of consumers’ cooperatives throughout the
world. They embrace the following principles: one vote per
member; open membership; fixed rate of interest paid on invested
capital, but no dividends paid on invested capital; surplus
savings to be used (1) for the establishment of a reserve fund, (2)
for conducting educational work among members, (3) for pay-
ment of dividends in proportion to the amount purchased during
each annual period; and, finally, the business to be run primarily
for the service of the members.

The growth of the consumer cooperative movement through-
out the world has been impressive. Cooperative societies in
38 countries have formed an international alliance with which
are affiliated almost 100 million members. The societies have

1 Bakken and Schaars, op. cit., Chaps. XVI, XVII.
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grown beyond the operation of retail stores. In many cases
they have extended their control over wholesalers and have even
organized their own factories to produce certain types of mer-
chandise which were not available or which were believed to be
inadequately supplied by independent manufacturers.

In the United States the growth of cooperative stores has been
much less rapid. Although the first cooperatives were organized
as early as 1845, even at the present time their share of the retail
trade is very small. The most recent estimate is that there are
approximately 6,600 cooperative consumer organizations in the
United States with a total annual volume of about 365 million
dollars. Much of this growth has occurred within the past
5 years.

The reasons for the slow growth of consumers’ cooperatives
in the United States! are generally similar to those responsible
for the relatively slow development of producers’ cooperatives:
the absence of an integrated racial or social group, poor manage-
ment, failure on the part of the members to realize the possibili-
ties and weaknesses of cooperative undertakings, and, perhaps
most important, the presence in this country of a large number
of chain stores organized on a more eflicient basis than inde-
pendent stores in other countries. The incentive to organize
consumers’ cooperatives in order to provide better merchandise
more cheaply has been lacking, and the movement has progressed
recently only under the stimulus of a severe depression.

The consumers’ cooperative movement rests upon the same
basis as does the producers’ cooperative. Consumers coopera-
tive stores must perform the same functions as do independent
stores, and unless they can perform those functions more cheaply,
they will not realize as large profits for their members or be able
to offer merchandise at lower prices.? They have, of course,
certain advantages which may result in economies in operation.?

! Drury, J. C., Consumers’ Cooperation, The Journal of Marketing, April,
1937, p. 385.

2 Palmer, J. L., Can Consumer Cooperation Correct Important Defects
in Marketing? The Journal of Marketing, April, 1937, p. 390. A pessi-
mistic view of the cooperative’s ability to strengthen the weaknesses of
present marketing methods.

3Schmalz, C. N., “Operating Results of Consumer Cooperatives in the
United States in 1937,” Harvard University Graduate School of Business
Administration, Bureau of Business Research, Bulletin 108, 1939.
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With the patronage of their members secured, they do not have
to set aside a portion of their sales for advertising. In many
cases the members may be willing to forgo certain services, such
as delivery and credit, which they would expect and demand
in an independent store in which they had no ownership interest.
Cooperatives may operate successfully in inadequate and out-of-
the-way locations which would not be available for independent
stores which must have central locations in order to attract
consumers. Most consumer cooperatives can be placed in one
of three groups:! (1) food store cooperatives, (2) general store
cooperatives, and (3) farmers’ supply cooperatives.

Increasingly in the last few years, attention has been directed
to the possibilities of consumer cooperation. With govern-
ment aid, and supported by a more active consumer movement,
its future progress may well prove to be much more rapid than
its past history would indicate. Throughout the cooperative
movement, however, for both producers’ and consumers’ coopera-
tives, success must depend upon the more efficient performance
of the marketing functions normally carried on by private
business.

1bid., p. 1.



CHAPTER VII
DIRECT MARKETING

¢ Most manufacturers, when they undertake to market their products
direct to retailers, do so without a full understanding of the risks and
the costs of direct marketing. If they knew more, they would do it
less. The tendency toward direct marketing in the past few yean
has really been a fad, without a sound basis in rational busines:
practice.”

Selecting Channels of Distribution.—The selection of the
proper channels of distribution for his merchandise is one of the
most difficult problems with which a manufacturer has to deal.
Should he sell to wholesalers and permit them in turn to sell to
retailers? Should he sell direct to retailers himself? Or,
possibly, should he, himself, undertake to sell direct to final
consumers? What are the comparative costs of selling by these
various methods? Are comparative costs alone a sufficient
basis for making this decision or are there other factors to con-
sider? How much weight should be given to competitive prac-
tice in his industry? What control should be exercised over
the sale of his products? How much is absolutely neccessary?
How much is, perhaps, desirable? Should wholesalers, if they
handle his merchandise, be permitted or encouraged to sell to
all retailers or should they be restricted and allowed to sell only
to a few retailers in each town? If there are to be restrictions,
what should they be? If sale is to be made only to sclected
retailers, should he then sell to all wholesalers? Is direct sale
necessary for proper selection of retail outlets? If direct sale
costs more than sale through wholesalers, are there compensations
in the form of proper sclection of retail outlets and better control
over retail inventories? Should his products be sold direct
in some territories and through wholesalers in others and, if so,
what criteria are available for aiding in reaching that decision?

All these questions circle around the problem of when and
where and how to undertake direct marketing. Not costs alone,
but cost and necessary control over brand protection and

102
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distribution policy and merchandise protection and dealer con-
tacts and consumer satisfaction, as well as many other con-
siderations, must enter into the formulation of a manufacturer’s
marketing policy.

What Is Direct Marketing?—Theoretically, the phrase ‘“direct
marketing’’ denotes sale by producers direct to ultimate con-
sumers. In practice, however, the phrase is usually employed
to describe sale by producers direct to retailers without the trans-
fer of merchandise through wholesalers or other middlemen.
There are, of course, a few types of marketing procedures in
which producers sell direct to final consumers, but they are not
common. The term may also be used to describe sale by whole-
salers direct to final consumers. In some cases it may describe
the marketing practice of a manufacturer who establishes his
own retail stores and sells direct to consumers. It may even be
employed, as it is in this chapter for the sake of convenience, to
describe all types of selling by the mail-order method. The com-
mon business use at the present time usually describes that
marketing procedure which eliminates the wholesale middleman.

Reasons for Direct Marketing.—The increasing use of this
type of marketing has already been discussed in the chapter
dealing with various types of wholesalers. On one hand, manu-
facturers, seeking to extend control over the marketing of their
products, have reached forward in the marketing process by
attempting to sell direct to retailers. On the other hand, large
chain-store organizations and associations of independent
stores have attempted to extend their control over the marketing
process for those products which they purchase and have devel-
oped the practice of buying direct from manufacturers. Both
these developments in the past two decades have been instru-
mental in diverting into various types of direct-marketing
procedures part of the merchandise which formerly flowed
through wholesale channels. The tendency of manufacturers to
produce wider lines has made dircet marketing possible where
formerly its cost would have been prohibitive.

There is no indication at the present time that this movement
will continue until all wholesalers have been eliminated. In
fact, there is ample evidence to indicate that throughout the
marketing process there are many situations where sale through
wholesalers is the most efficient and the lowest cost method of
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distribution. As long as the wholesaler continues to occupy
this position, there is no reason to expect him to cease to func-
tion. It is clear, however, that developing competition and the
increased offering of new products are leading producers to
assume more and more of the task of marketing and merchandis-
ing. In so doing they have to a large extent encroached on the
territory of the wholesaler.

Importance of Modern Transportation and Storage.—Improve-
ments in transportation have, of course, had their effect upon
this simplification of the marketing process. Better roads and
quicker transportation have made possible a larger volume of
sales direct to retailers. They have made it easier for manu-
facturers to deliver merchandise to retail stores quickly and on
short notice. Public warehouses! have played an important
part in making it possible for manufacturers to eliminate whole-
salers and sell direct to retailers. Through the elaboration of
their services public warehouses are able to perform for manu-
facturers the functions normally allotted to wholesalers.?

Advantages of Direct Marketing.—The following advantages
lead manufacturers to extend their direct-selling activities:
better control over selling processes, easier contact with large-
scale buyers, better control over services and technical advice
necessary for certain products, more control over price and selling
terms, greater speed in distribution of perishable products, and,
possibly, lower costs of transportation. Many manufacturers
may be willing to sacrifice low-cost transportation for such gains
in control over the distribution process as they may sccure
through direct marketing. In some cases, of course, direct
marketing may be effective in reducing selling costs. Frequently
a manufacturer may discover that direct marketing will be
beneficial for part of his line,® or in certain territories, while
the use of wholesalers may be desirable for other products or
in other territories.

Direct sale is the common method of distribution employed
in selling new and unknown types of merchandise which require

1 Haring, Albert, The Public Warehouse: An Essential Tool in Wholesale
Distribution, The Journal of Marketing, October, 1936, p. 106.

2 See Chap. XII of this text.

3S8tandard Brands sells its Fleischmann’s Yeast direct to the retailer, but
sells its Royal Baking Powder through wholesalers.
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special initial sales promotion efforts in excess of what a whole-
saler may normally be expected to offer. Qccasionally a manu-
facturer of perishable or semiperishable products may hesitate
to entrust such merchandise to wholesalers because of the
possibility of its reaching consumers in a deteriorated condition.
Desiring to be absolutely certain that consumers will be satisfied
with the quality of his merchandise, he may choose to sell direct
to retail stores in order to guarantee the freshness of the mer-
chandise and to prevent overstocking retailers.! He may take
this step even though it may cause a rise in his cost of distribution.

In 1929, approximately 83 per cent of the total dollar sales of
industrial goods were made direct to business purchasers,? and
in 1935, 24.5 per cent of manufacturers’ sales of all types of
merchandise were made direct.?

Industrial Goods—Direct Sale.—Because of tue nature of the
merchandise and the type of buyers and sellers involved, indus-
trial goods are usually sold by direct-selling methods without
the intervention of wholesalers.4  This method of distribution is
used when buyers and sellers are large; when the merchandise
requires salesmen with technical knowledge; when products are
made to order following buyer’s specifications; or when the unit of
sale is very large, so that the higher expense of direct selling
is only a small proportion of the selling price. In other cases
the need for expert repair may make it necessary for the manu-
facturer to maintain direct contact with his customers and
undesirable for him to entrust this repair work to independent
wholesale outlets. )

How Integration Facilitates Direct Marketing.—Frequently
in actual business practice direct marketing is one of the results
of the merger of several firms engaged in the distribution of
similar merchandise. At times the mergers are completed to
take advantage of the possibilities of direct marketing. At other

1 Standard Brands: Merchant on Wheels, Fortune, January, 1938, p. 77.

2 U.S. Department of Commerce, Burcau of the Census, Census of
American Business, Wholesale Distribution, Summary of the United States,
p. 6, 1933.

1 U.S. Department of Commerce, Bureau of Census, Census of American
Business, 1935, Wholesale Distribution, Vol. I, p. 6, 1937.

4 Frederick, J. H., “Industrial Marketing,” pp. 84-94, Prentice-Hall,
Inc., 1934. These pages explain the reasons for direct marketing of indus-
trial products.
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times direct marketing is a by- roduct of the formation of large
business units. A number of the companies engaged in the
distribution of semiperishable foud products have been formed as
a result of mergers which had, as at least one of their major
objectives, the possibility of utilizing direct-marketing procedures
not available to the independent companies. As small companies
they were unable to sell their products direct to retailers because
of the high cost of distributing a limited line of products through
their own salesmen. When, as a result of the merger, the parent
company became the sponsor of a wide line of food products,
direct sale through the company salesmen was less costly, and
the other benefits centering around control over the inventory of
semiperishable merchandise were realized.!

The same type of reasoning applies to the use of direct-market-
ing procedures resulting from the organization of large-scale
chain-store companies. As small chain-store companies they
were probably unable to purchase directly from manufacturers
because the wholesale functions could be performed most effi-
ciently and economically only on a large scale. By the merger
of a number of small chains, there was produced an organization
capable of performing the wholesale functions as economically
and efficiently as any wholesaler, securing, perhaps, even greater
economies through the elimination of selling and sales promo-
tional work among retailers. So, too, a number of manufacturers
of similar products may merge their companies and, as a result,
find themselves in a position to market their products direct to
retailers because of the availability of a wide line for their sales-
men to handle.

Cost versus Other Factors in Direct Marketing.—The cost of
direct marketing, therefore, is one of the major criteria which
determine the use of this method of distribution. On occasion,
however, cost may be sacrificed when other considerations, such
as control of quality or control of the inventories of retail stores,
become dominant and it is necessary to take extra precautions
to maintain the reputation of an advertised brand. Producers
tend to sell in that manner which guarantees them the highest
return. This usually means seeking the lowest cost method of
distribution. It may, however, on occasion, as indicated above,

1 Standard Brands, again, offers an excellent example of the advantage of
such a merger.
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mean seeking a high-cost method of distribution which preserves
necessary control over the products and so, in the end, tends to
increase the return to the producer.

The profits of most middlemen are not excessive. The oppor-
tunities for securing major economies by shifting from indirect~
to direct-marketing methods are limited. The manufacturer
attempting to secll directly to retail stores must realize that
the cost of selling in this manner will be high. He must, in
almost every instance, duplicate the middleman’s sales organiza-
tion, and frequently he must maintain this sales organization
with a small volume of sales. This necessitates the incurring
of higher costs per unit sold. In addition, when the manufacturer
undertakes to sell direct, he is endeavoring to administer a new
type of business, one in which he may have had little experience.
The problems raised in this new type of business are often so
difficult that the necessary administrative skill is lacking. For
a period of time following the initiation of direct-selling methods,
costs may be unusually high because of the inexperience of the
manufacturer in dealing with wholesale-selling problems.

Disadvantages of Direct Marketing.—It is important to notice
that in every instance the manufacturer who endeavors to replace
the wholesaler must offer the retailer the same services and must
perform the same functions which were undertaken by the middle-
man. Unless this can be done on a lower cost basis or unless
the control of distribution policies so secured is necessary, the
move toward direct marketing may in the long run help to
diminish profits.

To trace the disadvantages of direct marketing, therefore,
it is necessary only to point out the many services which are
normally performed by wholesale middlemen and which must be
undertaken by the manufacturer who desires to sell direct.
Direct marketing will lead a manufacturer to increase the size
of his sales organization, to sell to a large number of small
consumers, to extend credit where his knowledge of financial
conditions may be limited, to undertake difficult and expensive
delivery and repair services, and to support an important
increase in the administrative burden of his business. There are
obviously conditions under which these difficulties must be
faced. Just as obviously not every product nor every manu-
facturer is adapted to direct-selling methods. Obviously,
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too, a manufacturer may find it advisable to sell part of his
line by direct-sales methods and part through the normal whole-
sale channels. He may find it advisable to sell by direct methods
in one territory and not in another. In every case the decision
will be made on the basis of the comparative costs or the compara-
tive control over distribution which is desired. If direct sale
is cheaper, it will, of course, be undertaken. If direct sale is
more expensive but may be accompanied by necessary control
over the products distributed, it may still be undertaken under
certain conditions. If direct sale is more expensive and is not
accompanied by necessary increased control over distribution
methods, it should not be undertaken.

House-to-house Sale of Farm Products.—There are a number
of ways in which farm products are sold by the dircct-marketing
procedure. They may be sold from house to house, or at farmers’
markets, or at supervised public markets. They may be sold
by parcel post or, very commonly, at roadside stands.

House-to-house peddling is usually carried on by farmers
living near small towns or the outlying sections of large cities.
The commodities marketed in this way are fruits, vegetables,
poultry, eggs, and dairy products. Direct marketing by house-
to-house selling offers a quick market for perishable products
at a price certainly in excess of that which could be secured
for surplus commodities offered through the regular marketing
channels. Consumers are led to buy from house-to-house
peddlers because of their belief that such products are fresher
and of better quality. Prices may be somewhat lower than the
prices asked for the same articles at retail stores. The method
of purchase is convenient in one way because it eliminates the
difficulty of going to the store to make the purchase and carrying
merchandise home. In another way it is inconvenient, since
the peddler does not always come when the customer is ready
to purchase and may not be available when fruits and vegetables
are needed. For the farmer, on the other hand, direct sale by
this method is time consuming and may incur unrecorded costs
sufficient to wipe out the profits secured from the sale.

Farmers’ Markets.—Sale of farm products direct to consumers
at farmers’ markets was formerly an important part of the dis-
tribution of farm products. More recently it has been declining
in importance largely because of the waste of time in buying and
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selling, and the competition offered by well-stocked neighborhood
grocery stores. The physical facilities for farmers’ markets
are provided at public expense in some cities, in others by
private undertaking. A wider variety of fresh merchandise may
be offered for sale than at the typical retail grocery store. A
number of limiting factors, however, must be considered. Traffic
congestion around the market is heavy. Parking facilities are
often limited. Customers must pay cash and carry home their
purchases. They may have to travel some distance to make
purchases and, therefore, have to plan their shopping lists
rather carefully in order to avoid omitting merchandise which
will be needed in the following days. The compensation for
purchasing in this rather awkward and inconvenient fashion
is the assurance of securing fresher merchandise direct from the
farm and, possibly, some saving in price. Price differentials
between merchandise offered at these farmers’ markets and
merchandise in the regular retail stores vary from city to city.
Prices in the farmers’ markets are rarely higher than retail store
prices, but they are not always markedly lower.

Sale of Farm Products by Parcel Post.—The Department of
Agriculture and the Post Office Department have devoted some
attention to the stimulation of sale by parcel-post methods.!
This method of distribution, however, has never been very success-
ful. In theory, it provides prices for the farmer higher than he
can receive through the normal marketing channels, and for the
consumer prices lower than those she would have to pay for
similar merchandise in retail stores. In theory, also, the farmer
secures an outlet for merchandise which can be sold in quantities
smaller than other methods of distribution will accept.

The consumer, in turn, in addition to a lower price, may
secure fresher merchandise. It is at best an inconvenient and
difficult method of purchase. The consumer must buy without
inspecting the merchandise. She must plan her shopping very
carcfully, often several days in advance of the arrival of the
merchandise. She must anticipate her needs, and she finds it
difficult to make adjustments. There are other difficulties
for the farmer. He has to assume packing and container costs.
He often finds it difficult to acquaint customers with the variety

! Learned, E. P., ‘“Problems in Marketing,” pp. 1-3, McGraw-Hill Book
Company, Inc. 1936.
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of merchandise he has for sale, as well as with price changes.
Disputes over quality, damages, or prices are not easily settled
through the mail, and consumer dissatisfaction is not usually
made apparent to the farmer with sufficient speed to permit him
to make adjustments and corrections before purchasing ceases.

Roadside Marketing of Farm Products.—The last type of
direct-marketing method for farm products which should
be mentioned is one which has grown in popularity with the
increased use of the automobile. Roadside marketing stands!
are common sights on all our main highways. They offer a
convenient method of purchase for consumers when out driving;
usually prices are somewhat lower than retail prices, and there is
a reasonable guarantee of fresh merchandise. For the farmer
the roadside stand offers quick disposal of surplus produce at
prices higher than would be offered by the normal channels of
distribution. Against these higher prices, however, he must
balance the time consumed in selling by this method.?

Mail-order Houses.—Selling by mail is resorted to by manu-
facturers, wholesalers, and retailers under various conditions.3
The mail-order business has been in the past a very important
part of the distributive process for all types of merchandise.*
That importance has been declining in recent years, but it still
plays a significant part in the distribution of merchandise.

More than 1 per cent of the total volume of retail business is
carried on by mail-order houses. To that figure, however, must
be added sales made to retailers by manufacturers through
direct-mail methods. Confining our attention for the moment to
the sale of merchandise by mail-order methods direct to con-
sumers, we find that in general the expenses of operation for
mail-order houses tend to be somewhat lower than the expenses

t Malott, D. W., “Problems in Agricultural Marketing,” pp. 47-57,
McGraw-Hill Book Company, Inc., 1938.

3 In many cases the wife and children supervise the roadside stand, thus
freeing the farmer for his usual work.

3 Barker, C. W., and I. D. Anderson, * Principles of Retailing,” pp. 22-26,
McGraw-Hill Book Company, Inc., 1935.

¢ Mail-order houses can be grouped into four classes: (a) general mail-
order houses (Sears, Roebuck and Co. and Montgomery Ward & Co.),
(b) specialty mail-order houses (selling one article or a narrow linc of articles
by mail), (¢) retail-store mail-order departments, (d) magazine and profes-
sional mail-order shoppers.
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of operation for department stores and perhaps a little higher
than the expenses of operation for small-town general stores.
Surveys have demonstrated that mail-order houses which distrib-
ute a general line of merchandise have lower expenses than do
those which specialize in a single type of merchandise. Expenses
also may be lower where there is a substantial amount of repeat
business. It has been stated that it is difficult to sell profitably
by mail an article costing less than $1 unless there is a fair amount
of repeat business.

Advantages and Disadvantages of Mail-order Selling.—
Buying from a mail-order house is not the most convenient
method of purchasing for the average consumer. Since con-
sumers tend to purchase in the most convenient manner unless
offered other compensations for the burdens imposed by out-
of-the-ordinary purchasing methods, mail-order houses have had
to resort to price appeals in order to stimulate buying. The
consumer buys from a mail-order house for one or both of two
reasons: to secure lower prices or to obtain merchandise not
available in local stores. Mail-order houses had their first success
because they offered merchandise at lower prices and because
they made this merchandise available to consumers in rural
areas where local stores carried only limited lines of merchandise.
In recent years, with the development of surfaced roads and the
widespread ownership of automobiles, consumers in rural areas
have tended to transfer their purchasing from mail-order houses
to retail stores which can now be reached more easily and quickly
from the farms.

Mail-order expenses are lower because no salesmen are
employed and because the companies are not burdened with
expensive locations and the costs of maintaining attractive retail
stores.  Shipments can often be made direct from the factories
to the consumers. At the same time the mail-order house
by securing its business from a national market may avoid the
burden of local depressions as an adverse influence upon business.

The limitations of mail-order selling, on the other hand,
are also obvious. Consumers like to see what they buy before
purchasing. Under the mail-order method of selling, they are
forced to rely upon pictures and descriptions. There is no
personal salesmanship, often an important factor in leading
to sale. There may be some delay in delivery. The purchaser
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has little opportunity to engage in discussion about the mer-
chandise with the house from which he buys, and if he wishes
to return merchandise or if he is dissatisfied with his purchase,
he finds it difficult to register his complaint. For the same reason
the mail-order house is handicapped in meeting the objections
of buyers. Merchandise which requires demonstration for
effective selling suffers. The extension of credit to consumers
at a great distance may involve considerable risk for the mail-
order house. Merchandise which requires service or repairs
often is handicapped in comparison with the sale of the same
merchandise in retail stores. The mail-order process, with its
attendant delays, also limits the possibilities of selling perishable
merchandise. For all these reasons, despite the obvious advan-
tage of somewhat lower prices and in many areas the possibilities
of securing merchandise not available in local stores, consumers
have not centered all their purchases with mail-order houses.

Other Problems of Mail-order Houses.—There are other
problems connected with mail-order selling which should be
mentioned. The first cost of placing a catalogue or an advertise-
ment in the hands of a potential consumer is high. Unless the
unit of sale is large, either because of the high price of the single
article purchased or because of the purchase of a number of
articles simultaneously, there must be the promise of repeat sales
to insure a profit. The one-time sale of an inexpensive article
by the mail-order method is usually an unprofitable sale.

As a result of the change in consumer buying habits in rural
areas following the development of first-class roads and wide-
spread automobile ownership, two of the leading mail-order
houses have expanded their operations into the retail field. They
have opened a number of retail department stores designed to
appeal to those customers who formerly purchased by the mail-
order method as well as to many of those interested in economical
purchase. By going outside the mail-order field, they have
maintained and even increased their sales volume at a time when
the normal market for their particular method of distribution
was declining for reasons beyond their control.

House-to-house Selling.—Many types of consumers’ goods
are sold from house to house by specialty salesmen.! Goods
distributed in this manner include convenience merchandise,

1 The Fuller Brush Company, Fortune, October, 1938, pp. 35-36.
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some types of shopping goods, and a number of varieties of
specialty goods. They vary from inexpensive household gadgets
to vacuum cleaners and refrigerators, and include silk stockings
and household brushes.! The house-to-house method of direct
selling obviously presents many difficulties for both manufacturer
and consumer. It isan expensive method of selling for the manu-
facturer. Usually his salesmen are paid on a commission basis,
and, since they must make many calls to make one sale, the com-
missions must be very large. There are, in addition, the costs
of hiring, training, and supervising the salesmen and of packing
and shipping the merchandise in small quantities. The same
difficulties are encountered here which were found in direct-mail
selling; the cost of making a single sale is high, and, to earn a
profit, the manufacturer must expect to sell a number of products
at a single interview if their price is low, or to sell a product
at a high price if only one unit can be sold at an interview.

From the consumer’s point of view the house-to-house method
of buying has many limitations. The salesman may come to the
door at a time inconvenient for the housewife. Selling by this
method has been cheapened because of the activities of a number
of disreputable salesmen offering inferior products. If the
article is one which is purchased frequently, the consumer has
to anticipate her needs in order to purchase at the salesman’s
convenience.

That this method has persisted, however, is good evidence
that for certain types of products it is perhaps the best method
of sale. For those products, for example, which require house-
hold demonstration before purchase, it is obviously the best
method of sale. For other products new to the market for which
manufacturers find great difficulty in securing satisfactory whole-
sale and retail outlets, house-to-house sale may be effective
for an introductory period. Many products are first brought
on the market in this way and later sold through the regular
wholesale and retail channels.

Some of the most successful exponents of this method of
sale, aware of the difficulties involved, have devoted a large
part of their consumer advertising appropriations to publicity
designed to introduce the salesman to the home. Their adver-
tising describes the reliable type of salesmen they employ and

1Ihd., p. 69.
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urges that they be given an opportunity to demonstrate their
merchandise. Such advertisers may devote little space to
describing the virtues of their products, realizing that the actual
sale is made by the salesman, not by the advertising.

Wholesale Buying by Consumers.—Another form of direct
marketing, wholesale buying by consumers,! is considered
unethical by retailers. In this case the initiative for the direct
contact comes from the consumer rather than from the manu-
facturer. Employees of business firms do this personal buying
through the purchasing departments of their firms.?  The object
18 merchandise at lower cost for the ultimate consumer rather
than to benefit the manufacturer. The consumer tries to go
over the head of the retailer and buy from the wholesaler, or
also to go over the head of the wholesaler and buy direct from
the manufacturer. In some cases the consumer does get the
product at a lower price, but in many cases the price is equal to
or greater than the regular retail price.

1 Taylor, H. D., Wholesale Buying by Consumners, The Journal of Mar-
keting, October, 1937, p. 113.

‘“Diversion of Trade from Retailer Channels,” Chamber of Commerce of
the United States, 1939.

3 It has been estimated that more than a billion dollars annually escapes
the regular retail stores by this method of buying.



CHAPTER VIII
SMALL-SCALE RETAILING

“The small retailer is finding it more and more difficult to maintain
his competitive position. He is losing out to the chain store. His cus-
tomers are dropping away. His sales are declining. He cannot expect
to remain an important part of retail distribution for many more
years.”’

“Only the inefficient among the small retailers have been forced out
of business. The small retailer who is a skilled store operator has
nothing to fear from the chain store. He is a strong competitor.”

The Nature of Retailing.—One end of the marketing process
lies at the farm, the forest, the mine, and the factory; the other
lics at the retail store across the counters of which pass the streams
of merchandise purchased by consumers. An increase in the
flow of goods across retail counters is reflected farther back in the
distributive process by a quickening of wholesaling and of manu-
facturing. A decrease in the volume of retail sales is also quickly
evident in the lessening pace of wholesaling and manufacturing.
Changes in tastes make themselves felt at this point. New
styles are accepted or rejected. Pressure may be exerted to
lower prices or to develop new services or even new types of
stores, for this is the end which shapes all marketing. This
is its vital moment, when a prospective customer with the money
to pay for his wants enters a retail store and begins to select his
purchases.

The activities of retailers are no mystery. As consumers you
have been in continuous contact with retail stores for a great
many years.! It may be enlightening, however, to subject the
activities of retailers to some analysis which will break down
what they do into a series of simplified operations. They buy
from manufacturers or wholesalers and sell to consumers. They
may extend to consumers a number of services, such as a con-

1 Barker, C. W, and 1. D. Anderson, “Principles of Retailing,” pp. 1~2,
McGraw-Hill Book Company, Inc., 1935. The service which the consumer
receives from the retail store is discussed.
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venient place in which to purchase, credit, delivery, the assist-
ance of a salesperson, and, in the case of department stores, a
great many auxiliary services. As merchants they bear all the
risks of ownership, the dangers of price change, of style change,
and of deterioration of merchandise. They store merchandise
between the time of purchase and the time of sale. They adver-
tise to acquaint consumers with their offerings. Frequently
they assist in stimulating a demand for merchandise, which in
the long run may help to reduce its price.

Within his own sphere the retailer, large or small, really per-
forms all the marketing functions. He sells in a variety of ways.
He uses every known device of publicity. He may grade mer-
chandise. He stores and transports it. In recent years he has
been very active in testing merchandise and establishing quality
standards. Situated between the consumer and the source of
supply, his primary job is to understand and interpret consumer
demand and endeavor to satisfy it by skillful purchasing from
manufacturers and wholesalers.

Classification of Retail Stores.—Like the other marketing
institutions with which we have been dealing, retail stores may
be classified in various ways. These classifications are based
on variations in the type of merchandise handled (shoe stores,
grocery stores, drugstores), the size of the store (large stores
and small stores), the location of the store (downtown stores
and suburban stores), the types of services offered (scrvice stores,
nonservice stores, or cash-and-carry stores), and the method of
administration (independent stores and chain stores). The
classifications may, of course, overlap. There are chain stores
which sell only groceries, and there are also chain stores which
deal in general merchandise. Placing a store within a broad
classification, however, may be helpful in understanding its
organization, its competitive position, and its operating problems.

Characteristics of the Independent Retail Store.—The type of
retail store which outnumbers all the others and which transacts
the largest part of the total volume of business is the independent
retail store. Independent storesinclude as much as three-fourths
of all the stores in the United States, and they handle slightly
more than half of the total retail business. Most of the stores
of this type are small with an annual sales volume of less than
$50,000. The classification of independent stores, however,
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may also include large department stores which still remain
free from affiliation with other retail stores or with wholesaler
or manufacturer organizations.

Independent stores are found in cities and towns of all sizes.
They sell all types of merchandise. Some specialize as single-
line stores; others serve as general or department stores. Some
offer no services and sell their merchandise on a cash-and-carry
basis. Others, among which may be listed our leading depart-
ment stores, offer very extensive services. Within the classifica-
tion of independent retail stores may be found examples of every
type of retail outlet from the ‘hole-in-the-wall”’ grocery store
to the largest metropolitan department store.

The General Store.—One of the oldest varieties of independent
retail stores is the general store.! This type of retail outlet grew
up in rural areas and in small towns where the population was too
limited to support a large number of stores or to support single-
line specialty stores. The general store sold everything from the
proverbial mousetrap to the equally proverbial postage stamp.
It appealed to its customers largely because of its ability to sup-
ply all their needs whatever they might be, and to supply those
needs quickly at a moderate price and often with the extension
of credit. The manager knew his customers well, and they
enjoyed their contacts with him. In recent years, with the
development of better roads and transportation, the old country
general store has been declining in importance. Its customers
prefer to drive to a near-by city and to purchase there in larger
stores with more complete stocks of merchandise. This is
particularly true when the customer is buying shopping and
specialty goods. The general store continues to offer valuable
services in the sale of convenience merchandise for which most
people are unwilling to travel great distances. But its mer-
chandise stocks are necessarily limited, and its buying power
and the small volume of retail trade which can be attracted to
rural shopping points handicap it in purchasing at advantageous
prices. There is little doubt that it will continue to exist in its
particular field, supplying convenience merchandise to rural
customers. The absence of an aggregate of purchasing power
at country points will effectively prevent the entrance of chain-
store competition.

1 Ibid., pp. 6-9.
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The Single-line Store.—In contrast to the general store there
is the single-line, or specialty, store which appears in cities both
large and small.! Stores of this type carry only one kind of
merchandise. There are grocery stores, drugstores, shoe stores,
and specialized stores selling many other kinds of merchandise.
Specialized stores need a larger body of consumers than do gen-
eral stores. They may be called a development which has
followed the growth of larger centers of population. Such
specialized stores as grocery stores may be found in very small
towns. In larger towns specialization may be extended to cloth-
ing stores or shoe stores. In very large cities specialization may
go even farther by limiting not only the type of merchandise
carried, but also its price; one-price clothing stores or one-price
shoe stores are usually located in large cities.

Advantages of the Single-line Store.—By specializing on one
type of merchandise, the single-line store is able to realize a
number of advantages. There is a larger accumulation of pur-
chasing power than is encountered in the gencral store.  The large
sales volume derived from the single type of merchandise makes
possible the carrying of much more complete stocks than the
general store can offer. Specialization within a single mer-
chandise line develops in the store manager skill in handling
merchandise of that type, skill in buying and in selling, and,
through experience, greater aptitude for advertising, sales promo-
tion, and every other phase of merchandisc work.

It is possible to exaggerate the importance of purchasing power
in explaining the strength or advantages possessed by a retail
store. Within limits, however, it is still true that large stores
possess an advantage derived from their size and the fact that
they purchase in larger quantities. Thus the manufacturers’
selling costs per unit are less when they deal in large quantities.
They are willing to quote lower unit prices for large orders. A
manufacturer’s salesman may consume no more of his time in
taking an order for $1,000 worth of merchandise from a large
store than in taking an order for $100 worth of merchandise
from a small store. Packing and shipping expenses per unit
handled are frequently lower. Office and clerical expense may
not increase in direct relation to the increase in the size of the

1 Ibid., pp. 13-17.
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order. By specializing on one type of merchandise, the inde-
pendent store brings to the market an aggregate of buying
power which gives it a pronounced advantage over the general
store buying small amounts of many kinds of merchandise.

The larger sales volume secured from one type of merchandise
also enables the store to carry more complete inventories. The
specialized store is able to offer its customers a wider range of
colors, sizes, styles, materials, and prices. By catering more
successfully to the customers it serves, it can further enlarge
its clientele, attracting new customers through its reputation
of never failing to provide the merchandise desired. The smaller
general store, buying in small lots and selling in small quantities,
cannot profitably maintain an extensive inventory of each type
of merchandise. It can satisfy only a few customers. But
unless economies are secured from the other branches of store
operation, it must sell at higher prices and offer a very limited
selection of merchandise for customer choice.

Other advantages stem from specialization. The general-
store operator, dealing in many types of merchandise, cannot
acquire the knowledge of each kind possessed by the operator of
the single-line store with respect to the particular type of mer-
chandise in which he specializes. He cannot buy each type of
merchandise so skillfully, nor can he direct its sale so effectively.
His clerks suffer from nonspecialization in the same way. The
single-line store operator, beeause he is a specialist, becomes, as
his experience grows, increasingly expert in buying, selling,
promoting, and directing the sale of the merchandise in which he
specializes. He makes fewer mistakes. He merchandises more
shrewdly. He sells more effectively. The general result is the
presentation of newer, fresher merchandise in more attractive
settings and frequently with lower costs of operation. More
effective buying and lower costs of operation may combine to
cnable him to offer merchandise at lower prices.

It would be wrong to assume that single-line stores always
undersell general stores. Many factors enter into the formation
of retail prices. The mere fact that the general store is likely
to be found in rural trading centers while the single-line store
depends upon the larger traffic concentrations of urban centers
may cause the specialized store to have higher costs of operation.
Rents, salaries, advertising costs, and many other expenses are
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higher in urban centers than in rural areas. It is still true,
however, that because of its specialization, the single-line store
may buy on better terms and may operate more effectively.
Both factors exert a direct influence upon the prices of
merchandise.

Factors Affecting Retailing in Rural Areas.—To secure a clear
view of the position of the small retail store, it may be helpful
to subject this type of outlet to a detailed analysis. We may
begin with the small retail store located in a small town or rural
area and proceed to small retail stores which are found in the
large cities, trying to develop in the analysis an understanding of
the competitive position of the small retail store, its advantages
over other types of stores, its disadvantages, and the social and
economic developments which have influenced its growth and
have helped to shape its present position.

We have already described the operation of the country gen-
eral store. With a small number of consumers to serve, stores
in rural areas are forced to carry a variety of merchandise rather
than depend upon a single type. As a result, the general store
can seldom offer a large selection of goods from which customers
may choose. It must carry a ‘‘hodgepodge” of everything.
This does not mean that the country general store is necessarily
an inefficient merchandising mechanism. On the contrary, it
may be the most efficient means of serving a rural population.
Its position has been weakened in recent years largely because
of the development of better means of transportation from
farming areas into the more important county towns or cities
which serve as trading centers. Farmers drive into these centers
for the majority of their purchases because in the larger and more
specialized stores of the county seats they find a more adequate
selection of merchandise, larger stocks, newer styles, and fre-
quently more attractive surroundings in which to purchase. The
country store is being forced to fall back upon convenience
merchandise, goods which consumers wish to purchase in the
easiest possible fashion and for which they are unwilling to travel
any great distance. In serving customers with merchandise
of this type the country general store is doing something which
could not be done by any other type of store. In performing
this service it may enjoy a number of advantages. It is usually
free from the local competition of chain stores because the con-
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suming area which the store taps is too small to support a chain
store. In many cases it may hold a semimonopoly position, but
only in the sale of convenience merchandise. Clothing and other
types of shopping goods are usually not purchased in the country
general store but in the specialized or department stores in the
towns which serve as shopping centers for the surrounding rural
areas.

Factors Affecting Retailing in Towns.—In these towns we find
many types of small retail stores. The general store does not
flourish here except in one form, the department store, which
can really be viewed as an outgrowth of the general store. Like
the general store, it carries under one roof all types of merchan-
dise, but the merchandise is carefully divided into departments,
and the sales volume of each department is usually large enough
to support the carrying of adequate merchandise stocks. More
frequently, however, in these small cities which serve as county
seats, the small retail store is found to be a single-line store dealing
in one type of merchandise. There are found the specialized
grocery store, drugstore, clothing store, shoe store, and hardware
store which are also found in the largest cities. These stores have
certain advantages over the country general store. To a large
extent the prosperity of the country general store depends upon
the success of the local farmers with their crops. The fluctua-
tion in business from year to year may be very large. Thereis a
very close personal relationship between the storekeeper and his
customers, and since buying on credit is the common method of
purchase, this close personal relationship may hinder the store-
keeper in the maintenance of a prudent credit policy. He may
find it difficult to refuse to extend credit to a friend whom he has
known for many years.

The store in the larger city operates with a much more imper-
sonal relationship between the store manager and his customers.
It is true that this relationship is closer than that which is
found in the largest cities, but it still differs materially from that
found in rural areas. In the county seat the independent store
is somewhat relieved from the direct competition of the mail-
order houses which sell the greater part of their merchandise in
rural areas. In return for this relief, of course, the small retailers
often face the competition of the chain stores as well as that of the
retail stores maintained by the mail-order houses.
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Because they have a larger volume of sales the small retail
stores in the trading center towns are able to offer larger assort-
ments of goods and many services to their customers. Their
operating expenses are usually somewhat higher than are the
expenses of operation of the country general store. They face
more active competition from chain-store outlets. The weapons
of competition, particularly in the form of advertising, are
keener than in rural areas. Customers may expect more elabo-
rate facilities within the store for displaying merchandise. The
combination of higher rent locations with the greater expense of
maintaining the elaborate interiors of city stores contribute
to a higher expense of doing business.

Factors Affecting Retailing in Cities.—In the larger cities the
same pattern of retail distribution is found. There are a few
general stores; there are independent department stores; there
are a great many small retail outlets, each specializing in the
sale of one type of merchandise. Again competition is intensified
and specialization is more complete. There may be specialization
by type of merchandise carried, or specialization in range of
prices or specialization in location (thus there are found specialty
stores serving suburban shopping centers and other specialty
stores in downtown locations), or even specialization by the type
of service offered.

The independent single-line store usually has somewhat lower
operating expenses than the department store but somewhat
higher expenses than the competing chain store. The assort-
ments of merchandise carried by the independent store are fre-
quently wider than those found in the same departments in
department stores. Despite the large size of department stores,
therefore, the single-line store is usually at no disadvantage when
purchasing merchandise, and as a result of its lower expenses it
may have a substantial advantage over department stores in the
sale of directly competitive merchandise. In addition, the
single-line store benefits from the direct supervision of the owner.
Customers usually appreciate their direct contacts with the owner
of the establishment, and they have a much closer relationship
with the single-line store than they usually have with the depart-
ment store.

Compared with the chain store, on the other hand, the inde-
pendent single-line store frequently offers many more services.
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If it carries style merchandise, its goods can be more carefully
chosen with the wants of regular customers directly in the mind
of the buyer. These advantages may counterbalance the lower
prices which the chain stores frequently are able to offer. The
successfully managed independent single-line store seems to
occupy a sound position, therefore, and appears to be in little
danger of being crushed out between the competitive pincers of
the department store and the chain store. In our major cities
the single-line store has successfully sold convenience goods,
shopping goods, and specialty goods. There is little in the
experience of the past 10 years to indicate that the efficient inde-
pendent retailer is in a seriously adverse competitive position or
one which he will not be able to maintain in the future.

Major Operating Problems of the Small Retailer.—It is worth
noticing that the competitive position of the small retailer does
not depend solely upon differences in costs of operation and,
therefore, in the prices at which merchandise can be sold. Costs
do enter as an important consideration, but competition at the
present time is being carried on along several fronts. There
may be competition not only in price but also in merchandise
carried, in store location, and in customer relations. The inde-
pendent single-line store is at no major disadvantage on the
basis of cost of operation and may be in a favorable position with
regard to some of the other competitive devices which affect
customer purchases. The selection of merchandise is usually
made directly by the owner of the company. In the department
store that sclection must be entrusted to a buyer who cannot
take the permanent personal interest in the business that will be
devoted to it by the man who has invested his own money. The
merchandise frequently is bought with the needs of particular
customers directly in the mind of the buyer. The services which
are offered may be developed with the specific desires of the
store’s customers in mind, and, in the smaller store, customer
relations can be placed on a much closer personal basis than they
can in either the department store or the chain store.

Personal Supervision in Small Stores.—If any single factor
can be said to lie at the heart of the operating problem connected
with small retail stores, it is the personal supervision of the owner.
The man who risks his funds in the enterprise is usually the man
who manages the store. That personal supervision makes itself
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felt not only in the field of customer relations, but throughout
every phase of store operation. It influences buying and selling.
It may be the crucial factor determining the success of the
manager’s efforts to compete with other and larger retail outlets
and with chain stores. It may direct and mold the loyalty and
service of the selling staff. It may be responsible for the position
of the store in the community. Indirectly, it has influenced
recent legislation directed primarily against large-scale retail
outlets.

Problems of Merchandising Small Stores.—It is significant
that the problems of small-store management are to a large
extent the problems of large-store management. The merchant,
whatever the size of the store he directs, must buy merchandise.
That buying process involves an interpretation of consumer
demand and preference for styles, prices, materials, colors, and
many other variations in customer wants. The buying process
also involves an examination of the market, the offerings of
manufacturers and wholesalers, trends of prices, and potential
style developments which may in turn affect consumer demand.
When the merchandise has been purchased, it is shipped to the

.store. There other problems arise, connected with the operations
of receiving and marking the incoming goods. What retail prices
shall be placed on the merchandise? Over his season’s operations
the merchant must secure prices high enough to repay him for
the original cost of the merchandise sold and, in addition, all the
costs of operating his store, while, at the same time, securing for
himself a profit.

When the merchandise has been marked, it must be brought
on the selling floor and an entire new series of operating problems
must be solved. The merchant must make decisions with
respect to display, to the use of window space to show the

ds, to the use of advertising. He must instruct his sales-
people in the attractions and advantages of the new merchandise.
He may be called upon to assist in selling. At the same time,
his attention must also be directed to clerical and bookkeeping
duties which arise in connection with handling merchandise and
money. When the sale has been completed, problems connected
with delivering the merchandise may arise or, possibly, others
connected with the granting and supervision of installment credit.
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The Competitive Position of the Small Store.—All these opera-
tions are directly connected with the expense of doing business.
All of them are carried on in stores both large and small. The
comparison of the expense of operation in stores of different size,
in independent stores and in chain stores, in city stores and in
suburban stores, is of great significance in determining the com-
petitive position of stores of various types selling the same or
similar merchandise. The combination of the cost of goods
purchased and the cost of doing business must determine, for any
store, the average prices at which it can sell its merchandise.

Selling price alone does not determine whether a prospective
customer will buy in one store rather than another. There
are chain grocery stores which sell nationally advertised brands
at low prices and, in the same community, small independent
grocery stores which may sell the same advertised brands at
higher prices. Yet the independent grocers remain in business.
Some people continue to purchase in these stores. Why?
Surcly not in every case because the customers are unaware
of the difference in prices; rather, perhaps, because the inde-
pendent stores may offer services not available in chain stores.
They may extend credit and make deliveries, while the chain
stores do not. Customers may feel that the owners who are in
the stores will give them better merchandise or better service.
The independent stores may have more convenient locations.
They may retain customers through habit or loyalty. Price
alone does not determine where people purchase. But price is
important. If the difference between chain grocery prices and
independent grocery prices in a community becomes very marked,
customers will shift their purchasing to chain stores. The
greater the potential savings in chain stores, the more customers
will transfer their purchases. It becomes apparent, therefore,
that there are many people who are willing to pay extra for
certain services and conveniences.

Much of the feeling against chain stores has arisen because
of the belief that chain stores undersell independent stores and
that much of their ability to undersell rests upon price con-
cessions secured through large-scale purchasing. Many authori-
ties have challenged this conception of the competitive status
of chains and independents. They have asserted that the effi-
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cient independent operator has nothing to fear from chain stores.
By joining other independent stores in voluntary buying associa-
tions, he may purchase on terms as favorable as those offered
to chain stores. Many manufacturers, indeed, are recognizing
that chain stores, with their private-brand merchandise, are not
the best outlets for manufacturers’ brands. These manufacturers
are seeking to strengthen the independent outlets and aid them
by offering favorable purchasing terms.

The experience of efficient independent outlets seems to support
this view. More successful merchandising methods and store-
management techniques have been introduced by the chain
stores. But most of these innovations may be adapted to
independent-store operation. The one consideration which
favors the chain-store organization is that, because of its large
sales volume, it can group a number of executive tasks and
employ a skillful person to administer them. The independent
store, with its-small volume, cannot afford to employ a man
of equal skill. To balance this advantage, however, there are
the beneficial results derived from the close daily contact of the
owner with his business which can be secured only in the small
independent store. The division of labor and delegation of
tasks to subordinates, necessary in the chain organization and
in many instances productive of economies, carries with it the
danger of indifference to details and close adherence to routine.
There is good reason to believe that these are major disadvantages
in retail-store operation.

The inefficient independent has been competing with the
chain stores under very difficult conditions. He sees his cus-
tomers transferring their trade to chain stores where they secure
lower prices, better service, and more attractive stores and
merchandise. He believes that lower prices stem from chain-
store operation and not from more efficient operation. He
raises the claims that chain stores are alien to the local com-
munity, that they take money out of town, that they are unfair
to their employees and to their customers. He leads the agita-
tion for punitive taxation directed against the chain stores.

It is questionable whether action of this character will lead
to a solution of the difficulties experienced by small retailers.
So far as legislative action is concerned, the ultimate decision
may rest, not with the independent outlets, but with the great
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body of consumers whose real purchasing power is directly
affected by changes in retail prices. A sounder solution would
appear to lie in the direction of voluntary cooperation among
small retailers to secure the benefits of large-scale operation. A
solution of this type would rest its strength on the solid and
recognized advantages of small retailing. It would encourage
competition rather than shackle it.



CHAPTER IX
LARGE-SCALE RETAILING

“A wave of giantism has been sweeping over American business.
There is no excuse for the blind acceptance of the statement that large
organizations are better organizations. Often they are worse, less
flexible, less efficient, more costly. This has been particularly true in
marketing, where the lessons of production have been misinterpreted
and misapplied.”

“Can any of us measure the price of being sentimental over the
preservation, by legal force, of inefficicnt, out-dated small business?
If the chain store is a better store than the independent store, why
handicap it by charging the consumer a fee for preserving small busi-
ness? Fee it surely is, paid in the form of higher prices.”
Development of Large-scale Retailing.—‘‘One end of the
marketing process lies at the farm, the forest, the mine, and the
factory; the other lies at the retail store across the counters of
which pass the streams of merchandise purchased by con-
sumers.” As our economic society has become more mature,
larger organizations have developed in business. Production
moved into an era of giantism before markecting. Long before
the first large department store or the first chain-store organiza-
tion appeared, factories of considerable size were in operation.
The movement occurred in the field of factory production because
of the development of machinery and the possibility of using
it most efficiently on a large scale. Even at the present day the
use of machines in retailing is still limited. The development of
what we have come to call large-scale retailing—the city depart-
ment store and the chain-store organizations—has rested on
advantages other than those secured through the replacement
of humans by machines.! Economies in buying, more efficient
management secured through specialization and training, and
the combination of wholesale and retail functions have all been
present as forces leading retailing into combinations and growth.

Part of the growth, doubtless, has been unsound. The
opponents of giantism in marketing have been exploring every

! McDermott, L. M., Why People Buy at Department Stores, The
Journal of Marketing, 1936, p. 53. P
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weakness in large-scale retailing. Statistical surveys have
shown in many areas distinct evidence of a tendency toward
higher costs of operation among larger stores. Critics have
pointed out that large department stores may be unwieldy.
They indicate that the claim of mass buying power may be a
delusion, since, although the store as a whole is large, its many
individual departments may be smaller than the competing
independent specialty stores. Commentators on chain-store
merchandising have stated that chains can grow so large that
the multiplicity of operating problems which they present sur-
passes the executive ability of their officers. Beyond construc-
tive criticism of this type there has been for many years the steady
opposition of small independent business protesting the encroach-
ments of ‘“big business.” Much of this opposition may be
unreasoning, or based upon the claims of the less efficient oper-
ators. It has been effective, however, in securing the passage
of legislation designed to circumscribe, limit, and regulate the
operations of large-scale retail outlets.

What are these large-scale outlets which have been the center
of so much discussion in recent years? Careful examination
of their organizations, detailed study of their operations, may
throw some light upon the reasons for their existence and for
the opposition to many of their practices. It is impossible
to understand the bitter antichain-store movement or to evaluate
the justice of its charges without first understanding what the
chain store is and how it works. It is as difficult to measure
the force of competition between department store and specialty
store without first understanding how a department store is
organized and how it operates. Let us begin with that typical
retail outlet in our larger cities, the full-grown department
store.

THE DEPARTMENT STORE

Characteristics.—Described in the simplest terms, the modern
department store! is the old country general store grown up.

1 Barker, C. W., and I. D. Anderson, ‘Principles of Retailing,” p. 17,
McGraw-Hill Book Company, Inc., 1935. ‘A department store is one,
usually with a large annual volume of sales, handling a wide variety of
merchandise including dry goods and women’s ready-to-wear, arranged into
departments, each of which is merchandised separately as to location, per-
sonnel and records.”
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It is grown up because it serves, not the scattered population
around a rural trading center, but the masses of people in our
large cities centering their purchases in the congested principal
retail shopping areas. It is grown up because it is divided
into distinct departments, each specializing in the sale of one
type of merchandise. It is grown up because, as a result of
the size of its operations, it employs skilled executives. It is
grown up because it is strong financially, because it offers many
services, because it provides elaborate shopping facilities, because
it sells merchandise which may come from distant countries;
but it is still an elaborate reproduction of the country general
store selling every type of merchandise under a single roof.

The department store is a women’s store. It had its beginnings
in the nineteenth century dry-goods store. It developed as a
result of the traffic and consumer concentration found in the
larger cities. It has promoted fashions and has specialized in
the sale of shopping goods. And it has always remained pri-
marily a women’s store. Its merchandise departments have
directed their attention toward women shoppers. Its advertising
has appealed principally to women. Its services have been
those desired by women customers. Its interior display has
been designed for women’s tastes. The sale of men’s merchandise
is usually confined to a few departments, and these departments
have frequently been located in a separate section of the store
or in a separate building.

The department store is a large store. Selling shopping
goods, it must be located in the main shopping area where mass
traffic concentrates. It is an important purchaser of newspaper
space to carry its advertising messages. Its windows are
devoted to attractive displays of merchandise, and they are
important advertising media because they face crowded side-
walks. It devotes care to planning interior layouts and depart-
mental displays. It sceks to make shopping as easy and as
pleasant as possible. Its salespcople are trained for their
tasks. It must support an eclaborate organization behind the
scenes, employed at the multitude of nonselling tasks which
are necessary to successful department-store operation. In
the larger department store, division of labor and specializa-
tion may be extended throughout a large part of the organiza-
tion. As a result of all these factors, the typical department
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store is a high-cost retail outlet. Despite its large purchasing
power, its costs of operation are likely to be higher than the costs
of operating a chain-store unit or a small independent specialty
store.

Meeting Present-day Problems.—The department store grew
with the growth of our large cities. Now that certain changes
seem to be occurring in the formation of cities, movements toward
decentralization, toward the growth of suburban shopping
centers; now, too, when the uninterrupted prosperity of the 1920’s
has slackened, the department store has been finding operating
problems more difficult. In recent years the line of profits has
turned downward. There scems to be a tendency for consumers
to transfer purchases to other types of retail outlets, either to
those selling at lower prices because of lower costs of operation,
or to those selling style merchandise on a more attractive and
personal basis. Trying to meet these new conditions, many
stores have initiated changes. They have opened suburban
branches to tap the trade now drawn to the outlying shopping
centers. They have opened bargain basements featuring
inexpensive merchandise. They have joined in ownership groups
in the effort to reduce expenses and secure the benefits of more
gkillful management. They have joined in cooperative buying
procedures designed to promote further economies in buying or to
sccure better merchandise and departmental direction.

It is possible that the years ahead may see radical changes
in the organization and structure of department stores as they
endeavor to adapt themselves to new conditions and new buying
habits.! Like every other type of marketing institution, they
are shaped by the consumer demand they are trying to serve.
Those institutions which best adapt themselves to the nature
of that demand, those which offer goods and services corre-
sponding most closely to the demands of consumers are the ones
which secure the greatest volume of trade and the largest profits.
We may examine the organization of department stores at the
present, however, knowing that they represent a type of retail
institution which has developed in response to the nature of
consumer demand in lacge cities since the late nineteenth century,

1 Filene, E. A., W. K. Gabler, and P. 8. Brown, *Next Steps Forward in
Retailing,”” Edward A. Filene, Boston, 1937.
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a type of retail institution which is still serving the mass desires
of consumers for shopping goods.

Department-store Organization.—The basis of department
store organization!is the division of the store into distinct depart-
ments each selling one specialized type of merchandise, managed
separately, and usually controlled by distinct departmental
accounting methods so that a net profit or loss can be determined
for each department. The departments are almost separate
shops within the large store, backed by central financing, under
the direction and guidance of a unified central management, and
supported by the strength of the single store’s established name
and reputation.

The numerous nonselling activities which are essential to the
successful operation of a department store have led to a division
of store management into a number of broad functions. The
typical large department store is organized in four divisions: one
dealing with problems of merchandising; a second with problems
of advertising and sales promotion; a third with problems of
store management, personnel, and store housckeeping; and a
fourth with problems of accounting and finance. The heads of
the four divisions may, with the president, make up the manage-
ment committee. Reporting to the merchandise manager who
directs the merchandising division are the divisional merchandise
managers who in turn direct the buyers. Usually there is a
buyer for each selling department. Under the buyer may be
an assistant buyer, a merchandise clerk or head of stock, and
the department’s sales force. Under the advertising manager
are found the copy writers and artists engaged in preparing pro-
motional material for all the advertising used by the store,
covering such diverse media as newspapers, direct mail, radio,
window displays, and interior store displays. Under the store
manager are found the executives and employees directing per-
sonnel, traffic management, delivery, and all the housekeeping
functions which are needed to keep the store and its merchandise
clean, safe, and serviceable to consumers. Under the treasurer
will be found junior executives and a staff directing the complex
tasks of accounting and bookkeeping.

1 Mazur, P. M., “Principles of Organization Applied to Modern Retail-
ing,” Harper & Brothers, 1927.
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The four-legged organization is not found in every large depart-
ment store. It is perhaps the most widely used. But many
stores combine advertising and merchandising under a single
head and have a three-divisional organization. Others combine
store management and accounting as well and work with only
two major divisions. Some stores give more prominence to the
personnel function and operate with five or six major divisions.
In practically every store, however, it has been found desirable
to specialize by major operating functions. Whatever the organ-
ization may be, the functions and activities are the very ones
necessary to the operation of a small retail store. In the small
store the proprietor alone may buy and sell, prepare his own
advertising, do his own housekeeping and accounting. There
are no new functions in large-store operation. The increased
volume of operations makes specialization desirable, but the
elaborate department-store organization is disclosed on careful
examination to be a replica of small-store organization blown up
to giant size. The advantages and disadvantages of department
stores, compared with other types of retail stores, do not lie in
the performance of new functions or in the omission of certain
operations found in small stores. They are derived from the
efficiencies and the inefficiencies which are connected with com-
parative size and with more or less complex organizations.

Basement Stores.—Attempting to secure the maximum sales
volume from available store space, many department stores have
opened basement stores. In most cases these stores have sold
in their basements complete lines of all types of merchandise,
but at prices lower than those prevailing in the main stores. A
few stores have operated their basement departments as job-lot
stores, selling distress stocks of manufacturers, stocks of bankrupt
stores, and all kinds of odd lots of merchandise which can be
secured at unusually low prices. In basements of this type, the
customer cannot always be sure of finding the exact item she
wants in her size, but she is certain to find, from time to time,
unusual bargains.

Leased Departments.'—A number of department stores make
a practice of leasing one or more departments to outside operators
who pay either a fixed sum or a proportion of sales as rent.

1 Teele, 8. F., “Department Leasing in Department Stores,” Harvard
Bureau of Business Research, 1933,
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Leasing is commonly resorted to when store executives believe
that a department can be operated to better advantage by an
outside organization specializing in that type of merchandise.
Frequently this situation arises when the volume of sales secured
in the department in the store is so small that it would be
unprofitable to employ a skilled buyer to direct the department.
At times it may be the result of special operating problems
arising in connection with merchandise particularly difficult to
handle. Millinery, with its extraordinarily rapid change in style
popularity, has proved unusually difficult for department stores
to sell at a profit, and many stores have leased their millinery
departments to organizations specializing in such merchandise.
These organizations are frequently operated as chains, leasing
similar departments in & number of stores and managing them
from a central office.

The greatest danger in leasing to an outside organization is
failure on the part of that organization to manage the depart-
ment in such a way as 1o inaintain and enhance the reputation
of the store as a whole. Shoddy merchandise, unfair prices, or
poor salesmanship in a single department may endanger the good
name of the store. Elaborate contractual terms are tfrequently
devised, designed to control these aspects of the outward relation
of the lessee to the public. The dangers present in this situation
have prevented a number of department-store operators from
entering into lease arrangements for unsatisfactory departments.
They have often preferred to continue to operate losing depart-
ments themselves, rather than entrust the established reputation
of their stores to outside interests.

Branch Stores.—One of the most interesting developments in
department-store operation in recent years has been the opening
of branch stores. The practice has arisen as a result of the
development of transportation facilities in the larger citics. The
congestion within the central metropolitan arcas and the avail-
ability of swift comfortable transportation led to the movement
of large numbers of people toward suburban areas. Here, at
the intersection of main traffic arteries, with ample parking
space for cars, small shopping centers began to grow up. Traffic
increased, and real-estate vaiues rose. Variety and grocery
chains saw the opportunity to solicit trade on the basis of con-
venience in purchasing. Their presence drew consumer trade.
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Small independent specialty shops were opened. Gradually
many department-store operators noticed a tendency for some
of their customers to transfer their trade to these suburban
shopping centers. The inconvenience of traveling to the center
of the city to make a purchase and the parking difficulty began
to outweigh the established attractions of the large downtown
department stores.

A number of department stores in different parts of the
country have attempted to regain the lost trade and attract
new business by opening branches in the growing suburban
shopping centers. They have not had uniform success, but the
growing number of branch stores testifies to the belief of many
retailers that this development represents a worth-while venture.
The branches are necessarily smaller than the main stores. Their
stocks of merchandise cannot be so complete. Nor can they sell
with success merchandise of the shopping-goods type. But such
merchandise as children’s wear, women’s sports clothes, accesso-
ries of all types, and inexpensive dresses have been sold in
volume at suburban branches. Certain stores which have firmly
established reputations either as the finest exclusive outlets for
expensive stylish merchandise or as extremely low-price outlets
for bargain merchandise seem to have been successful in selling
at suburban branches practically all types of merchandise. They
have not been handicapped by the difficulties of selling shopping
goods under nonshopping conditions. The apparent tendency
to continue the decentralization movement in our larger cities
appears to favor the further development of the branch-store
system. The technique of administering branch stores is still
in a rudimentary state. Many stores have found management
problems to be paramount and no uniform method of adminis-
tration has been devised which seems universally applicable.

High Cost of Operation.—The modern department store
attracts customers through the variety of merchandise it offers,
the ease and pleasure of shopping in attractive surroundings and
of being able to complete purchases without leaving the store,
and the number of services which are available. Its size and
position in the community strengthen its reputation. Customers
learn to rely on its name and to trust its merchandise. They
use and enjoy its varied services which may include free delivery,
extension of credit, return privileges, rest rooms, personal shop-
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ping bureaus, style and fashion advisory service, and interior
decorating service. Because of its location in the heart of the
urban business section where rents are high, the multitude of
services which it offers, its attractive interior, and its extensive
advertising, the cost of operating a department store is rather
high. On the other hand, large purchases, often secured through
cooperation with other department stores in group-buying oper-
ations, assist in lowering the cost of merchandise. This counter-
acts, to some extent, the high expense rate.

The department store remains, however, one of the higher cost
retail outlets. For this reason it has been especially vulnerable
to competition from other types of retail stores with lower
expense rates. The variety chain stores, specialty stores, and, in
some cases, low-price department stores, serving customers with
a minimum of services, in less attractive surroundings, and fre-
quently in low-rent locations out of the main shopping areas,
have been drawing trade from the department store. They have
attracted customers through appeals directed to the desire to
economize. They have been particularly effective in periods of
depression. But the experience of recent years seems to indicate
that their appeal is not confined to such periods. Rather it
seems that at all times there is a substantial body of consumers
willing to sacrifice certain services and some convenience in
purchasing in order to secure merchandise at lower prices.

This does not mean that department stores are doomed to
decline in importance as retail outlets. It does mean that they
will not serve as major purchasing centers for consumers in all
income groups. The success of stores with lower expenses of
operation has been a matter of concern to department-store
operators. Discussion has centered for many years around ways
and means of reducing expenses of operation and a number of
proposals have been made relative to eliminating costly free
services, simplifying organizations, or revising management and
ownership structures. Some ventures have already been made
along these lines. It has been predicted that the department
store of the future may differ markedly from the retail store as
we now know it.

Tendency toward Centralized Control.—A number of inde-
pendent department stores have combined into ownership
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groups, ! stores operating under single financial control but usually
with independent merchandising management. Groups of this
type have frequently been an outgrowth of the common use of a
New York buying office by a number of stores in different cities.
Ownership groups have experimented with group buying,
whereby the buyers for one department in the several stores
make purchases together, thus securing increased advantages
from their tremendous quantity buying. Department-store
chains? have been organized as a step beyond the ownership
groups. In the chains, merchandising and store management,
have been largely centralized. One buyer in the central office
of a department-store chain, for example, may purchase men’s
shoes for the men’s shoe departments in all the stores in the chain.

This type of organizational development represents a major
change from the typical department-store structure. It bears
a close resemblance to the kind of organization found in the
retail stores maintained by the large mail-order companies and
to the organizations of the variety chain stores. The limited
experience available indicates that the department-store chains
have lower costs of operation than have the independent depart-

1 Teele, S. F., Operating Results of Department Store Chains and Depart-
ment Store Ownership Groups: 1929, 1931-1934, Harvard University Graduate
School of Business Administralion, Bureau of Business Research, Bulletin
101, p. 7, states: “The term ‘department store ownership groups’ has been
adopted for combinations of department stores under a single ownership.
. . . In spite of some interchange of operating figures, some attempts at
group and central buying, and financial management by the parent company,
the stores of most of these groups continue to be operated primarily as
independent units under central ownership.”

2 Tecle, op. cit., p. 7. “‘As commonly used, the term ‘department store
chain’ describes a great variety of companies, ranging from the J. C. Penney
Co., on the one hand, to Federated Department Stores, Inc., on the other.
. . . The Bureau uses the term to describe concerns having a substantial
measure of centralized buying and control, dealing in a wide range of general
merchandise, having at least rudimentary departmental organization within
the individual units, and operating without such price limits as char-
acterize the variety chains. . . . A further distinguishing characteristic of
the concerns included in the department store chain category is that the
merchandising emphasis is not placed on fashionable wearing apparel to the
extent that it is in typical department stores. Finally, chain department
stores do not provide for customers all the services commonly given by
typical department stores.”
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ment stores or the ownership groups. Much of the expensive
superstructure of executives in individual stores can be done
away with. More skillful executives can be employed at the
central headquarters who extend their services to all stores in
the chain. Standardization of procedures may effect further
economies. Routine operation may be simplified. There is
some reason to believe that the future may see a wide extension
of this type of organization, at least among department stores
selling at medium and low prices. The case of department
stores selling luxury merchandise at high prices to the upper
income classes may be different. Here price is only a minor
consideration affecting purchase. Individuality of merchandise
and service may seem more important to customers. Where this
is true, the chain type of ownership and management has little
to offer.

Cost Cycle in Retailing.—In a significant way, costs of oper-
ation lie at the heart of the department-store operating problem.
This is true despite the fact that competition has been extended
to other fronts. Competition has taken place on the basis of
the number and kind of services offered by different stores. It
has been particularly strong on the basis of comparative adver-
tising. It has been experienced in the case of store location sites.
Yet the problem continually reduces itself to the single focus of
costs of operation. For costs of operation, more than any other
single factor, underlie selling prices.

Observers of the course of retail history have called attention
to what appears to be a well-defined cost cycle.! There seems
to be a tendency for the costs of operation of any type of retail
store to experience a steady continuous rise. When a new type
of retail store is developed, its costs of operation tend to be low,
and it attracts customers largely through its low prices. As
time passes, & number of factors contribute to rising costs of
operation. The stores may move into heavy-traffic high-rent
areas. The operators may improve the appearance of their
shops. More services are offered to customers. Competition
tends to shift away from price and toward service. This has
been the history of the department store. For this type of retail

1 This observation is developed at length in M. P. McNuair, C. 1. Gragg,
and 8. F. Teele, “Problems in Retailing,” pp. 17-22, McGraw-Hill Book
Company, Inc., 1937.
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store, average cost figures have been rising steadily. It has also
been the history of the chain store. Variety chains have experi-
enced the pressure toward higher costs of operation. Grocery
chains have moved from low to higher costs of operation. As
this cycle of higher costs develops, new types of retail outlets
may enter the competitive field, selling the same merchandise at
lower prices, able to do this because they enter with lower costs
of operation.

The most recent example of the operation of the cost cycle has
occurred with the rise of the supermarket! in the grocery field.
Supermarkets, entering the rectail field about 1931, undersold
even the grocery chains. They were located in unused factories
and garages where rents were extremely low. They offered
customers merchandise with an absolute minimum of services.
It is interesting to observe that even in the few years during
which supermarkets have been in operation, there appears to be
a tendency for their costs of operation to rise. The appearance
of these stores is being improved. Sites in high-rent areas have
been utilized. Costs must move upward, and with rising costs
the comparative price advantage which first attracted large
masses of consumers must diminish.

Reasons for High Cost of Operation.—While expenses of
operating department stores have been rising, gross margin, the
other vital operating figure, has not been increasing at the same
rate.?  To increase gross margin stores must secure merchandise
at lower prices or succeed in raising retail prices. Apparently
department stores have gone about as far as possible in both
directions. Lower merchandise costs have been sought through
mass buying power; the extension of the department-store chain
may make possible certain further economies in this direction.
Higher retail prices will, of course, weaken the competitive
position of the department stores and attract more patrons to
other types of retail outlets with lower costs of operation and
lower prices.

! Phillips, C. F., The Supermarket, Harvard Business Review, 1938, p. 188.

2 Gross margin is the difference between cost of merchandise and its
selling price.  For a store as a whole it is the difference between total cost
of merchandise and total net sales. Gross margin, then, provides for a
store the fund out of which it pays all operating expenses. The amount by
which gross margin excceds expenses of operation constitutes the profit.
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To clarify this reasoning, it may be well to summarize at this
point the factors in department-store operation which contribute
to the high expense rate. Department stores offer a variety of
elaborate services. They are located in high-rent districts.
They spend large sums for advertising. They sell style merchan-
dise which has a rapid rate of obsolescence. The risks in handling
merchandise of this type are very great. Substantial mark-
downs may be necessary to sell merchandise when it does not
prove immediately popular. Department stores have elaborate
supervisory and executive control organizations. They have
found it desirable to spend large sums to make both the exteriors
and the interiors of their buildings more attractive. They
employ jmore skillful salespersons than do most other types of
stores, & desirable practice in selling merchandise of the type
commonlly carried in department stores. One more consideration
which is sometimes overlooked is the inflexibility of the typical
department-store organization. Business does not continue at
the same rate month after month and year after year. Yet,
once established, the typical department store must continue
with its existing organization without contracting and expanding
in proportion to the trend of sales. Some variation in the selling
force may be made, but experienced and valuable executives
cannot be discharged in times of slack business. They will
transfer their services to other stores and their positions will
have to be filled by new and untried workers. The expense of
employing and training new workers is not the least of the ele-
ments contributing to the high expense rate of department stores.

Some Problems of Department-store Management.—A num-
ber of special problems of department-store management which
bear some relation to the expense rate should be mentioned.
One of these is the problem of handling returned merchandise.
Merchandise returns contribute to higher expenses in many
ways. They increase merchandise handling and delivery costs.
They increase markdowns. They waste the time of salesclerks.
Merchandise returns have always been heavy in the field of
style merchandise, and department stores have been particularly
vulnerable. The general policy of ‘“the customer is always
right” has contributed to the difficulty. Attempts to restrict
the return privilege have not been uniformly successful. As
long as some stores offer unrestricted return privileges as a



LARGE-SCALE RETAILING 141

competitive service, those stores which attempt restriction in
self-defense will necessarily lose trade. Investigations have
demonstrated that a portion of the returns can be traced to
defective or wrongly sized merchandise. Among the practical
steps which have been taken to control the menace of returned
goods, the following may be noted: the adoption by all stores in
the community of uniform rules governing the acceptance of
returned merchandise; cooperation with manufacturers to control
accurate sizing and truthful statements of merchandise contents
and construction; better training of the sales force; and general
cooperative advertising to consumers designed to extend edu-
cation regarding the evils of unrestricted returns and the contri-
bution they make to higher prices. Despite the efforts which
stores have made in the past to control the reckless use of the
return privilege, the proportion of merchandise returns in depart-
ment stores is still extremely high.

Another special problem of department-store management
which bears a close relation to the expense of operation is that
which deals with the sclection, training, control, compensation,
and advancement of store personnel. This difficulty is not con-
fined to the employees directly engaged in selling. In the larger
department stores more than 50 per cent of the employees are
engaged in nonselling activities, and their work is vital to the
successful operation of the store. Particularly in recent years,
the personnel divisions of department stores have expanded the
range of their work to include, not merely hiring and firing, but
placement, training, supervision, compensation, and welfare.
Increasingly have department-store operators become conscious
of the importance of their sales force and its skill. They have
realized that efficient buying and expert store management may
be nullified by incffective selling. They know that a well-
trained, intelligent, and courteous sales force is the mark of a
successful store and that such a sales force is not developed by
chance.

A third major problem of department-store management which
is closely related to the expense rate is the handling of mark-
downs. As leaders in the promotion of new styles in all types
of merchandise, department stores have long been troubled by
the high rate of markdowns which inevitably follows mistakes in
forecasting trends in consumer demand. A high rate of mark-
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downs is a certain cause of serious loss. Adequate control over
the percentage of returned merchandise may contribute to
lowering a store’s rate of markdowns. More effective may be
the elaborate merchandise control systems which have been
devised to aid in following with the greatest accuracy all move-
ments of merchandise into and out of the store, and in recording
variations in consumer demand as made evident by purchases of
merchandise and requests for merchandise not carried in stock.
Only by careful control and skillful buying can department
stores, with their extremely complex inventory problems, hope
to maintain adequate and sufficiently varied merchandise stocks
without burdening their shelves with merchandise mistakes, slow-
moving goods, wrong styles, wrong colors, wrong materials, and
wrong sizes.

Mail-order Department Stores.—The work of the mail-order
houses selling direct to consumers has already been discussed.!
In recent years Sears, Roebuck and Co. and Montgomery Ward
and Company, two of the leading mail-order concerns, have
entered the retail-store business. Their retail stores have been
organized as department-store chains, centrally managed and
with central buying. The manager of a mail-order retail store
must necessarily be given greater latitude of authority and
responsibility than the manager of a small variety chain store.
But even in these department-store chains, the manager’s
authority is carefully circumscribed and he reports continually
to central headquarters. He may select the merchandise his
store will carry, but he makes his selection from lists of merchan-
dise submitted to him by the central buying staff.

With carefully developed skeleton organizations in the indi-
vidual stores and central management extending its counsel and
authority throughout the chain, costs of operation have been
markedly lower than in independent department stores. Mass
buying power for combined mail-order and retail organizations
and the development of brands owned and sold only in the
mail-order and retail organizations have also aided in reducing
merchandise costs.? As a result, the retail stores of the mail-
order concerns have been strong competitors of all types of retail

1 See Chap. VII of this text.

3 Thomas, J. F., Varying Functions in Distribution, Their Costs and
Influence on Retail Prices, The Journal of Marketing, July, 1938, p. 47.
See ‘‘Example B.”
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institutions. They have been particularly successful in the sale
of automobile supplies, hardware, and such ‘“hard” lines of
merchandise as refrigerators, stoves, and kitchen equipment.

THE CHAIN STORE!

Definition.—A chain-store organization has been defined by
the Federal Trade Commission as being two or more establish-
ments operating under common management, ownership, or
ultimate capital control, engaged in the sale of goods, wares, or
merchandise.? The definition is broad enough to cover every
varicty of chain? selling all types of merchandise and ranging in
size from a two-store organization to such a giant of modern
merchandising as the Great Atlantic and Pacific Tea Company
operating thousands of stores in every part of the country.

Reasons for Growth.—The chain store is one of the recent
innovations in retailing.* The important rise in this type of
distributive outlet occurred after 1920. At the present time,
although hampered by criticism and attacked on a broad front,
they occupy important, if not dominant, positions in the sale of
many kinds of merchandise. The growth of chain-store organi-
zations has been assisted by the increasing size of our cities.®
In the larger cities it becomes highly profitable to utilize a single
warehouse to service a number of small retail stores. Central
management controls unit stores more easily when they are
closely grouped. They have been aided by the inefficiency of
numerous small independent retailers who by their slovenly

1 The Federal Trade Commission’s ¢‘Chain Store Investigation” givesin a
series of pamphlets a thoroughgoing study of the chain store. One of these,
The Final Report, summarizes the investigation.

? Barker and Anderson, op. cit., p. 26. ‘‘A chain is a group of stores
handling similar merchandise, under central management and ownership,
and merchandised from a separate central office.”

3 Chains may be classified according to the (1) type of merchandise
carricd (grocery chains, variety chains, ete.), (2) extent of territory served
by chain (local, sectional, and national chains), and (3) ownership (inde-
pendent, manufacturer’s, wholesaler’s, mail-order house, department store,
and utility operated).

¢ Beckman, T. N., and H. C. Nolen, ‘“The Chain Store Problem,”
McGraw-Hill Book Company, Inc., 1938. Chapter II discusses The
Origin and Growth of Chain Stores.

& Most chains had their origin in cities. Even today the chain store is
largely an urban institution. In the cities it accounts for a much greater
proportion of business than it does in the towns.
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storekeeping methods have made the service, merchandise, and
appearance of chain stores more attractive to consumers. They
have been aided by their economies in operating costs! and the
benefits of large-scale buying,? both contributing to lower retail
prices. Such considerations as the elimination of services (credit
and free delivery), standardization of store operations, stocking
only fast-selling items, promotion of private-brand merchandise,
integration of wholesale and retail activities, and many others
bhave been important factors influencing the rise of the chain
store in the pattern of retail distribution.

In appraising the competitive position of chain stores, it is
desirable to understand that their success has not rested solely
on the sale of merchandise at lower prices. In large part, of
course, they have been successful for just this reason. But they
have also brought to consumers more and better merchandise.
They have been leaders in the modern packaging development.
They have introduced new techniques of store management and
division of labor, many of which have been adapted by inde-
pendent stores. They have been partly responsible for the
improvement in retail practice which has occurred in recent
years. They have adapted mass promotion and mass selling to
the disposal of surplus supplies of a number of farm3 and manu-
factured products. They have studied buying habits carefully
and have evolved new ways of improving customer service and
easing buying difficulties.

Their success has not rested on price appeal alone.t To be
sure, their costs of operation have been lower than operating

1 Beckman and Nolen, op. cit., pp. 48-53, 143-146.

? Ibid., pp. 43—48.

3 ¢“National Apple a Day Sale,” National Association of Food Chains,
1938.

¢ Beckman and Nolen, op. cit., p. 171. “Florida consumers arc attracted
to chain grocery stores by appeals other than price, the three most powerful
incentives in addition to lower price being wider selection of goods, con-
venient store location, and better quality of the merchandise.”

Holsinger, Zelda, Attitudes of Women toward Types of Stores, The Journal
of Retailing, December, 1938, p. 104. ‘‘Women gave as their reasons for
buying food in stores that are units of chains the following: economy,
quality of merchandise, and convenience. Unfavorable reactions to buying
food in chain stores are limited services and high prices.

‘““Good service, convenience, and quality of merchandise are reasons
given for buying food in stores that are independent. Unfavorable reactions
to buying food in independents are indifferent salespeople and high prices.”
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costs in the independent stores with which they have competed.
But they have been better merchants than the poorer class of
independent storekeeper. Not only have they bought for less
and sold for less; they have improved merchandise, sponsored
better standards, offered new styles and more complete stocks.
This background of better merchandising practice has supported
their primary attraction of lower prices.

Organization of Chain Stores.—Like other large-scale busi-
nesses, chain stores rely on division of labor and elaborate organi-
zation. The division of responsibility frequently follows the
same general lines found in department stores. Because of the
complexity of real-estate supervision, a separate officer may be
detailed to devote his entire attention to that problem. Other
important functions may be placed under specialized executives.
But whatever the organization may be in any chain, the distin-
guishing feature is always centralized management. The central
office buys for the chain. The central office plans advertising.
The central office evolves the personnel policy. The central
office manages real estate, decides when and where to open new
stores, when to close old ones. The central office plans the
accounting procedure and the forms to be used and determines
the frequency with which uniform reports are filed by store
managers. The duties of the store managers are largely routine.
They follow orders with little or no freedom to act contrary to
or beyond the instructions received from their superiors. There
may be in the larger chains a group of intermediary field super-
visors whose duties include a genecral checkup on the activities
of the store managers, but this in no way changes the picture of
centralized management controlling all operations.

Such elaborate division of labor for a large chain may lead to
a number of benefits. Skilled executives can be employed at
high salaries to occupy the important central positions. They
can dircet their specialized functions more efficiently and through
their orders the stores can be managed more efficiently than if
each store manager had to deal with the multitude of problems
which face the manager of the independent store. Store man-
agers with circumscribed duties may be employed at lower
salaries, and the efficiency of the entire organization may be
improved while the costs of operation are lowered.

It should not be supposed, however, that the elaborate organi-
zations supported by the various chain-store companies yield
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unmixed benefits. The further management is removed from
actual store operation, the more difficult it becomes to guarantee
effective store operation. There are difficulties of operation and
management found in chain-store organizations which are not
present in independent-store operation. These include problems
of effective administration and supervision of personnel and of
adjustment to local conditions and problems arising from the
magnitude of chain-store operation. These difficulties have
hampered the chains in their expansion. They have been of
paramount importance in protecting the competitive position of
the efficient well-managed independent stores.

Personnel Problems.—Many of the problems of chain-store
operation center around personnel difficulties. It is an old saw,
but a true one, that no outsider takes the close interest in a
business displayed by the man who owns the business. The
separation of ownership from detailed store management in the
chain-store business,! despite the fact that it enables the chains
to secure more experienced and skilled executives and lower costs
of operation, has raised serious problems only a few of which
have been successfully solved. Store managers with salary and
commission compensation have not always been perfect store
managers. When the dollars which slip out are not their dollars,
they are not so closely watched. Even the most able manage-
ment in & central office may not be sufficiently alert to loecal
conditions. General orders affecting the entire chain may be
ruinous for one or more stores which face unique local difficulties.

The chains may become so large that no executives, however
skilled, can successfully administer them. Large organizations
are often inflexible. They are encumbered by red tape and
routine operations. They do not respond quickly to changes in
competitive conditions. They may be expensive at certain
periods when sales decline. As in factory operation, specialized
workers are efficient employees only when they can be continually
occupied with their specialized tasks. If the flow of work
slackens, they are idle and consume time and salary without
returning work for value received. With the ebb and flow of
retail sales, such slack periods are often experienced by chain-

1J. C. Penney Company has tried to avoid this evil by giving each

manager of a store part ownership in that store. See R. W. Bruére, “J. C.
Penney, the Man with a Thousand Partners,” Harper & Brothers, 1931.
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store companies. At these times their highly efficient organi-
zations may become expensive. At the same time it may not
be feasible to attempt to reduce expenses by wholesale discharges
because of the loss of experienced employees difficult to replace
in better times. Some people feel that chains have a more
impersonal atmosphere throughout their stores than do indi-
vidually owned stores. They say this is due to the fact that
their stores are manned entirely by hired employees.

Merchandise and Service Problems.—Other problems of the
chain-store companies have centered around the carrying of
merchandise stocks. To achieve the economies of mass buying,
they must in almost every case seek to cater to the average
customer. Their buyers do not purchase with the needs of indi-
vidual consumers in mind. They buy on the basis of merchan-
dise records, and they strive to buy only what has been and
what they think will be most popular. The result is that the
desires and needs of the unusual customer cannot be readily filled.
The outsize, the less popular material, the unusual color, the odd
price are usually left for the independent store. The chains
merchandise for the masses. There are, of course, a few excep-
tions to this broad statement, but they are exceptions and they
arc few. This type of merchandise policy, although necessary
and desirable from the point of view of effective operation, alien-
ates a number of customers who prefer the unusual.

In many cases the chains have specialized in offering merchan-
dise with a minimum of service. Frequently such common
services as the extension of credit and the delivery of merchan-
dise are not available. The absence of these services may divert
trade to independent stores. The compensation, for the chain-
store customers, is somewhat lower prices.! Experience has
shown, however, that many people prefer to pay slightly higher
prices to stores which offer more than bare merchandise. Even
when chains do offer services, they must be offered on a mass
basis without the personal differentiation which may be the chief
attraction of the independent store.

1 Various studies show in the grocery field that lack of service does not
result in lower prices as much as is commonly supposed. They conclude
that there is not much difference in prices between service groceries and
cash-and-carry groceries. Other studies show a considerable difference in
prices, the spread running as high as 10 per cent.
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Rising Costs of Chain Stores.—We have already spoken of
the cycle of rising costs which a number of observers have
reported as extending throughout the field of retailing. This
phenomenon has been present in almost every kind of chain-
store operation. The movement to higher rent locations, the
employment of better and more skilled labor, the improvement
of store appearance, the adoption of new and attractive store
interiors and equipment, modern lighting, rising taxes, increased
advertising, and more free services have all made themselves felt
in chain-store operation. The result has been rising costs. The
margin of cost differential between chain stores and competing
independent stores has been narrowed year after year as chain
store expenses have been rising.

As this margin has narrowed, the early attraction of chain
stores as stores in which consumers could economize has been
lessened. Some price advantage may still remain. But when
comparison is made between chain stores and competing efficient
independent stores, this differential usually represents no more
than the cost of providing the extra services offered by many
independents. The chain stores may still attract pationage
because of offering more reliable merchandise under their private-
brand labels, or even, as there is good reason to believe, because
consumers believe that savings can be made in chain stores.

Chain-store Taxes.—Another and major factor limiting chain-
store development is of recent origin. It is the burden of taxation
which has been afflicting chain-store organizations with increasing
severity in recent years.! Antichain-store tax laws have been
enacted in a number of states, providing for taxes based upon
the number of stores in an organization and rising in direct
proportion with the increase in the size of the chain. Taxes of
this type have been so severe in some states as to force chains
to close many of their outlets. Even where stores have not been
closed, the tax burden has contributed to the rise in expenses of
operation. It would seem that the purpose of most chain-store
taxes has been punitive rather than fiscal.

1 Beckman and Nolen, op. cit., Chap. XVI.

Buehler, A. S., Chain Store Taxes, The Journal of Marketing, January,
1937, p. 177.

Phillips, C. F., An Economic Analysis of the Supreme Court’s Decisions
on Chain Store Taxation, The Journal of Business, January, 1938, p. 51
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The forces underlying this wave of antichain-store taxation
are well worth examining because, perhaps more than any others,
they hold the key to the future of chains in this country. They
have also been responsible to a large extent for certain other
laws, notably the fair-trade laws and the Robinson-Patman Act,
which have exerted an influence over chain-store development in
recent years. Discussion of this legislation is reserved for a later
chapter, but the underlying sentiment may be noted here.

Charges against Chain Stores.—As the chain stores grew in
popularity and attracted customers through their low prices and
their clean attractive stores, the independent merchants found
their competitive position weakened. They feared the compe-
tition of the chains. Where they could not meet it successfully,
they opposed the operation of chains, and, naturally enough,
sought ways to impede their continuance in business. It was
found that a fairly strong case could be built up against the chain
store. The case did not always rest on logical and rational
grounds; it was in part emotional; not all its arguments would
hold water. But when all the arguments were put together, they
formed an attractive and fairly respectable case against the chain
store.! It was pointed out that chain stores were operated from
the leading financial centers of the country. They took money
out of the local community and transferred it to New York,
Chicago, or some other large city. They drained away local
funds. They played no part in local community life. Chain-
store managers were shifted frequently, and, unlike the local
independent merchant who lived and worked and spent his
money in his home town, the chain-store manager was at best a
semistranger who did not and could not share actively in the
community’s business and social life. It was charged that chain
stores paid low wages, that they sold poor merchandise, that
they encouraged clerks to shortchange and short-weight cus-
tomers. But above all, the burden of the complaint was that
they were destroying the small independent merchant who had
always been the mainstay of American business.

1 Beckman and Nolen, op. cit., pp. 234-239. These pages enumerate
13 charges made against the chain store, together with a short discussion
of each. o

P. H. Nystrom in ““The Fallacies of Anti-chain Store Taxation,” pp. 9-11,
Institute of Distribution, Inc., 1938, defends the chain stores against some
of these charges.
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Some of these claims were obviously false, or, if true, no more
true of chain stores than of independents.! Others were soundly
made, particularly those which centered about the participation
in local community life. But good or bad, they were successful
in convincing many voters and many legislators that the chain
store was universally an evil institution and should be hampered
and hindered and, in some cases, taxed out of existence. We
have not seen the end of that wave of feeling. The chains have
been aware of its existence and have done what they could to
dispel it.2 They have opposed partisan taxes and have been
successful in some states.> They have attempted to take a more
active part, through their managers, in local community life.
They have publicized their personnel policics. They have tried
to gain consumer trust for their merchandise and their merchan-
dise policies. The movement has not abated, although many
successful independent merchants have stated that only the
inefficient merchants have suffered from chain-store competition
and have asserted their own ability to survive against such
business competitors. If the movement continues, chain stores
may come to hold a much less important place in distribution
than they have attained since 1925.

Voluntary Chains.*—The struggle of independent stores to
hold their trade against chain-store competition has led to the
adoption of many of the chain-store management techniques.
Independents and wholesalers have cooperated in organizing
voluntary chains.® These organizations are distinguished by
individual independent store ownership, but with centralization
of many management functions. A number of independent
grocers may combine and form a wholesale house to do all their

1 Faville, D. E., Comparison of Chain and Independent Grocery Stores
in the San Francisco Area, The Journal of Marketing, October, 1936, p. 87.
This article discusses a survey which was made ‘“‘to obtain some measure of
the relative contributions to their communities by both chain and inde-
pendent grocery stores.”

2 Beckman and Nolen, op. cit., pp. 238-239.

3 Ibid., pp. 240-241.

¢ The Federal Trade Commission defines a voluntary chain as ‘‘an associa-
tion of independent retailers acting cooperatively either by themselves or
with a wholesaler to obtain advantages in buying, advertising, or in per-
formance of other merchandising functions or activities.” In reality these
are not chains since the stores are individually owned and bound together

only by an agreement which, as a rule, can be terminated on short notice.
§ Also spoken of as ‘“cooperative chains.”
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purchasing, while they agree to confine their buying to that
single wholesaler. The wholesaler also provides managerial
counsel, prepares advertising, and guides independent managers
in uniform store-accounting methods. Such an organization may
be successful in promoting its private-brand merchandise. The
same type of organization has been developed in other merchan-
dise lines. Through the voluntary chain, independents have
been able to maintain private ownership of small stores and at
the same time to secure the benefits of large-scale buying, elimi-
nate the wholesaler’s promotional and sales-force expense and
match the managerial and advertising skill provided by the
centralized organizations of the chain stores. In spite of this it
is doubtful if the voluntary chain gives the consumer as low
prices as do the chain stores. However, they are somewhat lower
in price than the other independent stores.

Voluntary chains, organized either by a group of independent-
store operators or by a wholesaler fearful of losing his inde-
pendent customers as the result of chain-store competition, have
multiplied in recent years. They have strengthened the com-
petitive position of the independent retailer, enabling him better
to meet chain-store competition without relinquishing his unique
advantages of private ownership and customer confidence built
up through personal dealing with an established member of the
local business community.

Integration.—One of the more significant aspects of the modern
development of large-scale retailing has been the integration of
manufacturing and wholesaling with retailing. The process of
vertical integration, uniting mines with factories and railroads,
is one that is familiar in the industrial field. More recently it
has been extended to distribution. Chain stores and even a few
large department stores have engaged in manufacturing oper-
ations. They buy direct from manufacturers and perform the
wholesale functions of transportation, storage, and breakdown
into small units. It has been claimed that this process of inte-
gration lowers costs of distribution. Elimination of handling
charges, cost of extending credit and collecting accounts, and
reduction of selling costs! and of promotional expenses can easily
be seen. Whether or not these savings compensate for the

1 As an example of the saving which should result here it is estimated

that one-fourth of a wholesaler’s total operating costs are due to his selling
expenses.
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expense of setting up and maintaining a wholesale organization
must depend upon the volume of operations handled. If the
chain is large enough to utilize its wholesale organization to the
full, the savings may well make the integration worth while. If
the flow of merchandise through its wholesale division is small
and irregular, however, the savings resulting from the perform-
ance of wholesale functions will probably be outweighed by the
expense of maintaining a wholesale division which is seldom fully
utilized.

Other Aspects of Large-scale Retailing.—Other developments
of modern retailing which are of more than momentary interest
include the rapid multiplication of services offered to customers
by retail stores; the development of new types of retail stores
and stores carrying new combinations of merchandise; the
increased use of installment selling; and changes in retail trading
areas which have increased or diminished the patronage of stores
in a manner wholly beyond the control of store proprietors.

These phenomena are all around us in the stores we patronize.
Services, first offered as a few necessary accompaniments of
merchandise, in recent years have become weapons of compe-
tition. Stores boast of the services they offer and constantly
add new ones. Perhaps more than anything else, this has been
responsible for the rising cost of retailing. It is much easier to
add services than it is to discontinue them. Customers learn to
expect them and quickly shift their trade when they are no
longer offered.

New types of retail stores and new merchandise combinations
have often developed from a better understanding of consumer
buying habits. There has been a rearrangement of merchandise
lines in department stores, designed to ease the task of shopping.
The location of merchandise in variety chain stores is one of the
more important tasks of store management. Drugstores have
introduced dozens of new merchandise lines which consumers
prefer to purchase as convenience merchandise. The old-estab-
lished store types have in many cases almost vanished in what
has been aptly called an era of “‘scrambled merchandising.”

The increased use of installment! selling has made possible the
sale of expensive merchandise to consumers in the middle and
lower income groups. It has resulted in a tremendous expansion

1 Discussed at length in Chap. XV of this text.
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of the consuming market. Like the extension of services, how-
ever, it has not been without attendant dangers. In recent
years competing stores have liberalized installment terms, the
amount of the down payment, and the length of time during
which payments may be made, frequently with little regard for
either the dangers or the costs. The restriction of installment
selling within safe limits has not been the easiest task of retail
management.

Changes in retail trading areas have been hastened by the use
of the automobile and improved roads. This movement has
enlarged the areas in which city stores find customers. It has
been responsible for the growth of suburban trading centers
around the larger cities. In these new trading centers stores
have prospered and new types of stores, such as the department-
store suburban branch, have been opened. In the central trading
areas trade has slackened. For all these reasons and still others
too numerous to mention, retailing has constantly experienced
change. The largest retail organizations have not been immune.
They have felt it, perhaps, more keenly than the small stores.
Growing more inflexible with their increasing size, they have
often been less well adapted to meeting change.






PART III
MARKETING ACTIVITIES

Part II contains the story of distribution as it might look if
stretched out in a single long line. Now take a cross section of
marketing. Marketing is so complex that an examination from
only one point of view may present a distorted picture. If the
cross-section view is added, you may have a better conception of
the marketing process.
